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Every system is perfectly designed to get the results it gets.
Paul Batalden'

! Conway, Earl and Batalden, Paul (2015) ‘Like Magic? (“Every system is
perfectly designed...”), Institute for Healthcare Improvement, blogpost.
21 August.
http://www.ihi.org/communities/blogs/origin-of-every-system-is
-perfectly-designed-quote
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Preface

How Did Britain Come to This? This book aims to show that it is because,
in Paul Batalden’s haunting phrase, ‘every system is perfectly designed to get
the results it gets. The book begins by showing how systems of governance
were perfectly designed to result in scandals when the NHS was still revered,
at Bristol Royal Infirmary in the 1980s and 1990s, and at Mid Staffordshire
NHS Foundation Trust in the 2000s. Douglass North describes institutions
as setting ‘the rules of the game’ The book looks at how systems of govern-
ance developed under four different rules of the game in Britain. First, the
UK’s version of the minimal state in the 1920s and 1930s nurtured the growth
of William Beveridge’s five giant evils of Want, Idleness, Squalor, Disease
and Ignorance. Second came the planned state as developed under Clement
Attlee’s Labour government, which tackled Beveridge’s five giant evils but ran
into problems in the 1970s, in council housing, running public services, high
government borrowing, inflation and unemployment (‘stagflation’). The Attlee
settlement was largely dismantled by Margaret Thatcher’s Conservative gov-
ernments from 1979 to 1991. The Thatcher settlement of neoliberalism began
by developing the third institution of the marketised state. That still applies to
education, has been abandoned for the NHS after three failed attempts, and
morphed into the fourth institution, the financialised state, in which ‘only
money matters. The dysfunctional consequences of this apotheosis of neo-
liberalism include: the demise of successful private corporations; the Global
Financial Crisis of 2008; unaffordable housing; and failures in government
outsourcing and privatisation. Its structured inequalities in opportunities and
incomes mean that a small minority live in a plutonomy of luxury watches,
super yachts and private jets, and nearly 30 per cent of British children live
in poverty, with many of their families having to choose between eating and
heating in the winter.

There was once a hope that Covid-19 would, like the Second World War, cre-
ate a window of opportunity for a new political settlement. The final chapter
shows that Covid-19 exposed systemic weaknesses in the UK’s preparedness
for, and responses to, the pandemic, and that without the interventions of a
courageous few there would have been even greater catastrophic outcomes.
And, as the UK emerged from the shadow of Covid-19 in 2022, instead of a
new political settlement, we had three prime ministers. An afterword argues
that we need to move on from the settlement based on neoliberalism and
indicates what an alternative would look like.
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1. Why governance matters — analysing
systemic failures in the NHS

It may seem a strange principle to enunciate as the very first require-
ment in a hospital that it should do the sick no harm.

Florence Nightingale (1863) Notes of Hospitals'

I begin this book with two devastating case studies of harm wrought within
the English National Health Service (NHS). Pressure from courageous
whistleblowers over the tragic death of a toddler at the Bristol Royal Infirmary
in 1995, and a mother at Mid Staffordshire NHS Foundation Trust in 2007,
eventually resulted in official public inquiries. These two cases identified dif-
ferent systemic failings in governance as the root causes of scandalously poor
care at each hospital and why patients died who would have lived if they had
gone elsewhere. They exemplify Paul Batalden’s observation that ‘every system
is perfectly designed to get the results it gets.* The analysis of the two case
studies shows that details matter if we are to understand systemic failures of
governance. Although much of the book is grounded in the government
of Britain, I also try to follow Alfred Marshall’s invaluable advice to scholars,
‘always to remember the one in many and the many in one. So, the book’s
central subject is the challenge of governing well. Focusing first on the NHS
demonstrates why it is so hard for governments to ensure that public services
are of uniformly high quality. As I write, the NHS is struggling to remain
an iconic legacy of the Attlee settlement, established by Labour governments
from 1945 to 1951. That settlement set a central frame for post-war British
politics until 1979. The subsequent radical changes in governance of the NHS,
based on the idea of markets, are symbolic of the reach of the Thatcher set-
tlement, which was established by her Conservative governments from 1979
to 1991.

The chapter has four sections. The first is about how the scandal at Bristol
continued, in the 1980s, under the Attlee settlement, and the 1990s, in the
‘internal market’ of the Thatcher settlement. The second section is about how
Blair’s New Labour government aimed to fix the failures of self-regulation

How to cite this book chapter:

Bevan, Gwyn (2023) How Did Britain Come to This? A century of systemic failures
of governance, London: LSE Press, pp. 1-20.
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by the medical profession by requiring NHS organisations to implement sys-
tems of clinical governance and holding them to account with an independent
inspectorate. The third section is about the grand strategy of the Blair govern-
ment to remedy limitations of governance by targets and the ‘internal market’
with an attempt to make a regulated market work. That resulted in the scandal
at Mid Staffordshire. The fourth section illustrates a recurring theme of this
book: the failures of experiments with markets that developed for services
under the Thatcher settlement. These services have characteristics that cause
markets to fail (healthcare is the exemplar - see Chapter 8), and the UK lacks
the institutions that could make them work. The final section outlines the
structure of the argument in the rest of the book.

1.1 The Bristol babies’ scandal

Mandy Evans remembers her son Joshua Loveday as being well and full of
life for his first real Christmas in 1994 when he was 18 months old.? But there
was a shadow hanging over those precious days: Joshua had a congenital heart
defect, and would survive only if he had a successful switch operation. This
major open-heart surgery transposes the great arteries through which blood
flows to and from the heart.* Now only two or three babies die in 100 opera-
tions, and one has complications (such as brain damage). Back then, typically
about 10 in 100 died.’ But Joshua’s operation was scheduled for 12 January
1995 in the Bristol Royal Infirmary, which Private Eye had called, in 1992, ‘the
killing fields’ and ‘the departure lounge’® Dr Stephen Bolsin was the source
of that information.” He had been appointed at Bristol in 1988 as a consult-
ant anaesthetist, having worked at two specialist centres for paediatric cardiac
surgery in London (the Brompton and Great Ormond Street hospitals).

Bolsin was deeply troubled about how much longer surgery took at Bristol
because that increased the risk of bad outcomes.® From 1990, he courageously
persisted in raising concerns over the evidence he had of the poor outcomes at
Bristol, despite being under pressure not to do so. He had raised that problem
with the trust’s chief executive, Dr John Roylance; the professor of cardiac
surgery at Bristol, Gianni Angelini; and the trust’s medical director, Mr James
Wisheart, who did the paediatric cardiac surgery with Mr Janardan Dhas-
mana.” On 19 July 1994, Dr Peter Doyle, the senior medical officer in the
Department of Health, came to a meeting at Bristol. Bolsin went with him in
a cab back to the station and gave him an envelope with data relating to his
concerns. Doyle ‘did not read it and put it away in a filing cabinet without
turther scrutiny’, but he did seek reassurances from Professor Angelini and
Dr Roylance."”

On 6 January 1995, Gianni Angelini tried to persuade Wisheart that it
would be unwise for Dhasmana to proceed with Joshua’s operation. Angelini
discussed this with Roylance and Doyle, and put his views in writing.!! On
11 January, at 5.30 pm, there was an extraordinary meeting of nine people
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involved in paediatric cardiac surgery, to discuss whether that operation
ought to go ahead. Wisheart did not disclose to those at the meeting that this
was opposed by Angelini.'* Nor that Dr Roylance had in mind commission-
ing an independent review of their service.”® The outcome was the decision
that Dhasmana would proceed with the operation. Bolsin was the only one
who disagreed. He contacted Doyle to let him know that a switch operation
was scheduled for the next day.'* That evening, Doyle telephoned Roylance,
expressing worries about the operation going ahead. Roylance said that,
‘although he was a doctor, he could not intervene over the clinical judgement
of the doctors directly involved.” At 11pm, as Joshua’s parents were going to
bed, there was a knock at the door: they were required to sign the consent
form for the operation. ‘Mr Dhasmana said Joshua had an 80% chance of sur-
vival. They were reassured, signed the consent form and went to bed*¢

Stephen Bolsin wanted to tell Joshua’s mother and father, who were staying
at the hospital that night, to take Joshua away, but realised that, if he had done
s0, he would have been struck off the medical register. When his wife, Maggie,
then volunteered to do so, he told her that would result in her being struck
off the nurses’ register. In 1996, Bolsin left Bristol for Geelong Hospital, near
Melbourne, Australia — he was advised that he would not be appointable
in Britain."” (Sixteen years later, in 2013, the Royal College of Anaesthetists
awarded Professor Steven Bolsin the RCA Medal for promoting safety in
anaesthesia that acknowledged his vital actions at Bristol, which he hoped
would ‘help people to stand up and speak out when they need to.'®)

On the morning of 12 January, when the surgical staff tried to wheel Joshua
away, Mandy Evans clung on to the trolley and was weeping hysterically as
the hospital staft pulled her away. As they did so, she remembers ‘being trans-
fixed by the expression on the face of one of hospital staft. It wasn’t blank, it
was like fear. If I read it now, he was saying to me, “What are you doing? Take
him away”"® The surgery lasted eight hours. Mr Dhasmana had to redo the
switch operation. One of Joshua’s coronary arteries was severed. At 7.30pm,
Joshua’s parents were told that he had died on the operating table.*® When Dr
Doyle was told of Joshua’s death, he wrote to Dr Roylance, saying ‘it would
be extremely inadvisable to undertake any further neonatal or infant cardiac
surgery.!

In June 1998, the General Medical Council (GMC) found James Wisheart,
Dr John Roylance and Janardan Dhasmana guilty of serious professional
misconduct. Wisheart was criticised for not letting Dhasmana know that
Angelini opposed the operation on Joshua, Roylance for not intervening, and
Dhasmana for not stopping paediatric cardiac surgery before the operation
on Joshua Loveday. Wisheart and Roylance were struck off the medical regis-
ter; Dhasmana was allowed to remain on the register subject to a three-year
ban on doing paediatric cardiac surgery.” Sir Robert Francis, the defence
lawyer for John Roylance at the GMC hearings, had been so sickened by its
punitive atmosphere that it had made him feel like emigrating.”® Professor
Martin Elliott, an expert paediatric cardiac surgeon, was at the GMC hearings
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and was also distressed by ‘the daily humiliation of the surgeons. He was also
troubled by ‘the lack of criticism of wider system issues. He argued that others
at Bristol were equally culpable:

It takes a remarkable amount of confidence to operate on a child,
and one does the procedure within a team that is watching every
aspect of your work and performance.

Sometimes, when the outcome of a procedure has been poor and a
child has suffered, it can be very difficult to operate the next day. I
have felt this and I have relied on those around me to ‘get me back
on the horse’ ... The surgeons may have held the knife in the oper-
ating room, but the cardiologists had the right and perhaps the
responsibility to refer patients elsewhere, to a centre where results
for such cases were known to be good. Just because the consent
form is signed by the surgeon, it does not mean that they alone bear
the responsibility for the outcome. I understand that, as a surgeon,
one should have the insight and strength to be able to recognise
that one should not be doing certain operations, but just as one may
need moral support to get back on the horse, one may need as much
or perhaps even more to be forced off it ... and that is most effec-
tively done by one’s immediate colleagues and line management.*

At the GMC hearings, parents of babies who had died brought floral tributes,
and those of children who were brain damaged or who had learning difficul-
ties as a result of operations following surgery at Bristol displayed a board
with 160 names. They pressed for a public inquiry, which began in October
1998. Its report (the Kennedy Report) was published in 2001.% Its expert sta-
tistical analysis estimated that, between ‘1988 and 1994, the mortality rate at
Bristol was roughly double that elsewhere in five of seven years, and between
1991 and 1995 there had been about 30 excess deaths (as compared with other
centres).® The Kennedy Report argued that:

whatever the temptation to focus on the actions of individuals and
to seek to blame someone when things go wrong, it is important to
pay attention to the systems in which those individuals find them-
selves.”

So, how were the systems of governance in the 1980s and 1990s designed to
enable Bristol to continue to deliver scandalously poor outcomes for paediat-
ric cardiac surgery?

Good outcomes from paediatric cardiac surgery are more likely when con-
centrated in specialist centres that do high volumes of cases. That is why, in
1984, the Department of Health decided that paediatric cardiac surgery be
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recognised as a supra-regional service for earmarked funding in a few desig-
nated centres governed by the Supra-Regional Service Advisory Group. Offi-
cials from the department, of whom Dr Peter Doyle was one, were key to the
running of that Advisory Group. It was chaired by a chairman of a regional
health authority; its members were doctors and NHS managers.?® The Ken-
nedy Report describes their choice of Bristol, as a centre for paediatric cardiac
surgery, as ‘something of a mystery’ because ‘problems about the adequacy of
care were built into Bristol from the start’? Care was delivered across two sep-
arate sites, there was a shortage of paediatric cardiologists, and the part-time
paediatric cardiac surgeons did low numbers of operations.* The justification
for choosing Bristol as a centre, rather than expanding the capacity of South-
ampton or Birmingham, seems to have been its convenience for parents living
in the South West and Wales.*! In 1991, Martin Elliott decided against moving
to Bristol because he found its arrangements to be ‘inefficient, archaic, inhib-
itory to progress and potentially dangerous’* In 1992, when the low numbers
of cases at the Bristol Royal Infirmary continued, the Advisory Group decided
against its de-designation because ‘it would be difficult if not invidious to [do
that] on the basis of surgical expertise’>

The leading psychologist Daniel Kahneman describes how the way we make
decisions depends on how we frame our choices. And that, when we decide,
we focus on the regret we imagine that we would feel afterwards, having made
that choice, when outcomes are known.* In healthcare, typically, the choices
are framed for us. The Kennedy Report points out that ‘if it had been put to
parents that by travelling 80 miles further up a motorway, the chances of sur-
vival of their child could well be doubled (or more) the parents would have
probably opted for elsewhere’* Eighty miles? If the choice were framed in that
way, then most of us would willingly go to the end of the world. For Mandy
Evans, the regret she experiences at the thought that had Joshua had his oper-
ation elsewhere, he could have survived, at times made her physically ill.* For
Joshua’s father, Bert Loveday, the choice was framed for him as either agreeing
to the operation, to give his son a high chance of survival, or let him die. He
was unable to cope with having signed the consent form for Joshua’s opera-
tion. He became progressively more depressed and disoriented, participated
in an armed robbery, gave himself up, got three years, and hanged himself in
his cell. By 2000, three other ‘Bristol parents’ had died by suicide.”

In 1991, the Thatcher government aimed to introduce financial incen-
tives to improve hospital performance in the NHS through competition. In
this ‘internal market, the NHS was reorganised into a ‘purchaser’/‘provider’
split: local health authorities stopped running local hospitals and became
‘purchasers’ of hospital services, and NHS hospitals became self-govern-
ing NHS trusts (see Chapter 8). The ‘purchasers’ were supposed to contract
selectively between hospitals competing on price and quality in a system in
which ‘money followed the patient’*® There was, however, a lack of compar-
ative information on prices and virtually none on outcomes.”® And, as the
Blair government argued, in The NHS Plan of 2000, purchasers were deterred
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from moving a contract for an obviously poor service away from a local trust
because the resultant loss of income could destabilise the trust financially and
undermine its capacity to deliver other services, such as accident and emer-
gency services, where people want to go to their local hospital.*’ Paediatric
cardiac surgery was, exceptionally, where the ‘internal market’ ought to have
worked. The Advisory Group became the ‘purchaser’ and had data on costs
and outcomes (mortality rates). Parents would have been willing to travel to a
centre with better outcomes. But nothing changed. The Advisory Group relied
on individual units to ensure a satisfactory service and lacked ‘the machinery’
(a spreadsheet?) to analyse mortality data.*!

1.2 If Bristol was the problem, was clinical governance
the answer?

Tony Blair’s government, elected in 1997, sought to ensure that there was
not another ‘Bristol’ in the NHS. They established the Commission for
Health Improvement (CHI) in 1999 to inspect the implementation of clini-
cal governance by NHS organisations in England and Wales. The CHI’s roll-
ing programme of clinical governance reviews assessed how effectively NHS
organisations had implemented systems to assure and improve quality of
care.” T worked for the CHI, as the director of the Office for Information on
Health Care Performance, and was responsible for the analyses for our clinical
governance reviews. From inspecting all acute trusts in England and Wales,
we developed five golden rules:

1. Judgement not standards. We did not use standards because none
were available from the Department of Health when we began. And
we were concerned that doing so would lead to trusts responding by
ticking boxes. The CHI’s review manager organised the inspections
for our review team, which included active clinicians and a member
of the public, who were trained to exercise their judgement on what
was, and was not, acceptable.

2. Routinely collected data are inadequate. Because the statistical data
that were routinely available were so limited in scope (mainly mor-
tality rates), our analyses were mainly of textual material: reports by
external bodies, internal reports, minutes of meetings, and reports
from the CHTI’s staff of feedback from local people reported to our
publicly organised sessions. The CHI’s analysts explored with each
trust the issues that emerged in an interactive dialogue and prepared
a report for our review team prior to their visit.

3. Visits. The weeK’s visit by our review team was the focus of our
inspections. They interviewed staff and met the trust board to inves-
tigate issues identified from the CHIs analyses. They experienced
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the atmosphere at the trust and its likely impact on the quality of
care. These visits provided ample opportunity for whistleblowers to
relate their concerns, in confidence, to members of our review team.

4. Self-assessments by trusts are unreliable. We found that the trusts we
had most heavily criticised for their weak clinical governance were in
pathological denial about their problems.

5. It is essential to inspect all general acute hospitals. We found that qual-
ity varied greatly within the same general acute hospital, which had
typically at least one dysfunctional clinical team. The challenge in
organising inspections so that they are ‘targeted and proportionate’ is
within hospitals - not choosing which hospitals to inspect.”®

The 2001 Kennedy Report diagnosed institutional arrangements as the root
cause of the Bristol scandal: there was confusion about which organisation
was responsible for assuring and monitoring the quality of care. The report
pointed out that in this confusion, the health, welfare and indeed lives of
children were at stake in an administrative game of ‘pass the parcel’** My
recurrent thought experiment at the CHI was to ask: ‘If wed done a clini-
cal governance review of the Bristol Royal Infirmary in the 1990s would
we have discovered what was wrong?’ I knew we would not have been able to
have done that from our analyses of routinely available statistical data at the
hospital level: 30 excess deaths over five years is too small a number to be
spotted. We would only have found out what was wrong from the serendipi-
tous elements of the CHI’s visits: reports to the CHI’s staff at publicly organ-
ised sessions where parents and local GPs would have been able to voice their
concerns in confidence. Plus, the week’s visit by the CHI’s review team offered
safe opportunities for whistleblowing by any staff members who were trou-
bled by poor quality of care and bad outcomes.

1.3 Mid Staffordshire — from clinical governance to market
and regulatory failure

In 2002, the Blair government developed a grand strategy that aimed to
improve patient care in another competitive market. The role of the Depart-
ment of Health changed from being responsible for running the NHS to devel-
oping a competitive market for publicly financed hospital care. NHS patients
could choose to go for elective care between NHS hospitals and thousands
of hospitals and clinics in the independent sector. In 2004, the government
reorganised regulation of quality of care in the NHS and independent sector:

o It abolished the CHI, and also the National Care Standards Commis-
sion for the independent providers of health and social care (17 days
after it had just begun).®
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o A new Commission for Healthcare Audit and Inspection, which
became the Healthcare Commission (HCC), was established to regu-
late the quality of healthcare in the NHS and the independent sector.*s
(The HCC was later abolished in 2009 and replaced seven years later
by the Care Quality Commission (CQC), spanning both the NHS/
health and social care sectors in England, a role that it still has.*’)

o The government also established an organisation called Monitor to
regulate NHS foundation trusts - a set of high-performing NHS trusts
that had ‘earned autonomy’ to be freed from bureaucratic control by
the Department of Health.*® (Monitor became part of a wider body,
NHS Improvement, in April 2016.%)

In this new system, the Healthcare Commission assessed quality of care in
annual health checks. These rated the Mid Staffordshire NHS Foundation
Trust as ‘fair’ for 2005-06*° and 2006-07, when it was praised for being one
of the four ‘most improved acute and specialist trusts’ (emphasis added).”* In
2007, Julie Bailey was outraged at ‘the gross negligence and cruelty in the
treatment of her 86-year-old mother, Bella, at Stafford hospital in the eight
weeks before she died’* Julie Bailey became the whistleblower whose deter-
mination, and organisation of the pressure group ‘Cure the NHS; led to a
public inquiry into Mid Staffordshire NHS Foundation Trust.* (In 2013, The
Guardian described the consequences: her mother’s grave was vandalised and
she moved into hiding after being subjected to threats and abuse.*)

The report of the public inquiry into Mid Staffordshire NHS Foundation
Trust, chaired by Sir Robert Francis, began by stating that: ‘Between 2005 and
2008 conditions of appalling care were able to flourish in the main hospi-
tal serving the people of Stafford and its surrounding area. These included
patients being left in excrement in soiled bed clothes for lengthy periods,
assisted neither in their feeding (when they could not eat without help) nor in
their toileting (despite persistent requests for help); treated by staff with what
appeared to be callous indifference; and denied privacy and dignity, even in
death.” Over that period there were estimated to be 500 excess deaths.*

The Francis Report was scathing in its criticisms of Monitor and HCC.
Monitor approved the application from the board of the Mid Staffordshire
General Hospital NHS Trust to become a foundation trust in its ‘elaborate,
resource-consuming process.”’ That process:

failed to achieve what should have been its primary objective -
ensuring that the only organisations authorised were those with the
ability and capacity to deliver services compliant with minimum
standards on a consistent and sustainable basis.*®

Although HCC was ‘the first organisation out of the plethora with relevant
responsibilities to identify serious cause for concern, and to take the action
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which led to the full exposure of the scandal; it had ‘failed to prevent or detect
over three-quarters of its lifetime what has been described as the biggest scan-
dal in NHS history’® Unlike at Bristol, that public inquiry had no need of
expert statistical analysis because the appalling care at Mid Staffordshire was
so glaringly obvious.

The Francis Report identified four key themes as explaining the chronic
problems at the trust:

o The trust board leadership between 2006 and 2009 was characterised
by lack of experience, great self-confidence, a focus on financial issues
and on obtaining foundation trust (FT) status. It aimed only to meet
targets and lacked insight into the impact of their decisions on patient
care. The non-executive leadership remained aloof from serious oper-
ational concerns even when they had obvious strategic significance
and the potential for causing risk to patients.

o The clinical executive leadership lacked, or did not raise, a strong pro-
fessional voice on the board. The medical professional staff remained
largely disengaged from management throughout the period and did
not pursue their concerns effectively or persistently.

o There was a culture of tolerance of poor practice. The significance of
concerning mortality figures or of patient complaints were constantly
denied, and top managers operated in isolation with a lack of open-
ness.

o The focus on achieving financial targets led to staffing cuts made with-
out any adequate assessment of the effect on patients. Once it was
appreciated that there was a shortage of nursing staff, ineffective steps
were taken to address it. Serious concerns about accident and emer-
gency (A&E) care were not addressed. Issues of poor clinical govern-
ance were not remedied.®

Florence Nightingale would have been appalled at the way hospital staff at
Mid Staffordshire would do the sick harm, on an industrial scale, day in day
out, for years. But, as the Francis Report observes, that record was hidden in
plain sight from ‘a plethora of agencies, scrutiny groups, commissioners, reg-
ulators and professional bodies’*' The system was so dysfunctional because its
key players failed in their roles, did not understand what each was supposed
to do, and failed to collaborate.

o Thelocal ‘purchasers’ were so incapable at monitoring quality that it is
not in the least surprising that, in spite of the rhetoric of quality, one of
the worst examples of bad quality service delivery imaginable was not
detected by this system’® They took so long subsequently to address
issues because of the obstacles to moving contracts identified by The
NHS Plan in 2000.% In addition, the wide local media coverage of the
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scandal at Mid Staffordshire had no impact on the numbers of patents

‘choosing’ to go there.%
o HCC relied on local organisations to check the veracity of trusts’
self-assessments of the quality of their services, and Monitor to raise
concerns over quality of care. But these organisations assumed that
quality of care was being assessed by HCC and Monitor, and they
detected Mid Staffordshire’s self-assessments were wrong only after
HCC'’s investigation.®®
HCC lacked financial expertise and Monitor lacked clinical expertise.
Each worked quite independently of the other. So together they proved
to be incapable of recognising that the severe reductions in costs and
staff numbers by the board at Mid Staffordshire would impact on its
safety and quality of care.®

So, how did such an incoherent and inadequate regulatory system ever
come about? And why did the Blair government decide on their grand strat-
egy in 2002? What did it get right and wrong? And what went so awry in its
implementation?

1.4 Diagnosing the causes of systemic failures in governance
of the NHS

Julian Le Grand described governance based on trust and altruism as one of
the founding principles of the welfare state, as developed by the Attlee govern-
ment from 1945 to 1951:

Professionals, such as doctors and teachers were assumed to
be motivated primarily by their professional ethic, and hence to be
concerned only with the interests of the people they were serving.
Politicians, civil servants, state bureaucrats, and managers were sup-
posed accurately to divine social and individual needs in the areas
concerned, to be motivated to meet those needs and hence operate
services that did the best possible job from the resources available.”

Le Grand argued that the Attlee settlement assumed that all who worked
in the NHS were ‘knights’ who were dedicated to healing and caring for
patients and could be blindly trusted to act ethically and professionally. Any
such lingering belief was shattered in 1998, which Kamran Abbasi described
as an ‘Annus horribilis’ for the medical profession. His leader in the British
Medical Journal, titled ‘Butchers and gropers, was about the:

Horror stories of medical incompetence, arrogance, and libidinous-
ness have filled newspapers; broadsheets and tabloids have been
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united in their condemnation of a profession unable to regulate
itself except when it’s too late.®®

The Bristol scandal was just one horror story.

Le Grand also argued that in the Attlee settlement those in government and
professionals could treat the recipients of their services as mere ‘pawns’ (for
example, in the decision to locate paediatric cardiac surgery at Bristol and
its consequences). The scandals at Bristol and Mid Staffordshire illustrate a
classic problem of effective governance: the external agencies of government
can be captured by the producers, for example, deciding against the de-desig-
nation of Bristol on the basis of surgical expertise. (The way Julie Bailey,
the whistleblower at Mid Staffordshire, was treated shows the intensity of this
producer capture.) These scandals also show the problems of trying to govern
healthcare by markets. In 1997, the Blair government abandoned the idea of
hospital competition for the NHS and returned to governance by trust and
altruism.” So, although the government set targets for reducing waiting lists,
when hospitals failed to meet targets, they were rewarded with extra funding
to do so. That, by assuming all were ‘knights), created perverse incentives.”!

In the midst of an acute ‘winter crisis’ in the NHS, in 1999/2000, Clive Smee,
the chief economist of the Department of Health, was reading drafts of an
OECD report. It described the NHS as underfunded, with outdated hospitals,
poor clinical outcomes and long waiting times.”” On Sunday, 16 January 2000,
when interviewed on the television programme Breakfast with Frost — ‘the
most expensive breakfast in British history’ — Tony Blair pledged the govern-
ment to raising the percentage of GDP that the UK spent on healthcare to the
European average.” This pledge was made without consulting his infuriated
Chancellor of the Exchequer, Gordon Brown.” Figure 1.1 shows what that
meant with a rapid increase in funding up to 2010. It also shows how the NHS
was then subjected to no increase as a percentage of GDP for the next decade
(2010 to 2020).

To justify the increased funding of the NHS, the Prime Minister’s Delivery
Unit (PMDU) held the Department of Health to account for transforming
NHS waiting times. The PMDU, established in 2000, was led by Michael Bar-
ber to tackle ‘awful’ performance in the NHS, schools, transport and crime.”
It set increasingly demanding targets to reduce the maximum wait for NHS
patients for elective surgery, from 18 months in 2001, to 18 weeks in 2009.7

To ensure that the PMDU’s demanding targets were met, the Department
of Health’s The NHS Plan of 2000 outlined what became a new regime of ‘star
ratings’ (see Chapter 8).” Consequently, hospital waiting times were trans-
formed in England (but not in the devolved countries of the UK).”® Those at
the heart of the Blair government recognised, however, that top-down targets
could improve NHS performance from ‘awful to ‘adequate’ only; and the public
wanted a service that was ‘good’ or ‘great’”” Hence the government’s later grand
strategy, in 2002, was to move from governance by targets to a second attempt
at an NHS quasi-market, which entailed radical changes to regulation of quality.
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Figure 1.1: NHS spend as a per cent of the UK’s GDP, from 1960 to 2019
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Source: Office of Health Economics and OECD.*°

The Commiission for Health Improvement was an oxymoron: a supposedly
‘independent’ body subject to direction by the secretary of state for health. In
my experience, officials in the Department of Health ceded power to bodies
like the CHI as willingly a leech gives up sucking blood. So, they would have
felt unhappy that the governments grand strategy had proposed establish-
ing, as the CHI's successor, a new tough independent healthcare regulator/
inspectorate covering both the NHS and the private sector, with a new Chief
Inspector of Healthcare’ — one not appointed by ministers and reporting
annually to Parliament.®' It did not happen. The Francis Report emphasised
that the HCC’s board was subject to being ‘hired and fired by the Secretary
of State’ and described its system of regulation as one which it was ‘given to
run’ (emphasis added) by the Department of Health.®? The department’s abid-
ing priorities were finance and hospital waiting times. That is what the Ken-
nedy Report found in the 1980s and 1990s.* And, in 2000, for the regime of
star ratings for hospitals, the Department of Health initially proposed that it
would be driven by performance on waiting times and finance only. How-
ever, on this occasion the CHI was able to persuade ministers to incorporate
assessments from its earlier inspections: otherwise, another Bristol could have
become a ‘high-performing’ three-star trust.* The Francis Report points out
that the HCC’s inspections were based on a generic set of core standards ‘for-
mulated not by the regulator but by the government, thereby inhibiting the
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engagement with the standards of those working in the system and therefore
the effectiveness of the regulator’®

The Department of Health required the HCC to develop a ‘targeted and
proportionate’ system of inspections on a ‘level playing field’ for the NHS
and independent sectors. The HCC correctly decided it could not organise
its inspections of the thousands of organisations in the independent health
and social care sector based on visits, but that did not entail doing likewise
for the 156 general acute NHS trusts in England.® The HCC wrongly framed
its regulatory task in terms of the relative numbers of organisations in the two
sectors (dominated by the independent sector). But expenditure on private
healthcare was about 7 per cent of NHS expenditure and it was concentrated
on general and elective surgery.®” A ‘targeted and proportionate’ system ought
to have taken into account the far greater scale and complexity of care pro-
vided by the NHS. That is where the risk of failings in quality of care are
highest and harder to identify from routinely available data. Instead, however,
for NHS trusts, the HCC abandoned a rolling programme of visits for ‘inspec-
tions’ based only on the Department of Health’s core standards, and analyses
of the basic data that were routinely available, and self-assessments.*® The way
that the Department of Health framed the HCC’s regulatory task proved to be
quite incapable of detecting the pathologies of governance by targets, which
the CHI had found in visits by its review teams.*

My second thought experiment is this: what would have happened if the
CHI had continued its rolling programme of visits and inspected the Mid
Staffordshire trust in 2006? The CHI’s inspection of Mid Staffordshire in 2002
highlighted shortages of nurses, the poor quality of its clinical data, and that
the board had prioritised improving its financial position and performance
on waiting times over the quality of patient care.”® Hence an inspection by
the CHI in 2006 would have begun by looking for improvements in each of
those problem areas. If the trust had claimed that its high mortality rates were
a consequence of the poor quality of its clinical data, that would have raised
two red flags. The publicly organised sessions arranged by our review manager
also would have offered the same opportunity for the public to report episodes
of truly appalling care, as found by the HCC’s investigation in 2008.”" So, if the
Blair government had established as the CHI’s successor ‘a new tough inde-
pendent healthcare regulator/inspectorate’ that had followed the CHI’s golden
rules in framing regulation to be ‘targeted and proportionate, would that have
prevented the scandal at Mid Staffordshire?

1.5 The structure of this book — political settlements and
their fault lines
Every system of governance, once established, will have some weaknesses —

some key areas where things can go wrong or be badly handled. A concern for
any state is inequality across geographical areas, the multiple factors that may
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tend to make geography destiny for people depending on where they live. In
Chapter 2, I take a long view at some fundamental geographical fault lines in
Europe, beginning with how the Black Death in mediaeval times created a fault
line between East and West Europe and Northern and Southern Italy, leading
on to enduring centuries of inequalities between regions, and later to many of
the failures of communism. Then, focusing down within the UK, and looking
much more recently, the chapter also describes how Oldham (where I grew
up) and Oxford (near where I now live) have grown apart over my lifetime.
The next two chapters explain the two major political settlements of post-
war Britain, of Clement Attlee’s Labour and Margaret Thatcher’s Conserva-
tive governments. I look at how they created long-run systems of governance
that went on to produce different outcomes for those living in Oldham and
Oxford. Both settlements were important in establishing different set of insti-
tutions, defined by Douglass North as ‘the rules of the game’ that shape how
people interact as members of organisations in social, political or economic
settings.”? This book focuses on how public institutions shaped systems of gov-
ernance. The rules of the game of the Attlee settlement covered in Chapter 3
centred on institutions of central planning designed to tackle William Bev-
eridge’s five giant evils - ‘Want, Disease, Ignorance, Idleness and Squalor’.
Chapter 4 describes how, by the 1970s, those institutions were failing and jus-
tified the shift to a different set of rules of the game of the Thatcher settlement,
which Chapter 5 shows were based on the ideology of neoliberalism. Chapter 6
uses the institutional economics of transaction costs, developed by Oliver Wil-
liamson, to examine the pros and cons of using markets in privatisation and
outsourcing, and the consequences of financialisaton of those markets
and housing. Chapter 7 deploys the economics of transaction costs to examine
the marketisation of our schools and universities. Margaret Thatcher famously
used to assert TINA — There Is No Alternative - to her neoliberal policies.
Chapters 6 and 7 suggest that now there has to be. Chapter 8 is about why mar-
kets fail in healthcare and effective alternative systems of governance to steer
healthcare in the ‘iron triangle’ of the objectives of cost control, equity and
high performance. Chapter 9 compares systems of governance in England
and Germany in response to the Covid-19 pandemic. It examines why Germany
had a substantially lower mortality rate in the ‘opening game’ (before effec-
tive vaccines were available) and England was more successful in the ‘middle
game’ (after vaccines became available). This chapter shows again the impor-
tance of authoritative independent bodies and courageous individuals. The
Afterword looks towards a new political settlement to tackle our five giant
evils from 40 years of neoliberalism: Want is even more acute, and we are trou-
bled by systems that result in Insecurity, Ill-health, Miseducation and Despair.
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2. Economic and geographical fault lines

The UK had and has a more unbalanced economy than almost all
our immediate biggest competitors in Europe and more unbalanced
than pretty much every major developed country ... For too many
people geography turns out to be destiny.

Boris Johnson (15 July 2021)*

The modern study of institutions can help explain how geographical fault
lines developed in Europe and the UK. The first section in this chapter exam-
ines the impacts of the Black Death on feudal societies. These were based on
a social contract in which peasants supplied labour to their landlords, who
reciprocated by maintaining law and order and giving the peasants protec-
tion. Feudalism is an exemplar of what Daron Acemoglu and James Robinson
call an ‘extractive society’: corrupt and designed to extract benefits for a small
ruling elite, who obstruct developments that might threaten their privileged
position.” Acemoglu and Robinson argue that an extractive society explains
Why Nations Fail, and will continue to do so, until a critical juncture offers a
window of opportunity for radical change. The different consequences of the
critical juncture of the Black Death in the 14th century resulted in geographi-
cal fault lines that have persisted to this day. That ended feudalism in much of
Europe (in England there was the peasants’ revolt of 1381) but not in Russia
and Southern Italy. The second section briefly considers how Russia moved
from feudalism to communism without developing the institutions neces-
sary for a market economy: property rights and an independent legal, fiscal
and justice system. That is why, after the fall of communism, its institution of
authoritarian corruption enabled oligarchs to benefit from the privatisation of
state assets, which has resulted in another kind of extractive society.’ The third
section is about how the regions of Southern Italy remain relatively poor as
they moved from feudalism to a polity with strong organised crime and cor-
ruption. The fourth section shows how the institutions of Soviet planning and
a market economy created fault lines between East and West Germany after
the Second World War. The final two sections contrast the development of
fault lines in the UK’s centralised state with the economic transformation
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of East Germany, after unification, in Germany’s federal constitution; and
describe the entrenched divisions visible in the UK, exemplified by what has
happened to Oxford and Oldham.

2.1 A mediaeval pandemic and the divergence of inclusive
and extractive societies in Europe

The Black Death in the 14th century was the deadliest global pandemic in
human history. In his book Doom, Niall Ferguson estimates that, across
Europe, 30 per cent to 60 per cent of the population died.” In the first wave of
1348-49 alone, it reduced England’s population by about a third.” There was a
second wave in 1361-62, a third in 1369 and a fourth in 1375.

By the time of the Black Death, the feudal social contract in much of West-
ern Europe had evolved so that peasants were paid by the landlord for work-
ing his land. After the plague, landlords in England tried through legislation
to freeze the price of labour at pre-plague levels. King Edward IIT’s Statute of
Labourers 1351 targeted restrictions on migration and was directed:

against the malice of servants who were idle or unwilling to serve
after the pestilence without taking outrageous wages ... that such
servants, both men and women, should be obliged to serve in return
for the salaries and wages which were customary (in those places
where they ought to serve) during the twentieth year of the present
King’s reign (1346-47) or five or six years previously ... Servants are
not to depart from the vill[age]s in which they live during the win-
ter to serve elsewhere in the summer if they can find work in their
own vills at the wages mentioned above; saving that the people of
the counties of Stafford, Lancaster and Derby and those of the Cra-
ven, the Marches of Wales and Scotland and elsewhere may come
and go in other counties during August and then return safely, as
they have been accustomed to do before this time. Those who refuse
to take such an oath, or to fulfil what they have undertaken shall
be put in stocks for three days or more by the said the lords, stew-
ards, bailiffs and constables of the vills or sent to the nearest gaol,
there to remain until they are willing to submit to justice. For this
purpose stocks are to be constructed in every vill between now and
Whitsunday.”

This Statute of Labourers brought out so clearly the problems of restricting
migration by recognising that exceptions were necessary. (As they were in
the UK after Brexit for butchers, bricklayers, welders, fishmongers, bakers,
horticultural workers, childminders, nursery nurses, health professionals,
senior care workers and nursing assistants.®) The statute also pioneered a
national incomes policy, which John Hicks pointed out was as problematic
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then as, later, in the 20th century’ In setting prices, the 1351 Statute was
highly specific in fixing different upper limits for rates of pay for threshing
(60 per cent higher for threshing a quarter of wheat or rye than for a quarter
of barley, beans or oats). But it experienced the same problems of measure-
ment of shoes as central planners in the Soviet Union seven centuries later:
the statute required that shoemakers ‘shall not sell boots, shoes or anything
else connected with their mystery otherwise than they did in the said twen-
tieth year’'

Although the Statute of Labourers 1351 was revised and re-enacted over
the following 30 years, according to nearly all contemporary accounts, all this
legislative activity was futile."' One source observed that:

The labourers were so arrogant and hostile that they took no notice
of the king’s mandate; and if anyone wanted to employ them, he was
obliged to give them whatever he asked, and either lose his fruits
and crops, or satisfy at will the labourers’ greed and arrogance.*?

The landlords faced what is known as a collective action problem. As Hatcher
explains, although they as a body

supported the enactment of labour legislation they lacked the sol-
idarity necessary to ensure its successful enforcement. In default
each employer’s own best interests were served by securing enough
labour to perform the work which he needed to be done, and this
involved competing with other employers by offering higher wages
and more allowances."

The pandemic’s impact shattered feudal society in much of Western Europe.
But, in Russia, serfs were still owned by their landlords in a social contract
that required them to work for their landlords on some days and were free
to work for themselves on others. If serfs sought to escape their feudal ties
and become free men after the plague, they were remorselessly and brutally
hunted down by their landlords. The nobility’s success in this endeavour
entrenched feudalism in a second serfdom. Hicks describes the path depend-
ent outcomes of the critical juncture of the Black Death that shaped the future
of much Eastern Europe:

The decline in population, which was the occasion for this parting
of the ways, was itself a transitory phenomenon; in a couple of gen-
erations, or a little longer, it had probably been made up. But the
habits and the social institutions which had grown up as a reaction
to it were not easily eradicated. Prussia (now part of modern Poland
and Russia) and Poland and Russia remained for centuries in the
grip of a nobility of landlords, extracting what revenue they could
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from poor peasants whom they kept dependent on them; defending
as their lifeline an oppressive system which they were unwilling to
reform for fear that the whole house of cards they had built would
fall on their heads."*

2.2 From serfdom to a maximal state

Bo Rothstein is one of the world’s leading scholars on corruption.” If you
ask him what helps a country end corruption, he replies, Lose a major war.
The defeat of the Russian army in the Crimean War (1853 to 1856) was a crit-
ical juncture that was followed by the ‘abolition of serfdom in 1861’ Thomas
Piketty points out that this failed, however, because of Russia’s weak institu-
tional arrangements.'® Serfdom only came to an end with the Bolshevik rev-
olution after the critical junctures of the failures of its army and economy in
the First World War."”

Karl Marx had predicted that the development of a communist society was
an inevitable outcome of the class struggle in capitalist societies of the 19th
century, in which the alienation of the working class in producing surplus
value for the owners of capital would inexorably lead to a crisis.'® Paradoxically,
however, it was in Russias feudal society that the Soviet model of communism
was established. For Lenin, Trotsky and Stalin the kulaks were incompatible
with that model."” They were the richest 5 per cent of peasants, who could
afford a square meal every day from owning a few horses, cows and smallhold-
ings. Only 1 per cent were in a position to exploit more than one labourer.”
Kulaks were ‘publicly reviled as a menace and bloodsucker, perhaps taxed
heavily, and always conscious of appearing a menace in the eyes of at least
some men in the Kremlin’®' There was a great debate, in the 1920s, between
communist leaders over their coexistence with communism.?? Under Stalin’s
brutal ‘dekulakisation, the ‘worst kind’ of kulaks were sent to concentration
camps; others were deported from where they had lived; and those who were
allowed to remain were given the worst kind of land.?> What followed from the
programme of collectivisation of agriculture in Ukraine, between 1931 and
1934, was Holodomor - derived from the Ukrainian words for hunger (holod)
and extermination (mor). Nearly four million people died.*

The brutal Stalinist system of centralised planning and direction in the
maximal state succeeded in moving Russia, within a generation, from a feudal
agrarian economy to a primitive industrial society. Gary Gerstle argues that
now we forget how ‘powerful and prestigious a movement communism once
was.® He points out that in the 1930s, whilst chaotic market mechanisms
caused production to plummet in the United States and the rest of the West-
ern capitalist world, under intelligent government planning it had soared in
the Soviet Union.® Edward Luce in the Financial Times observed that ‘the
year before FDR [Franklin Delano Roosevelt] was elected, 100,000 Americans
applied for jobs in the Soviet Union’? In the US, Gerstle argues that the threat
of communism explains why, under FDR’s ‘New Deal, workers enjoyed high
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wages as the outcome of the compromise between capital and labour.®® In
Britain, in 1956, Anthony Crosland argued for a different future for socialism
from the pervasive influence of Marxist analysis on the British Labour Move-
ment in the 1930s.

In 1957, Russia inaugurated the space age with the launch of Sputnik 1.%
In 1961, the Communist Party of the Soviet Union under Nikita Khrushchev
produced what Archie Brown describes as both ‘the last authoritative doc-
ument to take entirely seriously the building of a communist society” and ‘a
remarkable combination of self-delusion, wishful thinking and, utopianism’*'
It declared that, by 1970, ‘they would have surpassed the United States in pro-
duction per head of population’* Yoram Gorlizki and Oleg Khlevniuk focus
on Riazan, a medium-sized agricultural region 200 kilometres south-east of
Moscow, which was the model that would show how the Soviet Union could
achieve a great breakthrough in agriculture to match that of Stalin’s indus-
trialisation in early 1930s.** Alec Nove (alongside many others) predicted in
1961, however, that the Soviet system, of the maximal state running the whole
economy by centralised planning, would fail because it would prove to be
incapable of handling the complex information requirements of running a
modern economy.* That was the criticism of central planning that Friedrich
von Hayek made in 1945. A fundamental problem of running the economy
based on targets was that it resulted in gaming on an industrial scale.

Because central targets could not capture quality, they were often set by
weight, which created endemic problems over the quality of consumer
goods.* For a manager, the consequences of missing the tonnage target under
Stalin was, at best, a trip for a short and brutal lifetime in Siberia. So, there
were strong incentives not to experiment with technological innovations that
might have reduced costs and improved quality, because this would interrupt
production and put the tonnage target at risk.*” It is said that when managers
did experiment, this was in ways to make the goods they produced heavier.
So, if in-year monitoring showed that they might miss their tonnage target,
they could switch to heavier means of production. This system was designed
to result in shortages, a lack of innovation, heavy goods of poor quality, and
baths without bathplugs - the notorious complaint of visitors to the USSR.
These failings have been described in many accounts and are summed up
in the famous Krokodil cartoon of a nail factory cartoon satirising how increas-
ing the weights of products helped to meet quantitative Soviet production
targets (Figure 2.1). In the 1960s Khrushchev’s unrealistically ambitious
targets for agriculture resulted in those who honestly reported their actual
performance being ‘branded as laggards and publicly humiliated’*® Hence
gaming became pervasive. The discovery of the scale and pervasiveness of
fraudulent reporting of meeting targets in Riazan:

delivered a death blow to the idea that a dictator in Moscow could
bring about a great leap forward with the aid of substate dictators in
the regions ... it showed that Khrushchev’s most vaunted achieve-
ments were in fact based on a tissue of lies.”
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Figure 2.1: The Krokodil nail factory cartoon

s

Worker: ‘Who on earth needs a nail like

this?’

Manager: ‘Ah who cares? The most
important thing is that we've
immediately fulfilled our nail
quota’.

Source: Kpokogu [Krokodil].#

2.3 Governance and corruption effects in Western Europe

Nicholas Charron at the Quality of Government Institute, Gothenburg, has
led research in developing and mapping a European Quality of Government
Index (EQI) for regions in Europe.*! The EQI is based on samples of residents
of each region answering questions in surveys about three public services
(healthcare, education and law enforcement) across four dimensions (corrup-
tion, bribery, equity of access, and public services quality). In 2015, Bo Roth-
stein described the variation in EQI within European countries as greatest in
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Italy. The best of Italy’s northern regions was comparable with Denmark, but
the worst southern regions compared most with African countries.*? Figure 2.2
shows the most recent data, for 2017. Comparing Italy with the UK, the EQI

Figure 2.2: Map of the European Quality of Government Index scores at
regional level, in 2017

e
- ﬁ
. 5y

NS .

Canarias

Guadeloupe
Martinique

Guyane

o

S e

[Mayotte | Réunion
9

L
0
-
¢
4

Acores. Madeira

°

REGIOgis
2
European Quality of Government index, 2017
Standard deviation, range from poor quality (negative) to high quality (positive)
<175 [Jo2s-075
Bl -175--125 [ Jo75-125
125 - EU=0
B -125-075 [ ]>125 Source: World Bank data and a regional quality of government survey.
I -075--025 [ Jnodata
[]-025-025
0 500km
L 00

© Association for the boundaries

Source: European Commission.*

Notes: The average score for the EU as a whole is set to zero. The dark orange to red
shading indicates increasing negative scores, below the EU average. The lighter oranges
scores show regions with positive numbers, above the EU average.



28 HOW DID BRITAIN COME TO THIS?

score for the best region in Italy was lower than for the worst region in the UK.
The worst scores are for Italy’s southern regions.

Robert Putnam et al sought to explain the marked differences they found,
in 1974, in the capabilities of regional governments in the north and south of
Italy after regional devolution.* Figure 2.3 gives a map of Renaissance Italy,
whose fragmented condition persisted in many different permutations right
through to the country’s national unification (led by Piedmont, situated in the
country’s far north-west) in 1861. In the north of Italy, the powerful city medi-
aeval republics created strong social capital with ‘an ethic of civic involvement
social responsibility, and mutual assistance among equals.* These civic virtues
survived the fall of those republics, despite a growth in inequality, exploita-
tion and factional conflict. That is why, centuries later in the 1870s, various
communal institutions developed in the north (such as ‘agrarian associations,
mutual aid societies, chambers of commerce, and savings banks’) that proved
crucial for fostering rapid modern capitalist development.*¢

However, Italy’s southern regions were governed by the autocratic
regimes of foreign kings (the Hapsburgs and the Bourbons) from 1504 until
1860. Their feudal-like regimes maintained the primacy of vertical ties of
dependence and exploitation by ‘promoting mutual distrust and conflict
among their subjects, destroying ties of solidarity in order to maintain the
primacy of vertical ties of dependence and exploitation’*” The absence of
social capital and civic virtues in the south resulted in weak institutions,
which in turn ‘strengthened the family, the clientage and Mafiosi positions.
There are two causes of regional inequalities in modern Italy. First, the south-
ern regions’ low social capital. Second, the culture of omerta, which requires
men to avenge offences without the help of authorities and avoid contact
with the police - to do that brings a loss of respect and threats.* That sustains
organised crime and undermines effective government in its three poorest
regions, which are, in order of their declining poverty, Campania, Sicily
and Calabria.

The Sicilian Mafia is well known from the Godfather films and the Montal-
bano television series — the last episode of The Young Montalbano ends with
the actual assassination via car bomb of prosecuting magistrate Giovani Fal-
cone by the Mafia on 23 May 1992. On 19 July 1992, his friend and fellow
magistrate Paolo Borsellino was also assassinated by the Mafia with another
car bomb. Both had taken on the Mafia with great success and dauntless cour-
age knowing full well that they were on Mafia hit lists for assassination. In
January 2023, Italian investigators captured the 60-year-old Messina Denaro
at a clinic in Palermo, Sicily’s capital. He had helped ‘orchestrate the devas-
tating 1992 car bombings in Palermo that killed Giovanni Falcone and Paolo
Borsellino:*

Miles Johnson, Rome correspondent of the Financial Times, explains how
the subsequent success of the Italian state in taking on the Mafia created a
market opportunity for the ’Ndrangheta, based in Calabria, to take over Latin
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Figure 2.3: Map of Renaissance Italy, 1350 to 1600
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American drug cartels. The power and reach of the 'Ndrangheta in Calabria
was uncovered by an investigation by the Financial Times.>" In one case they
detailed, a financial bond became, in fact, a financial spin-off from organised
crime that exploited the grieving families of those who die in the hospital of
the Calabrian city of Lamezia Terme. Here, a funeral company had through
intimidation gained access to the hospital’s central medical records and so
knew before a father did that his son was going to die and so was able to make
him an offer to bury his son that he could not refuse. Johnson explains how
the "Ndrangheta has financialised its organised crime:
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From 2015 to 2018, hundreds of millions of euros of invoices signed
off by officials in Calabria’s cash-strapped municipal health author-
ities were purchased by intermediaries. These middlemen bought
the unpaid invoices from suppliers at a steep discount because they
were, in effect, guaranteed by the Italian state. They were then sold
on to specialist financial companies, who merged them into pools
of assets and sold investor bonds backed by the unpaid bills.*

Johnson cites a US diplomatic cable of 2008 that observed that, ‘if it were
not part of Italy, Calabria would be a failed state’> He singles out the public
prosecutor Nicola Gratteri, who was born in Calabria and lived there almost
his entire life, for his bravery in taking on the 'Ndrangheta: ‘Gratteri has been
under permanent police protection since 1989 and is unable to leave his office
in Catanzaro without a bodyguard** The BBC reported that, in November
2021, Gratteri’s 30-year campaign against local corruption resulted in sen-
tencing 70 members of the "Ndrangheta in ‘maxi trials’ that took place behind
closed doors in a specially converted courtroom in Lamezia Terme. In addi-
tion, ‘over the next two years, 355 alleged mobsters and corrupt officials will
face court for their involvement with Italy’s richest and most powerful organ-
ised crime group’®

Roberto Saviano’s book Gomorrah describes the grip of another notorious
branch of Italian financialised organised crime, the Camorra in Campania
(capital Naples).”® He also lives under constant threat of assassination. His
book Zero Zero Zero (2016) describes how organised crime relies on the City
of London and Wall Street to launder money from cocaine.”” Jennifer Shasky
Calvery gave an estimate to the US Congress in 2012 of the scale of transna-
tional organised crime when she was chief of the Asset Forfeiture and Money
Laundering Section of the Department of Justice: $1.6 trillion was laundered
through the global financial system; about $600 billion was related to transna-
tional organised crime.”® London has been described as the money laundering
capital of the world by The Times (2014), the New York Times (2021) and the
Financial Times (2022).%°

2.4 Social capital, governance and innovation

In the 1949 film The Third Man, which has been consistently voted one of
the greatest British films ever made, Harry Lime (played by Orson Welles)
observed this paradox:

You know what the fellow said — in Italy, for 30 years under the Borgias,
they had warfare, terror, murder and bloodshed, but they produced
Michelangelo, Leonardo da Vinci and the Renaissance. In Switzerland,
they had brotherly love; they had five hundred years of democracy
and peace — and what did that produce? The cuckoo clock.®
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In Germany, Memories of a Nation Neil McGregor points out that, whilst Harry
Lime was right about the extraordinary creativity of the Italian Renaissance
under the Borgias, he was almost certainly wrong in crediting Switzerland
with the invention of the cuckoo clock. He suggests that the sounds we asso-
ciate with Germany might be a Bach cantata, a Beethoven symphony, a Wag-
ner opera, or the crowd’s roar as its football team used to beat England. But
he would add another sound: that ‘of metal on metal, the hum and thrum of
skilled engineering’®' McGregor explains that this dates back to the 14th cen-
tury, when workshops of skilled metalworkers developed. They led the world
in the production of clocks and watches; complex scientific instruments
(requiring a mix of mathematics, science and creative industry); production
of the first internal combustion engines (in the 1880s); and the first working
motor cars by Daimler-Benz. The crisis of the 1930s resulted in a combination
of mass unemployment and hyperinflation, which impoverished its middle
class and meant they could not afford to buy cars.

So, although our image of modern Germany is of a dominant automo-
bile industry, its development was stalled in the 1930s, when it was reduced
to producing small numbers of fine limousines for plutocrats. Hitler aimed to
rectify that. He asked Ferdinand Porsche to design a cheap, sturdy people’s car
(Volkswagen) that could be left outside in the street at night (hence designed
to be air-cooled). The prototype of his VW Beetle was produced just before
the outbreak of the Second World War in 1938.%* After the end of the Second
World War, the Soviet system was rigorously applied within the eastern sector
of the divided Germany. Thus it created the basis for a remarkable ‘natural
experiment. From 1945 to 1989 the Soviet bloc East Germany and the West-
ern capitalist Federal Republic shared much the same well-established tradi-
tions of skilled engineering and manufacturing. Each had to cope with the
devastation of losing the Second World War.

After the war, over 20 million VW Beetles were produced, first in West Ger-
many and later in 13 other countries. It has been described as the ‘first global
car in terms of popularity, affordability and presence’ and is famous for its
‘impeccable quality and durability’®® German cars produced by Volkswagen,
Audi, BMW, Porsche and Mercedes symbolise the German reputation for
skilled engineering and high quality in mass production. In East Germany,
the Audi factory in Zwickau was ‘sequestered by the occupying Soviet Army,
dismantled, then reconstituted as part of the state-owned automobile VEB’*
That factory produced the Trabant, which was East Germany’s rival to the
Beetle. It first rolled (or was it pushed?) off the production line nearly 20
years after the first Beetle prototype. The Trabant is a strong contender for
being one of the worst cars made in the second half of the 20th century. Its
distinctive features included:

« No fuel pump: fuel reached the carburettor by gravity, which required
the Trabant to be designed with its fuel tank above the engine. In acci-
dents this brought the added excitement of a serious risk of fire.
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« No fuel gauge: a dipstick had to be inserted into the tank to determine
how much fuel remained.

o No indicators for turning.

o A two-stroke engine that was highly polluting. The driver had to fill
the tank and shake it to mix gasoline with oil.

o The ‘acceleration of the Trabant was an excellent example of an
oxymoron.®

The ‘consumers’ of East Germany who wanted to buy a new Trabant had to
pay more than a year’s average income and, if you lived a long way from Ber-
lin, wait up to 13 years (Berliners might have to wait for 10 years only), or pay
double that for a second-hand Trabant.® It is fitting that the abiding image
of the Trabant is as the means of escape from East to West Germany after the
demolition of the Berlin Wall in November 1989.

2.5 The institutions of capitalism in the UK and Germany

Although in the 1920s and 1930s the British suffered mass unemployment
(see Chapter 3), unlike in Germany, the British middle class could afford to
buy motor cars from various manufacturers: Humber, Austin, Hillman, Mor-
ris, Riley, Rover, Singer, Standard, Sunbeam, Triumph and Wolsey. The British
were the first to put the VW Beetle into mass production in Germany after
the end of the War - for their forces of occupation. British car manufactur-
ers decided against its production: the Beetle did not meet ‘the fundamen-
tal requirements of a motor car’ and was ‘quite unattractive to the average
buyer’® (an error of judgement comparable to that of the record company that
turned down the Beatles in 1962%). In the UK, a succession of mergers failed
to remedy key structural problems that resulted in the successive produc-
tion of badly designed cars of poor quality by the top firm: the British Motor
Corporation, from 1952 to 1968; British Leyland from 1968 to 1986; and the
Rover Group from 1986 to 2005.% The car industry that exists in Britain today
is completely managed under foreign owners committed to designing and
manufacturing high-quality cars. If we were to think of how to characterise
car industries as movies after the end of the Second World War, that for West
Germany would be a feelgood movie, that for East Germany a B movie in
monochrome, and that for Britain would be Carry On Making Motor Cars.
So central planning in East Germany and the market in the UK failed to
produce cars of the quality of West Germany. Why did the market work in
West Germany and fail in the UK? In 1996, the Economic Journal published
three articles by British economists that had aimed to ‘explore the causes of
the poor British industrial performance over the period since 1960, with a
particular focus on the significance of deindustrialisation and the role of pol-
icy in the relative decline’” A commentary by Barry Eichengreen argued that
they had failed to diagnose the root cause, which was that Britain’s institu-
tional arrangements had not changed from those that had enabled its early
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industrialisation.” In Germany and France, defeat in the Second World War
had created windows of opportunity for institutional renewal that was miss-
ing in Britain:

The inheritance of undersized firms, an impersonal financial sys-
tem, and a fragmented structure of industrial relations remained.
The dominance of the stock market encouraged managers to think
in terms of short horizons and heightened their sensitivity to finan-
cial-market conditions; long-term investment was thereby made
difficult. The fragmentation of the union movement made it impos-
sible to secure agreements to moderate wages and coordinate the
changes in work rules necessary to justify the adoption of new tech-
nologies. Lack of cooperation between unions, employers’ associa-
tions and government made it infeasible to adopt a German-style
system of apprenticeship training.”

So the UK’s banking system specialised in the provision of trade credit rather
than industrial finance; its industrial structure was dominated by atomistic, sin-
gle-plant firms and a system of fragmented, craft-based unionism. What Britain
had required were networks of investment banks lending to large enterprises
that challenged unions in implementing the technologies of modern mass
production. But, Eichengreen concluded, those changes would need to develop
in concert, which would not happen under Britain’s market institutions.”

Bernard Rieger explains the four key developments in Germany that
explain its success.” These and the institutional differences from Britain and
Germany were:

1. Government: after the Second World War West Germany took the vital
step of recreating its apprenticeship system (for over 300 trades) to
develop a highly skilled workforce in future capable of manufacturing
goods of the highest quality. This linked to a system of secondary edu-
cation with different academic and technical schools (gymnasiums
and technische hochschule).

2. Quality: Volkswagen focused remorselessly on improving quality, even
when demand for Beetles outstripped their capacity to produce them.
By contrast, as discussed in Chapter 5, the dysfunctional consequences
of financialisation for the UK’s economy means senior executives are
driven to focusing on making profits and maximising shareholder value.

3. Institutions: German industries are governed in ways where their
workers are recognised as stakeholders in companies. In addition,
German banks financed firms with patient capital, rather than the UK
pattern of acute pressure from financial markets for quick returns.

4. Identity: the focus on production quality was central to a mission to
redefine the identity of what it meant to be German. From 1955, when
Volkswagen started to export more cars than they sold at home, they
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saw their mission as exporting much more than a commodity. It was
about the meaning and identity of being German. Bernard Rieger
observed ‘there being something psychological about this German
pinning of success to the maintenance of high quality’ and ‘the reha-
bilitation of the label “made in Germany”, to symbolise high-quality
engineering and manufacturing’. (At that time, it would have been
unthinkable for Volkswagen to design the ‘diesel dupe’ for exports
to the US, which was discovered in 2015. This device switched the
engine into a sort of safety mode when operating under the controlled
laboratory conditions used for tests. Here the engine ran below nor-
mal power performance and seemed to meet regulatory standards.
But, once on the road, the engines switched out of this test mode and
it emerged that they then emitted nitrogen oxide pollutants up to 40
times above what was allowed in the US.”)

Figure 2.4: Regions in European countries with lower GDP per capita
than former East Germany in 2017

N 29862.5 EUR
BN < 29862.5 EUR

Source: Data from Eurostat.”®
Notes: Map shows regional data for UK, Italy, Germany and other European countries.
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After 45 years of communism, Maddison estimated that, in 1991, GDP per
capita in in East Germany was 28 per cent of that in West Germany (5,400
and 19,400, respectively, in US$).”” In comparison, in the UK, after deindus-
trialisation in 1994, GDP per capita in the poorest region was 50 per cent
of the richest region (£7,000 in West Wales and the Valleys and £14,000 in
London).” The fall of communism was a critical juncture that resulted in a
Rebuilding the East (Aufbau Ost) programme in Germany. The government
spent €1.7 trillion, over 25 years, on infrastructure projects in a ‘modern
equivalent to the Marshall plan’” This included modernisation of railway
lines and rolling stock and building a new network of Autobahnen. Volkswa-
gen reconfigured the former Trabant works and Opel, Porsche and BMW now
each have a presence in the former East.** The result has been the eroding of
the fault lines between East and West Germany.

In the UK and the US, the fall of communism enabled the rise of neoliberal-
ism, which has deepened fault lines in these countries. Gerstle argues that, as
‘there seemed to be no challenge to the capitalist way of organising economic
life) there was no need to continue to pay workers high wages.*! With the col-
lapse of communism, Margaret Thatcher was able to argue in the 1980s that
“There Is No Alternative (TINA)’ to the neoliberal reforms she implemented.
Figure 2.4 uses Eurostat data to compare the per capita GDP in the regions of
the former East Germany with other regions across Europe and the UK as a
whole. Every region shaded red had a lower per capita GDP than the eastern
Germany regions (shaded blue). Eastern Germany outperformed not only all
regions in the other former Soviet bloc countries to the east but also all of
Greece, almost all of Spain and Portugal, a swathe of Southern Italy, much
of France and large parts of the UK.

In 2019, Eurostat data show that the mean GDP per capita (in Euros) in
the former Laender of East Germany had increased to over 70 per cent of the
former regions of the West (€28,000 and €38,000).%* Figure 2.5 uses Eurostat
data and data from the Office for National Statistics in the UK.* The richest
and poorest regions or cities (with GDP per capita in €s in parentheses) in the
UK, Italy and western and eastern Germany were:

o UK: Inner London - West (€195,000) and Tees Valley and Durham
(€23,000);

o Italy: Bolzano (€49,000) and Calabria (€18,000);

o West Germany: Hamburg (€61,000) and Liineburg (€27,000);

o East Germany: Leipzig (£31,800) and Mecklenburg-Vorpommern
(€27,000).

The mean GDP per capita of the UK’s richest region was eight times that of
its poorest, compared with less than three times in Italy and West and East
Germany. This is not due to Inner London - West having a small population:
its 1.2 million is comparable with Hamburg (1.9 million) and more than twice
that of Bolzano (0.5 million). The regions of East Germany were richer in
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Figure 2.5: GDP per capita in 2019 in euros for the UK, Italy, the former
West Germany regions, and the former East Germany regions
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2019 than the three poorest regions in Britain. Italy’s three poorest regions are
those impeded by varieties of organised crime: Campania, Sicily and Calabria.

Luke Raikes argues that systems of governance and finance were vital to
the economic transformation of the Laender of East Germany, and are seri-
ous handicaps for tackling the UK’s structural inequalities.*” In Germany, the
federal government works with its 16 Laender, the different political parties
collaborate, and the Laender work cooperatively and learn from each other in
their federal laboratory. Figures 2.4 and Figure 2.5 show that the UK’s systems
of governance and finance have created fault lines comparable with those of
45 years by communism in East Germany and organised crime in Southern
Italy. To illuminate this conundrum, I want to explore the contrasting post-
1945 histories of a town and a city in England: Oldham, where I was brought
up, and Oxford, near to which I now live.

2.6 Oldham and Oxford: divergent development in the UK

When he was serving as ambassador to India in the early 1970s, former Sen-
ator Daniel Moynihan was asked what Bombay (now Mumbai) needed to do
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to become a great global city. He replied, ‘Build a world-class university and
wait 200 years’* When I went by train to Oxford station, in 1965, Oxford had
one small ancient but exclusive university. The signs on the station platforms
said, ‘Welcome to Oxford - the home of Pressed Steel Fisher. The car indus-
try at Cowley, which was only a few miles from the heart of the university,
belonged in another world. Oxford undergraduates at that time enjoyed a
grant for living expenses and paid no tuition fees, while they enjoyed the
privileges of weekly hour-long tutorials, with at most a few other students,
from outstanding individual scholars. I found its beauty was breath-taking.

Over the years since, Oxford has enjoyed a virtuous circle in which success
breeds success. The university’s academic excellence has attracted outstand-
ing researchers who won the research grants that came to generate its main
source of income (over £600 million per year).*” In turn, these grants attracted
more outstanding researchers, who further enhanced its academic excellence.
In 1992, Oxford Polytechnic became Oxford Brookes University and the old
and new universities together have about 24,000 full-time students each year.
Knowledge-based businesses have been thriving and the economy has been
growing nearly twice as fast as the national average.*® The city has become a
major hub for biotech, publishing and high-tech engineering. An investment
firm, Top Tier, cites the city as being the originator of four ‘unicorns’ - the
name given to start-ups worth more than US$1 billion.*

Average salaries in Oxford have been among the highest in the UK and
two-thirds of workers are in managerial and professional occupations.” So
many residents commute to London that a second railway station, Oxford
Parkway, was opened in 2015, operated by a different company on a different
train route. On a good day, the journey time to London (over 50 miles away)
is about an hour from its stations. Oxford’s worldwide academic reputation
means that it is an attractive location for its 18 independent schools, with
about 14,000 pupils. Oxford’s mediaeval buildings mean that it also has a
thriving tourist industry, which attracts 7 million tourists who spend nearly
a billion pounds and come to visit its art galleries, and go to its theatres, con-
certs and cinemas.”

Oldham’s mid-Victorian heyday, with its smokestacks and thriving
industries, epitomised the northern saying that ‘where there’s muck there’s
brass. My memories of Oldham, in the 1950s and 1960s, are of a bustling
town full of vitality with people who were warm, welcoming, friendly and
hospitable. From its Repertory Theatre, many actors went on to starring roles
in Coronation Street.”> In 1978, it became Oldham’s Coliseum and Minnie
Driver and Ralph Fiennes performed there. Oldham’s grand town hall was
recently restored, having stood empty and decaying for over 30 years - as
frontage for a cinema. A letter in The Guardian told of a man, in the 1950s,
asking a ticket officer in Delhi in India for a train to Oldham. He was asked:
‘Do you want Oldham Mumps, Oldham Werneth, Oldham Clegg Street,
or Oldham Guide Bridge, sir?’”* In 2009, Oldham ‘probably achieved the
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distinction of being the largest town in Britain without a train service’* Its
landmark railway bridge was removed to make way for the Metrolink tram
service across Greater Manchester, which opened in 2012. The nine-mile
journey from Oldham to Manchester now takes much longer by tram - over
40 minutes.

In January 2023, Sebastian Payne gave a grim description of Oldham. It
has lost shops, restaurants and three of its police stations. It has scores that
are high for reported crime and low for trusting neighbourhoods and social
fabric. He quotes the locals saying that taking a tram to Manchester means
venturing into an empty and threatening carriage, so “You take your life into
your hands for a £3.60 return’ and “There is not a chance you walk round
Oldham town centre on your own’” In November 2022, the Arts Council
of England decided to stop funding the Oldham Coliseum Theatre from its
National Portfolio, so performances ended there after the funding ended
in April 2023.¢ A leader in The Guardian points out that every £1 of public
money spent on a local theatre generates £8 for its local economy.” University
Campus Oldham, which opened in May 2005, offers degrees that are validated
by a number of universities. It has 10,000 full-time and part-time students on
higher education courses.” Oldham’s three independent schools have about
1,000 pupils.”

What has happened to Oxford and Oldham is emblematic of the way
that deepening fault lines became established following deindustrialisation
in Britain (and in so many other countries). Daniel Markovits describes
deindustrialisation and financialisation of economies producing the divide,
based on university education, between those with ‘gloomy’ and ‘glossy’
jobs.'® ‘Gloomy’ jobs are concentrated in the large areas of England, Wales
and Scotland that remain scarred by the collapse of their dominant industries,
especially manufacturing, mining, steel and shipping. These are the blighted
communities that have been left behind in Britain and voted for Brexit.'”
Deborah Mattinson has used focus groups to understand why Labour’s ‘red
wall’ of previously safe working-class seats voted for Brexit and crumbled to
the Boris Johnson’s populist Conservative message in the 2019 general elec-
tion. She points out that Brexit was the symptom; the cause was that those
who live in places like Oldham feel that they have been failed by successive
governments in the living standards they experience and the prospects for
their children.'®

Figure 2.6, from the Johnson government’s 2022 ‘Levelling Up’ White Paper,
maps key indicators showing the areas that are left behind in the UK. This is
based on local authorities in the bottom quartile for level 3+ equivalent skills
in the adult population, gross value added (GVA) per hour worked, median
gross weekly pay and healthy life expectancy. It shows the extraordinary per-
sistence of the fault line that runs from the Severn to the Wash. Those with
‘gloomy’ and ‘glossy’ jobs tend to live north and south of that line. There are
pockets of acute deprivation in the North East, Greater Manchester and South
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Figure 2.6: Which places in the UK are most left behind?
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Greater London

East Wales and the Valleys. The map also shows that the South West has been
left behind too.

The obvious inference from this analysis is that we would expect those with
‘glossy’ jobs in Oxford would enjoy much higher levels of life satisfaction than
those with ‘gloomy’ jobs in in Oldham. Markovits argues, however, that finan-
cialisation makes lives difficult for both. And Figure 2.7 shows little difference
in various measures of life satisfaction.

In April 2022, the median gross weekly earnings for full-time employ-
ees were £720 in Oxford and 24 per cent higher than in Oldham (£580).'*
Figure 2.8, also from the Levelling Up White Paper, maps the ratio of house
prices to residence-based earnings for local authority districts in England and
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Figure 2.7: Residents’ view of wellbeing in Oldham and Oxford are very
similar (in 2021-22)
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Wales for 2020, which were in the range from 3 to 7 for Oldham, but in the
range from 10 to 14 for Oxford.'* In 2020-21, there were shocking numbers of
children living in poverty (after housing costs) — 26 per cent in Oxford and 40
per cent in Oldham (and doubtless even higher in its most deprived areas).'””
Oxford’s housing crisis is a consequence of the financialisation of private
house building and the decline in the supply of social housing in the UK (see
Chapter 5). The local governments of Oxfordshire are trapped on a hamster
wheel. They are rightly under pressure from central government to do some-
thing about Oxford’s acute housing shortage. But giving planning permission
to private developers to build thousands of new homes means that most are
affordable only to those who commute to London (and pay the costs in time
and rail fares). It does little for those on middle and low incomes. The lack of
social housing means that those who cannot afford a mortgage are faced with
private rents that reflect the high prices of property relative to earnings.

The house price differential means that nurses and teachers who could
afford to live in Oldham would struggle to do so in Oxford. The main acute
hospitals in Oxford and Oldham are the John Radcliffe and the Royal Oldham,
respectively. In 2023, the Care Quality Commission’s ‘overall assessment’ was
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Figure 2.8: Ratio of house prices to residence-based earnings across local
authority districts in England and Wales, in 2020
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that each required improvement.'” The Education Policy Institute (EPI) has
developed its contextual measure of performance, which aims to measure
the impact of school quality, rather than the characteristics of school admis-
sions."® It was used to rank the performance of 236 academy chains and local
authorities in 2017 at the key stage 2 (for pupils aged seven to 11): Oxfordshire
was ranked 129th and Oldham 195th."! The EPI reported that the average
grades for English and maths at GCSE in 2020 in Oldham and Oxford were
4.34 and 5.02. But 33 per cent of Oldham’s pupils were ‘disadvantaged’ (that
is, eligible for free school meals over the past six years), which was more than
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twice that in Oxford (15 per cent). The pupils who were disadvantaged in
Oldham achieved grades closer to the national average for non-disadvantaged
students than in Oxford: the attainment gaps were 1.45 and 1.53.'"2

For government to change Britain for the better we need a better rallying
call than the Johnson government’s meretricious and (as it turns out) short-
lived promise of ‘levelling up. One informed commentator observed that ‘It’s
hard to think of a more stupid phrase’ and it has been banned by the govern-
ment in a ‘mercy killing’'"?

For Oldham, a town whose community has been blighted by deindustrial-
isation, there are no ‘quick win’ strategies that within a generation could cre-
ate employment opportunities that come close to those of Oxford. For exam-
ple, what would be the impact of enabling University Campus Oldham to be
upgraded to full university status, combined with reopening Oldham’s railway
line? A useful comparator here is Bolton, which is also in Greater Manches-
ter. It has a railway station (with about 50 trains a day to Manchester, with
the 15-mile journey taking around 20 minutes) and a new university, Bolton
Institute, whose leadership delivered signal achievements. The institute gained
the right to award taught undergraduate degrees in 1992 and research degrees
in 1996. By 2004 it had won full university status. In the Complete Univer-
sity Guide’s university league tables for British universities for 2023, Bolton
was ranked ‘Ist for student satisfaction in the North West since 2019.'* (By
contrast, LSE was ranked 56th nationally in that year.'”®) But, in the wider rank-
ings across multiple ‘excellence’ criteria, Bolton was ranked 124th. Cambridge,
Oxford, LSE, Imperial College and UCL (all in the south-east UK’s ‘golden
triangle’) were in the top 10."° The Institute for Fiscal Studies (IFS) estimates
of average earnings at age 29 by graduates from higher educational institu-
tions ranged from £22,000, for the University of Bolton, to £60,000 at the top
(for LSE)."” (These estimates are at 2018 prices, and cover those in sustained
employment, including dropouts, excluding self-employment income and
people at the extremes at the 1st and 99th percentiles.) These factors suggest
that there is no prospect of Bolton becoming a world-class university within
a generation. And, even with its new university and a railway station, 24 per
cent of Bolton’s 177 small areas were included in the 10 per cent most deprived
in Britain (as measured in the 2011 Index of Multiple Deprivation), compared
with 30 per cent in Oldham and 1 per cent in Oxford."®

In 2001, Oldham was one of the towns that featured in national news for
riots. These were investigated by the Community Cohesion Review Team,
which was chaired by Ted Cantle. Their report gave a salutary warning to
national and local governments:

Unfortunately, the programmes devised to tackle the needs of many
disadvantaged and disaffected groups, whilst being well inten-
tioned and sometimes inspirational, often seemed to institution-
alise the problems. The plethora of initiatives and programmes,
with their baffling array of outcomes, boundaries, timescales and
other conditions, seemed to ensure divisiveness and a perception
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of unfairness in virtually every section of the communities we
visited.'”

The population of East Germany in 1990 was similar to the total of four
English regions that have been most ‘left behind’ (the South West, North
West, Yorkshire and the Humber, and the North East), plus Wales.'** Spend-
ing there on the same scale as in the former East Germany would mean com-
mitting £7 billion a year from now until 2047, which is about 1 per cent of the
UK’s GDP. Even given the current anaemic prospects of the British economy,
that ought to be manageable. But history and institutions also matter. What
worked so well in Germany was partly rooted in its constitution, designed by
the Allies after the Second World War and imposed on a defeated (and subse-
quently grateful) nation.'”! As later chapters make clear, the British history of
undermining local government goes back to 1945-51, resulting in a heavily
centralised state.

In 2017, the government identified the development of local industrial
strategies (LISs) as a key commitment of its national industrial strategy. In
2018, the government established the Industry Strategy Council (ISC) to pro-
vide impartial and expert evaluation of their progress. In July 2020, Anna
Romaniuk et al produced a report on the policymaking processes behind
LISs for the ISC. They highlighted England’s systemic weaknesses in tack-
ling its endemic and acute problem of low productivity. England lacks local
capability, co-production by local and central government, and coordination
across central government.'?? The ISC’s last annual report, published in April
2021, identified ‘Levelling Up’ as the government’s most important mission. It
argued that sustained local growth in places like Oldham requires investment
in the local capacity and capability to develop and implement local strategies
that cover infrastructure, skills, sectors, education and culture.’?® The ISC was
abolished in March 2021."**

In April 2022, the government published its Levelling Up White Paper
(see Figures 2.6 and 2.8).'* Although it emphasised the importance of
devolving power, its constant refrain was that ‘the UK government will’ (a
phrase repeated nearly 200 times). There was no exploration of how to make
devolution work more effectively with the governments in Scotland and
Wales. That would have entailed collaboration between different political
parties that was so vital in Germany. Nor did the White Paper identify the
important changes needed to create opportunities in the areas that have
been ‘left behind’ The massive challenge for future governments is not ‘lev-
elling up’ but enabling different kinds of prosperity in different places from
effective devolution.

Conclusions

The causes of major geographical fault lines and inequalities found
elsewhere in Europe - the institutions of feudalism, communism, or
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organised crime - cannot explain the different geographical fault lines
that have developed in the UK. But weak regional social capital and the
state-centralism of the UK compared with post-war Germany seem to have
played a role. Chapter 1 also showed how different systems of centralised/
professionalised governance in the NHS were perfectly designed to enable
the scandals at the Bristol Royal Infirmary Mid Staffordshire NHS Foun-
dation Trust. In the next chapter I show in detail how the way British sys-
tems of governance have developed in ways that cause both the UK’s current
governance malaise and its deep-set territorial fault lines, starting with the
history and ideas that shaped Britain’s pre-war institutions and created
the agenda tackled by the Attlee settlement.
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3. The interwar period and the Attlee
settlement

The plan for social security is put forward as part of a general pro-
gramme of social policy. It is one part only of an attack on five giant
evils: upon the physical Want with which it is directly concerned,
upon Disease which often causes that Want and brings many other
troubles in its train, upon Ignorance which no democracy can
afford amongst its citizens, upon Squalor which arises mainly from
the haphazard distribution of industry and population, and upon
Idleness which destroys wealth and corrupts men whether they are
well fed or not, when they are idle.

William Beveridge (1942)"

A political ‘settlement’ results in major resets of a country’s systems of
governance that create radical changes in how its economy and society work.
Britain is famous for its distinctive institutional continuity. Only two funda-
mental ‘settlements’ have occurred in modern Britain. The first was wrought
by Labour governments led by Clement Attlee from 1944 to 1951 and the
second by Conservative governments led by Margaret Thatcher, from 1979 to
1992 (covered in Chapter 5). In each case, an impressive avalanche of changes
was pushed through in a few years, which were directed at problems that had
accumulated over previous decades.

For the Attlee settlement, the problems of the interwar period were caused
by the British version of the minimal state, based on largely unfettered capi-
talist logics. In this chapter, I begin by setting out the background and tracing
the influence of interwar problems on the wartime refounding of a policy con-
sensus. The middle section describes how key foundations of that consensus
were developed under the wartime coalition government of Conservative and
Labour ministers. The prime minister, Winston Churchill, concentrated on
the war effort and foreign policy, and his deputy, Clement Attlee, on domestic
policy. The final section shows how Labour’s programme of reforms followed
policies agreed by the coalition government to tackle three of Beveridge’s
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five giant evils: Want, Ignorance and Idleness. Aneurin Bevan, as minister of
health, made radical changes in tackling Disease and Squalor.

3.1 The roots of the problems — Britain before 1939

At 8am on Tuesday, 14 October 1913, an explosion at the colliery in the mining
village of Senghenydd, near Caerphilly, killed 439 miners and a rescuer.” The
following Sunday its chapels were bereft of men. Aneurin Bevan, who became
the MP for Ebbw Vale and minister of health in the Attlee government, would
have been working down another colliery near Senghenydd on the day of the
explosion. He would have been aged 16 - he left his elementary school before
his 14th birthday.’ The inquiry into that worst ever mining disaster in Britain
found the company and its management to have been negligent. They were
fined £34 in total.* Taking account of inflation to current prices seems a poor
way of accounting for how this must have seemed so flagrantly unjust to the
close-knit mining communities of Senghenydd and the South Wales coalfield.

Another way of assessing the meaning of the fine of £34 is to compare it
with the compensation made 80 years before, when Britain legislated for the
abolition of slavery. If you were to think the issue here was the problem of
fairly compensating slaves for their years of living death, you would be sadly
mistaken. Indeed, what ‘freedom’ meant for many slaves was being forced
to sign contracts and endure semi-forced labour for long periods.” Thomas
Piketty describes how the fundamental purpose of proprietarian ideology
is to justify absolute protection to private property.® The stumbling block in
winning support for the legislation to abolish slavery was agreeing ‘fair’ com-
pensation to British slave owners (dramatised by Juliet Wilks Romero in the
play The Whip”). Piketty reports that, in 1833, British slave owners were paid
compensation of £25 per slave (about £50 in 1913 money).® That debt was
so vast that the Treasury finalised payment only in 2015.° It seemed that the
lives of 440 Welsh miners in 1913 were valued less than the compensation to
a slaveowner for freeing one slave in 1833.

For the first half of the 20th century the coal industry was fundamental to
the British economy. It was the primary source of energy, and second only
to agriculture in numbers employed, value of output, and capital invested.
Richard Tawney pointed that that the typical annual death toll in 1920 was
over 1,000 miners a year — equivalent to an infantry battalion at full strength
in the First World War."® That war ended on 11 November 1918 with the
Armistice. Later that month, the prime minister, David Lloyd George, made
the famous promise:

To make Britain a fit country for heroes to live in ... to make vic-
tory the motive power to link the old land up in such measure that
it will be nearer the sunshine than ever before, and that at any rate it
will lift those who have been living in the dark places to a plateau
where they will get the rays of the sun.!
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After the end of the First World War, economist John Maynard Keynes (pic-
tured in Figure 3.1) worked on financial agreements that were integral to the
Peace Treaty of Versailles: the reparations to be made by Germany and set-
tlements of debts between the Allies. Although he was only 25 years old, he
was HM Treasury’s official representative and deputy for the Chancellor of
the Exchequer on the Supreme Economic Council. Bertrand Russell, one the
foremost philosophers of the 20th century, described Keynes’s intellect as
‘the sharpest and clearest I have ever known’'> Keynes combined his towering
analytic intellect with intuitive thinking. He was the leading public intellectual
ofhis generation who comfortably bestrode the worlds of academia, Whitehall,
international diplomacy, and the writers and artists in Bloomsbury. In June
1919, Keynes and the German foreign minister, Count Brockdorft-Rantzau,
objected so strongly to the Peace Treaty of Versailles that each resigned. In
December 1919, Keynes published The Economic Consequences of the Peace."
He quoted with approval from the Count’s speech that ‘those who sign this
Treaty will sign the death sentence of many millions of German men, women
and children’'* For the Allies, Keynes foresaw their heroes returning to ‘an
inefficient, unemployed, disorganized Europe ... torn by internal strife and
international hate, fighting, starving, pillaging, and lying’"

The failings of the coal industry powerfully illustrate Eichengreen’s argu-
ment cited in Chapter 2: that Britain’s institutions in the 20th century were

Figure 3.1: John Maynard Keynes by Gwen Raverat (c.1908)

Source: National Portrait Gallery, London. Available under the National Portrait Gallery
Academic Licence.*®
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still those that had enabled its early industrialisation. They lacked networks
of investment banks lending to large enterprises that challenged unions in
implementing the technologies of modern mass production.”” The British
coal industry’s incapability of meeting the demands of the First World War
resulted in the government taking control. In 1919, the majority report of the
Sankey Royal Commission of 1919-20 recommended that control continue
by nationalisation, but the government returned it to private ownership."®

In 1925, the pound sterling re-entered the gold standard. Keynes criticised
the decision by the Chancellor of the Exchequer, Winston Churchill, to enter
at too high a rate of exchange for sterling. He argued that the first of The Eco-
nomic Consequences of Mr Churchill was the proposal by the colliery owners
to reduce the wages of miners:

Like other victims of economic transition in past times, the miners
are to be offered the choice between starvation and submission, the
fruits of their submission to accrue to the benefit of other classes ...
On grounds of social justice, no case can be made out for reducing
the wages of the miners. They are the victims of the economic Jug-
gernaut.”

The government subsidised the industry to prevent reductions in miners’
wages whilst another Royal Commission considered the future of the coal
industry.

In 1926, this Samuel Commission recommended that the mine owners
invested in mechanisation and concentrated production in large efficient
mines, but recognised that would not happen without government being
empowered to bring that about by buying out private mineral rights. The gov-
ernment failed to act. When the subsidy ran out on 1 May 1926, the mine
owners required miners to earn 20 per cent less than in 1914 (in real terms).*!
They went on strike. Support from other unions in the General Strike lasted
for nine days only. The mine owners’ strategy resulted in the defeat of the
miners’ strike after six months; financial losses; no revival in exports; and
reduction by a third of the 1.2 million employed in 1920 by 1938.2

3.2 The problem of unemployment

For the British heroes who returned from the war, and failed to find jobs,
their relief from poverty was still governed by the Poor Law Act of 1834. That
view was shaped by Nassau Senior, a member of the Royal Commission on
the Poor Law 1834 and the first Drummond professor of political economy
at Oxford. He used the market to determine the level of payment for welfare:
the principle of ‘less eligibility, which meant that it must be lower than the
meanest form of employment. That principle was based on the assumption
that the reason people are unemployed is because they refuse to accept what
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the market had to offer for their labour.”” The Commission’s report posed this
rhetorical question: what motive has the man to seek employment when he
‘knows that his income will be increased by nothing other than an increase
in his family ... and has no reference to his skill, honesty or diligence?** Poor
relief of paupers was made conditional on admission to the workhouse, which
entailed stigmatisation and humiliation. Workhouses were strictly regulated
to disarm the unemployed ‘of their main weapon - the plea of impending
starvation’ by ensuring ‘that no one need perish from want’*

In his evidence to the Royal Commission that reviewed the Poor Law 1909,
J.S. Davy, the permanent head of the Poor Law Division, stated his firm belief
that an unemployed man ‘must suffer for the general good of the body poli-
tic’* And the principal concern in evidence from working men and women
(some of whom had been inmates of workhouses and recipients of outdoor
relief) was the failure of the Poor Law to weed out (what we would call)
‘scroungers.” The Royal Commission’s Majority Report found the Poor Law
principles of 1834 to be ‘both sound and humane’ (emphasis added).” The
Minority Report called for radical change:

The mere keeping of people from starving — which is essentially
what the Poor Law sets out to do — may have been useful in averting
a social revolution; it cannot, in the twentieth century, be regarded
as any adequate fulfilment of a social duty.?

No change was made to the Poor Law until the 1920 Unemployment Insur-
ance Act, which introduced insurance for practically all manual workers.*
This change was blamed by an influential French economist, Jaques Rueff,
in 1925, for ‘the underlying cause of unemployment which has been so cru-
elly inflicted on England since 1920°*" Figure 3.2 shows that unemployment
soared in the Great Depression and only returned to earlier levels just before
the war. The National Economies Act 1931, which followed the report of Sir
George May’s Committee on national expenditure, targeted expenditure on
unemployment benefit, which had increased from £12 million in 1928 to £128
million in 1931.** Those who had been claiming unemployment benefit for a
period of 26 weeks were subjected to the humiliation of the means test.** Libby
Purves describes how that required family income to be taken into account:

You had to prove just how poor you were, in intimate domestic
detail. It imposed form-filling, impertinent questions, and regular,
shamingly visible, visits from investigators licensed to peer into
your cooking-pots, rule that one chair per person was enough, and
order you to sell your spare blankets.**

Aneurin Bevan, the MP for Ebbw Vale, speaking in the House of Commons,
described the means test as designed ‘to make whole communities of paupers.*
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Figure 3.2: UK unemployment rate (%), 1919 to 1939
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Unemployment was concentrated in the coal, cotton, wool, shipbuilding
and iron and steel industries of Wales, Yorkshire, Lancashire, Tyneside and
central Scotland.”” But the Midlands and the South East of England pros-
pered from growth in house building and the electrical engineering and
motor industries.® Figure 3.3 shows the dramatic geographical variations
across Britain in unemployment: from 30 per cent below the average to over
170 per cent above. Nick Timmins points out that when unemployment was
only 3 per cent and 7 per cent in High Wycombe and Deptford it was 67 per
cent in Jarrow (near Newcastle).* ‘Red Ellen’ Wilkinson, the Labour MP
for Jarrow who became minister for education in the Attlee government,
described life there: ‘No one had a job except a few railwaymen, officials, the
workers in the co-operative stores, and a few workmen who went out of the
town.*” She had gone from a working-class family to elementary school in
Manchester, won a scholarship to the selective Ardwick Higher Elementary
Grade school and on to the University of Manchester.! In 1936, she led
the ‘Jarrow crusade’ of 200 who marched to London, where she presented a
petition to Parliament ‘demanding that a steel works be built to bring back
jobs to their town’*

In 1944, in the Employment White Paper, the Treasury agreed to a sum-
mary of the ‘Treasury view’ of the 1920s and 1930s, namely that the British
economy was a self-regulating system so that:

every trade depression would bring its own corrective, since
prices and wages would fall, the fall in prices would bring about
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an increase in demand, and employment would thus be restored
(emphasis added).®

That was why governments did practically nothing about unemployment.
The “Treasury view’ endowed the market economy with magical healing pow-
ers. It would revitalise the mining communities, after cuts in wages and job
losses. And, even after the UK government cut feet off their feet by setting too
high an exchange rate for sterling, the magic of the market would make them
grow again.

In 1936, Keynes published The General Theory of Interest, Employment
and Money.** This described the struggle to free his thinking from classical
economics that justified the “Treasury view’ that the market will operate
as a self-regulating system. That microeconomic theory requires that there
are so many buyers and sellers that the decisions of any one of them has
no effect. Keynes developed the new field of macroeconomics by focus-
ing on analysis of aggregates. In 1925 he argued that driving down wages
throughout the coal industry and cutting public expenditure would reduce
aggregate demand. In a self-regulating market economy, this would result
in sustained unemployment, as in the 1930s, when national unemployment
was 10 per cent on average. But real income per capita increased by over 20
per cent (see Figure 3.4).

Figure 3.3: Relative unemployment rates in Britain in local areas as a
percentage (%) of the national average, for 1927—-31 and 1931-36
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Notes: An index of relative unemployment compares the average unemployment in each
county for the two five-year periods with the national average and shows it as a percentage
running from 30 to 99 per cent (local unemployment is better than the national average)
and upwards from 100 per cent (local unemployment is worse than the national average).
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Keynes identified three criteria that applied to classical economics of his
day, which also apply to the neoliberal economics of the Thatcher settlement:

1. It produced austere unpalatable conclusions that are counterintuitive
from a vast consistent logical structure.

2. It explained why economic progress requires policies that are socially
unjust and cruel because more palatable alternatives could provide
short-term relief only and worse outcomes in the long run.

3. It justified unbridled capitalism.*®

Keynes was a member of the Macmillan Committee, appointed to advise the
government on how to respond to the global slump of 1929 following the Wall
Street Crash.” There he argued that history showed that for centuries there has
existed intense social resistance to any matters of reduction in the level of money
incomes’ and when last tried in England in the 1820s and 1830s it had brought
the country to the ‘verge of revolution’*® He invited five economists to produce ‘an
agreed diagnosis of our current problems and a reasoned list of remedies) chiefly
that the government ought to increase public expenditure and run a deficit.

Lionel Robbins disagreed. He had just been appointed by William Bever-
idge, the director of LSE, to its chair of political economy. Robbins was then
aged 31 - the youngest professor in the country.* Forty years later, his autobi-
ography expressed ‘deep regret’ that, ‘although I was acting in good faith and
with a strong sense of social obligation, I should have opposed what might
have mitigated the economic distress of those days’ in ‘the greatest mistake
of my professional career’™ He had ‘become the slave of theoretical construc-
tions’ of the Austrian School of Economics of Ludwig von Mises and Friedrich
von Hayek.”' Robbins described his position ‘as invalid as denying blankets
and stimulants to a drunk who has fallen into an icy pond, on the ground that
his original trouble was overheating’®* That perfectly describes the Treasury
view of the 1920s and 1930s. When, in 1931, Friedrich von Hayek outlined
the complex mathematics of the Austrian School of Economics at a seminar
in Cambridge, these brilliant economists were left bewildered. After a long
silence, this exchange took place:

Richard Kahn: Ts it your view that if I went out tomor-
row and bought a new overcoat that would
increase unemployment?’

Friedrich von Hayek: ~‘Yes ... but it would take a very long mathe-
matical argument to explain why’**

3.3 The economic freeze of healthcare, education
and housing

The global slump of 1919 to 1921 reduced real income per capita by 20 per
cent. That was three times larger than in the global slump that followed the
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Wall Street Crash of 1929. Figure 3.4 gives post-war statistics for Britain for
real income and public expenditure per capita (indexed to 1919 = 100 at 2013
prices), showing the near-continuous stagnation in both measures. Figure 3.2
shows that unemployment increased to 10 per cent in 1921, and over 15 per
cent in 1932. These slumps created budget deficits. Although there had been
shifts within classical economics since 1776 from Adam Smith’s vehement
opposition to governments incurring debts and running deficits, in the 1920s
and 1930s, the British Treasury was as adamant as Smith that the government
ought to aim to balance the budget each year.™

Although from 1918 various policies were recommended that could have
‘made Britain a fit country for heroes, over time government policies were
blighted by the hold of the “Treasury view’ on successive governments. Thus
they nurtured the growth of William Beveridge’s five giant evils, quoted at
the start of this chapter. Unemployment and the principle of less eligibility
resulted in Idleness and Want; and the remorseless drive for economies in
public spending for Disease, Ignorance and Squalor.

In tackling Disease, the Majority Report of the 1909 Royal Commission
on the Poor Law recognised that: ‘to the extent to which we can eliminate
or diminish sickness among the poor, we shall eliminate or diminish one
half of the causes of pauperism’ But it ridiculed ‘those enthusiasts who con-
template unfettered and uninterrupted and unintermittent medical control,

Figure 3.4: UK real GDP per capita and public expenditure per capita in

the interwar period (1919 = 100)
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supervision and treatment of every human being from the cradle to the
grave.® The Minority Report called for ‘a unified medical service, freeing
public infirmaries from the grip of the Poor Law and moving them to local
government. However, it did not advocate ‘the gratuitous provision of medical
treatment to all applicants’”’

The 1911 National Insurance Act introduced health insurance for work-
men only (up to an income limit), for access to a general practitioner (GP)
only (chosen from a panel), and excluded their dependants. Otherwise, GPs
charged fees and bought and sold their practices on a commercial basis.
Reports from the 1926 Royal Commission on National Health Insurance rec-
ommended extending coverage for healthcare, but subsequent governments
made no changes.”® Before developments in effective therapies and control
of infections in the 20th century, hospitals were places best avoided. These
beneficial developments increased their costs, so consequently access largely
depended on ability to pay. That resulted in Julian Tudor Hart’s ‘inverse care
law’: the quality and quantity of care were distributed geographically in an
inverse relationship to need.”

In addition to the Poor Law infirmaries there was an unregulated chaotic mix
of voluntary and cottage hospitals. Voluntary hospitals included the elite Lon-
don teaching hospitals (for example, Guy’s, St Thomas’ and St Bartholomew’s®)
and far too many small special hospitals of poor quality.®' Specialists were sub-
ject to training and regulation under the oversight of the Royal Colleges. There
was, however, no training of GPs.* They provided medical and surgical care in
cottage hospitals and were too often scandalously incompetent.®

In 1919, the newly established Ministry of Health commissioned Lord
Dawson of Penn (who was ‘the most admired and respected doctor of his
generation’) to chair a committee to consider reform.® His report a year later
recommended radical change. GPs should work in health centres with strong
links to a general hospital, which should in turn be linked to a teaching hospi-
tal with a medical school (see Figure 3.5).% The only change the government
made, however, was a piecemeal transfer of the Poor Law infirmaries to local
authorities. How councils developed their hospitals varied a lot from place
to place.®® The surveys for the Beveridge Report of 1942 found that only for
medical services did ‘Britain’s achievements fall seriously short of what has
been accomplished elsewhere’®”

In tackling Ignorance, the 1918 Education Act raised the school leaving
age from 12 to 14, abolished all fees in state elementary schools and wid-
ened the provision of school medical inspections, nursery schools, and special
needs education.®® But then, in 1921, Liberal PM David Lloyd George set up
a high-powered committee of businessmen to make draconian cuts in pub-
lic expenditure. The committee was chaired by Sir Eric Geddes, a dynamic
businessman and minister who had achieved worldly success despite having
been required to leave most of the high fee-paying ‘public schools’ he had
attended.® The ‘Geddes axe’ resulted in cutting (current) public expenditure
by about 25 per cent between 1920 and 1925, and on schools by 36 per cent.”*
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Figure 3.5: The organisation of health services recommended by the
Dawson Report in 1920
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tion-NonCommercial-NoDerivatives 4.0 International Licence.”

The school starting age was raised from five to six, the pupil/teacher ratio
increased, and teachers were paid less.”

The Board of Education was responsible for oversight of schools in England.
Its Consultative Committee produced two reports that called for radical
change. The first was the Hadow Report of 1926, which recommended replac-
ing the elementary schools with a system of primary and secondary schools
and raising the school leaving age from 14 to 15.”* In 1931, the May Commit-
tee was charged with making draconian cuts in public expenditure. In the
1938 preface to Tawney’s classic text on Equality he quoted from the 1931
report of the May Committee:

Since the standard of education, elementary and secondary, that is
being given to a child of poor parents, is already in very many cases
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superior to that which the middle-class parent is providing for his
own child, we feel that it is time to pause in this policy of expan-
sion.”

The second key report, the Spens Report in 1938, recommended the abo-
lition of elementary schools, the raising of the school leaving age to 16, and
the development of three types of secondary school of equal parity: grammar,
modern and technical.”* When Richard Austen Butler (RAB) was appointed
as head of the Board of Education in 1941 he lamented the ‘economic freeze’
that meant so little had been done on any of this. For the vast majority of
children, their only education to age 14 was in elementary schools blighted by
poverty and stigmatised by inferiority - only a small minority went to gram-
mar schools as the route to the professions.”

Tackling Squalor also stalled after the initial post-war impetus. In 1918, the
government appointed the Welsh architect and Liberal MP Sir John Tudor
Walters to chair a committee that set standards for development of public
authority houses.” These ought to be spacious, in areas with low density, with
a good social mix, use waste heat from power stations, and be developed
with public transport to avoid social isolation.” The report also recommended
selective demolition and rehabilitation of existing older houses, and not
wholesale clearance.® Yet, after only three years, the programme of building
new houses to the Tudor Walter standards was suspended. Only 50,000 of the
700,000 new houses that were estimated to be needed had been completed.®"
Later, in the 1920s, of the million houses that were built, half were bought by
the middle class and half were rented by the working class.®

In 1940, the Report of the Royal Commission on the Distribution of the
Urban Population recommended that: ‘a Central Authority national in scope
and character is required, with as one of its objectives:

encouragement of a reasonable balance of industrial development
as far as possible throughout the various divisions or regions of
Great Britain, coupled with appropriate diversification of industry
in each division or region of the country.**

That year Thomas Sharp published his best-selling book, Town Planning.®
He had gone from a mining village in Durham to elementary and grammar
schools, and on to become a lecturer at Durham University. His book identi-
fied three failings in planning between the wars. First, people were unable to
live close to where they were educated, worked and enjoyed recreation. Sec-
ond, the unemployed in the vulnerable areas and regions were unable to move
to new jobs because of the lack of houses that they could rent. Third, there
were such social barriers between different classes that ‘one half of England
has only the vaguest idea of how the other half lives’® He captured what the
Beveridge Report meant by Squalor:
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The distressed areas of South Wales, County Durham, Cumber-
land, Lancashire and the Scottish Highlands would be a shameful
blot on any civilised country, let alone a country that professes to
lead the civilised world. For fifteen years and more in places like
Rhondda, Jarrow and Bishops Auckland hundreds of thousands
of Englishmen [sic] have been eating their heart out in squalid
dole-supported unemployment spent among fouled landscapes and
filthy slum-built towns with hardly a had lifted to help them.
And all the while the new industries they require have been piling
up in prosperous places in the Midlands and the South; and our
governments have done practically nothing.®

3.4 Foundations laid by the wartime coalition government

Under the coalition government of Conservative and Labour ministers, the
two key figures who laid the foundations of what became the Attlee settlement
were Liberals: William Beveridge and Maynard Keynes. The Beveridge Report
is remembered not for its herculean endeavour in reshaping social security
but for the passage quoted as epigraph to this chapter that identified his five
giant evils. Maynard Keynes is remembered for his influence on committing
post-war governments to a policy of maintaining high levels of employment.

William Beveridge (pictured in Figure 3.6) was one of the ‘great and the
good’ - indeed, in his own estimation, one of the best. In 1919, at the age of 39,
he was one of the youngest ever to reach the top rank of permanent secretary
in the civil service. He was knighted and moved to be the greatest director of
LSE in its first century.¥” In 1925, he was appointed as a member of the Samuel
Commission on the coal industry.* Lionel Robbins remembered Beveridge as
an unhappy workaholic, and an autocratic director of LSE with an unjustified
belief in his superiority over all its faculty.* In her biography of Beveridge,
Jose Harris recounts so many sources of misery in his personal life that we
can understand why he was such a difficult man.” Come the Second World
War, he struggled to join the academics flooding into Whitehall. He added
to the difficulty of placing a former permanent secretary by treating Clement
Attlee, the deputy prime minister, as if he were still a junior lecturer at LSE.”!

Beveridge lasted a year before he got under the skin of Ernest Bevin in his
Ministry of Labour and was made an offer he could not refuse. In June 1941
he was banished to Whitehall’s equivalent of hard labour in Siberia, to chair
a committee of officials from seven government departments, with these arid
terms of reference:

To undertake, with special reference to the interrelation of the
schemes, a survey of the existing national schemes of social insur-
ance and allied services, including workmen’s compensation and to
make recommendations.®?
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Figure 3.6: William Beveridge and his report (first draft)
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Sources: Both images from LSE Archives, LSE Library.*®

Notes: William Beveridge in 1947 and his manuscript, ‘Social insurance — general consid-
erations manuscript memo’, with note that this document was found by him on 11 June
1952, and that it was presumably composed in July 1941 and is thus the first draft of the
Beveridge Report.
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Beveridge accepted this brief with bitter tears of disappointment.” When he
was in his sixties he married his cousin, Janet (Jessy) Mair, after her husband
had died. This ‘bossy, self-centred, histrionic’ woman had attached herself to
Beveridge like a limpet in his working and personal life from 1915.% She saved
his report from merely taking space in filing cabinets. Her advice was that he
ought to concentrate on three main policy objectives: ‘prevention rather than
care, ‘education of those not yet accustomed to clean careful ways of life’ and
‘plotting the future as a gradual millennium taking step after step, but not
flinching on ultimate goals.*

The Beveridge Report was published in December 1942 and became a
bestseller. As ever, timing was crucial. In June 1941, Hitler had attacked the
Soviet Union.” In November 1942, the British Eighth Army had defeated
Rommel in North Africa. Churchill ordered the ringing of church bells
(which had previously been silent in the war) to celebrate that victory, and
famously declared ‘Now is not the end. It is not even the beginning of the end.
But it is perhaps the end of the beginning’®® Anticipating victory, Beveridge
completely ignored his restrictive terms of reference. He set out two general
principles. First:

Now, when war is abolishing landmarks of every kind, is the oppor-
tunity for using experience in a clear field. A revolutionary moment
in the world’s history is a time for revolutions, not for patching.

Second, he called for a comprehensive policy of social progress to tackle his
five giant evils.”

Beveridge was required, by the alarmed Chancellor of the Exchequer, to
make clear in his report that he lacked official support. His report stated that
as he alone was responsible, ‘every recommendation and every word stands
or falls on its merits and its argument’'® The coalition government heavily
promoted the Beveridge Report for propaganda purposes abroad.'®! But, at
home, the government adopted one of Cornford’s impressive list of classic
delaying tactics.'® This is the principle of unripe time: ‘People should not do
at the present moment what they think is right at that moment, because the
moment at which they think it will be right has not yet arrived.'®

Keynes had undermined the principle of less eligibility as the solution to the
problems of unemployment. Beveridge showed that the ‘abolition of want just
before this war was easily within the economic resources of the community:
want was a needless scandal due to not taking the trouble to prevent it)'** (The
expenditure on unemployment relief of £128 million in 1931 was 0.4 per cent
of the UK’s GDP.'®) Beveridge criticised the means test for penalising ‘the
duty and pleasure of thrift.!® He recognised the danger of allowing benefit
payments for the unemployed to equal or exceed earnings in work. But he
argued that:
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It is not likely that allowances for children ... will ... lead parents
who do not desire children for gain ... Children’s allowances should
be regarded both as a help to parents in meeting their responsibilities,
and as an acceptance of new responsibilities by the community.'””

So, he proposed a scale that increased payments according to the number of
children in a family. Iain Duncan Smith, the later (failed) leader of the Con-
servative Party and architect of Universal Credit, saw things very differently,
which is why since 2017 it has been the case that:

If you're already claiming Universal Credit, have responsibility for
2 children and you then give birth to a new child, you won’t get an
additional amount of Universal Credit for that new child, unless
special circumstances apply.'®

In 2023, Reader et al showed that this inhumane policy has failed in its
primary objective to drive people into work based on the economics of less
eligibility.!” Beveridge proposed:

a flat rate of benefit irrespective of the amount of earnings that had
been lost, for a flat contribution ... designed to be high enough by
itself to provide subsistence and prevent want in all normal circum-
stances; and will last as long as the unemployment lasts ... without
a means test.'"”

It was designed to make the difference between earnings in work and on benefit
as large as possible and thus encourage people to seek work."" Beveridge had
seen voluntary insurance through friendly societies as an integral feature of his
Plan for Social Security. He described them as ‘organisations for brotherly aid
in misfortune and channels for the spirit of voluntary service as well as being
agencies for mutual insurance and personal saving.''? In February 1943 the
government announced that the approved status of friendly societies would
be abolished and that aspect of their work would be transferred to a Ministry
of National Insurance. In 1948, Beveridge identified that as the only element
of his recommended plan for social security that that had not become law.'"

Keynes was enthusiastic about Beveridge’s system of state-run insurance
from the cradle to the grave and convinced the government, prior to publi-
cation of the report, that it could be financed by employers, the taxpayer and
employees." The coalition government aimed to develop policies for Bever-
idge’s other four ‘giant evils. For Beveridge the greatest of these was Idleness.
He stated that delivering income security for the unemployed was:

so inadequate a provision for human happiness that to put it for-
ward by itself as a sole or principal measure of reconstruction hardly
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seems worth doing. It should be accompanied by an announced
determination to use the powers of the State to whatever extent may
prove necessary to ensure for all, not indeed absolute continuity of
work, but a reasonable chance of productive employment.'*

The 1944 White Paper Employment Policy began: “The Government accepts
that one of their primary aims and responsibilities is the maintenance of
a high and stable level of employment ¢ It dismissed the older ‘Treasury
view’ that a self-regulating market would deliver full employment:

Experience has shown however, that under modern conditions this
process of self-recovery, if effective at all, is likely to be extremely
prolonged and accompanied by widespread distress, particularly in
a complex modern society like our own."”

Arguments over the policies of the White Paper were chiefly between two
sets of officials — not ministers. The team of brilliant academics in the Cabinet
Office, led by Lionel Robbins, sought to develop economic policies to deliver
a full employment level after the war — Keynes’s ‘general’ theory had been
directed at a slump. The fundamental change was from aiming to balance the
budget over a year to across an economic cycle: running a surplus in a boom
and a deficit in a recession.""® The Treasury could not agree to planning a
deficit in a slump.'"®

There was agreement on the need to diversify the economies of areas that
were dependant on a single industry, for example shipbuilding in Scotland,
coal and iron in South Wales, and cotton in Lancashire. During the war,
when the government had directed men and materials into the depressed
areas, that had showed the benefits of locating employment where workers
lived.'* The White Paper identified two future macroeconomic threats. First,
from overvaluation of the pound sterling in international rates of exchange.
That threat was nullified by agreement at the 1944 Bretton Woods conference,
where Keynes played a vital role in persuading 44 countries to agree to the
system of fixed rates of exchange.'” Second, if there were full employment
after the war, that brought the potential threat of inflation, to which no solu-
tion was proposed.

On education, in 1941 the Conservative minister RA Butler outlined to
Churchill the need for major reform of state schools. Churchill invoked the
principle of unripe time, which Butler decided to ignore. He went ahead
with a White Paper on education in 1943 and the bill that became the 1944
Education Act.'? Butler’s achievements were extraordinary. He reached
an agreement with the churches on their schools. He reduced the number
of local authorities administering schools (from 400 to 146 larger areas in
England). He replaced the Board of Education with a full Ministry of Edu-
cation in Whitehall. He abolished elementary schools and established
instead state primary and secondary schools.”” The Butler Act enabled the
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development of nursery education, various types of secondary schools (which
had been recommended by the 1938 Spens Report), new vocational educa-
tion, and raising the school leaving age to 15 and 16.

Sir Cyril Norwood chaired a committee that, in 1943, made recommen-
dations on the curricula and examinations for state secondary schools. The
Norwood Report began with a quote from Plato’s laws — in Greek. In Platos
republic, those with the power of command are made of mingled gold, the
auxiliaries of silver, husbandsmen of brass and craftsmen of iron.'* Sir Toby
Weaver, who became deputy secretary in the Department of Education when
Anthony Crosland and Margaret Thatcher were secretaries of state, carica-
tured the Norwood Report as creating a modification of Plato’s republic for
state secondary education.'” ‘Golden’ children, having demonstrated that
they were capable of abstract thinking by passing the 11-plus exam, would
go to grammar schools. ‘Silver’ children would go to technical schools. Tron’
children would go to ‘secondary modern schools’'*

Butler had gone to preparatory and public schools in England and on
to Cambridge University. Norwood had been to an elite public school and
Oxford University and been head of Harrow School and an Oxford college.
Norwood’s achievements were all the greater given his lowly origins. His
father had been the sole teacher and head of a rural grammar school in Lan-
cashire — these were malodorous, ‘ugly and dingy to a degree which not even a
photograph could faithfully represent.'”” He later resigned and took to drink.
In 1939 and 1940, Cyril Norwood had written articles, in The Spectator, argu-
ing for an end to England’s two separate school systems in which that of the
‘public schools’ was counted to be so superior.'*

On healthcare, the Beveridge Report had recommended:

a health service providing full preventive and curative treatment of
every kind to every citizen without exceptions, without a remuner-
ation limit, and without an economic barrier at any point to delay
response to it.'?

The government actuary estimated that a national health service would cost
£170 million."* That would be (at current prices) about 5 per cent of its current
costs. The actuary made the spectacularly erroneous assumption that there
would be no increase in costs for 20 years, because there would be ‘some devel-
opment of the service, and as a consequence of this development a reduction
in the number of cases requiring it."*' In 1942, representatives of the different
branches of the medical profession agreed the Report of the Medical Planning
Commission, which recommended a system of healthcare like the Dawson
Report of 1920. The 1942 report also recommended unimpeded access to all
medical services for all.'"*? But, in trying to implement these recommenda-
tions, the coalition government made concessions to the vested interests of
the medical profession and the existing voluntary hospitals. The consequence
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was that its 1944 White Paper, A National Health Service, was ‘long, diffuse
and confusing’'”® Henry Willink, the minister for health in the short-lived
Conservative caretaker government prior to the 1945 election, made further
concessions. His draft of another White Paper was deemed so inadequate that
it was not published. For Charles Webster, the official historian of the NHS,
the objective of implementing Beveridge’s recommendation for healthcare in
Britain ‘was no nearer realization in 1945 than in 194271

Finally, on housing, Peter Malpass points out that the officials in the Minis-
try of Health, who were then also responsible for housing, were content with
their policy of the 1930s:

Private sector output of houses had boomed, affordable home own-
ership had become a realistic aspiration for a third of the popula-
tion, and the local authorities had begun to make inroads into the
problems of slum clearance and relief of overcrowding.'*

The ministry’s ambition, which featured in the 1945 White Paper on housing,
was that:

Every family who so desires should be able to live in a separate
dwelling possessing all the amenities necessary to family life in the
fullest sense, and special provision must be made for old people and
single women. "

When officials and ministers worked on targets for new house building to
meet the expected shortage of houses after the war, their mantra was to rely
on local authorities for the first two years and then private enterprise in the
long term."”

3.5 The post-war Attlee settlement

The Labour Party won a landslide victory in the 1945 general election. Peter
Hennessy described its promise that this time:

Never again would there be a war, never again would the British
people be housed in slums, living off a meagre diet thanks to low
wages or no wages at all; never again would mass unemployment
blight the lives of millions, never again would natural abilities
remain dormant in the absence of educational stimulus.'*

The new prime minister, Clement Attlee, lacked charisma compared with
Winston Churchill and the ‘big beasts’ of his own cabinet: Herbert Morrison,
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the deputy prime minister; Ernest Bevin, the foreign secretary; and Aneurin
Bevan, the minister of health. Yet Attlee exercised calm authority over them.
He had a formidable reputation for being a ruthless ‘butcher’ of cabinet min-
isters who were ‘not up to the job’ He offered this account of the mismatch
between how other viewed him and his achievements:

Few thought he was even a starter,

There were many who thought themselves smarter,
But he ended PM,

CH and OM,

An earl and a knight of the garter.'®

On the economy, the linchpin of the Attlee settlement was delivering the com-
mitment of the 1944 Employment White Paper to ‘a high and stable level of
employment, as compared with the 1930s and 1920s.'*° Figure 3.7 shows that
for the first three decades of the post-war period UK unemployment levels
were much lower than those in the interwar period (under governments
of both the main parties), with only a slight and gradual growth before the
1970s. That is strong evidence that there is no need for the economics of
the Poor Law, which used the principle of less eligibility to encourage people
to seek work, provided (of course) that they can find jobs near where they live.

‘Keynesian economics’ was listed by Denis Healey (the Chancellor of the
Exchequer 1974-79) as one of the reasons why the economies of Europe
enjoyed strong and sustained economic growth from 1945."! But it was prac-
tised under benign conditions (quite unlike those of the 1930s). European

Figure 3.7: UK unemployment in the first 31 post-war years (1946—76)
compared with the 20 interwar years (1919-39)
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Figure 3.8: UK real GDP per capita and public expenditure in the post-
war period (1946-76)
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governments were committed to free trade. There were fixed exchange rates
(under the Bretton Woods regime). Energy (including oil) was cheap. Figure 3.8
shows that both real GDP and public expenditure (indexed to 1945 = 100)
per capita increased for les trente glorieuses (30 glorious years), as they were
termed in Europe. The near-continuous increases shown here form a strong
contrast with the stagnation in both indices for almost all the interwar period
(see Figure 3.4).

For Aneurin Bevan, the coalition government’s 1944 Employment White
Paper posed an existential threat to the Labour Party: “This Party believes
in public ownership of industry because it thinks that only in that way can
society be progressively and intelligently organised’'** Bevan aimed for a
major advance in state control by ‘nationalising the commanding heights of
the economy’'* Although that had been the aim of the Soviet Union in 1921,
Alec Nove points out that this meant a retreat: from the error of attempting
total nationalisation of manufacturing, and towards the targeting of banking,
foreign trade and large-scale industry only.'*® Except for the case of steel, the
Labour government’s programme of nationalisation was uncontroversial.

Liberal and Conservative governments had worked out how to run
industries as public corporations; Conservative governments had nation-
alised broadcasting, the generation of electricity, and overseas airways; and
Conservative-dominated investigating committees recommended nationali-
sation for the Bank of England, gas, and coal.'” Shleifer pointed out, in 1998,
that leading economists in the 1940s were so concerned about inequities
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or potential market failure across a wide range of sectors that they recom-
mended nationalisation as the remedy.'*® These sectors included: rail, the
utilities, land, mineral deposits, telephone service, insurance, the motor car,
iron and steel, and chemical industries.'"* The parlous states of the coal and
rail industries were indictments of the failures of private enterprise.'™ They
exemplified Eichengreen’s analysis of the weaknesses in Britain’s institutional
arrangements.' Nationalisation was more efficient than for local government
to continue to run the utilities (water, gas and electricity).'*?

As other European countries had been devastated, the UK government had
an opportunity to begin sustained development to diversify the economies of
its vulnerable areas. It made a start with great success, halving unemployment
in areas where this had been over 20 per cent in 1937. But this policy was
abandoned after only two years.'> The nationalised industries then offered a
way of maintaining employment in the vulnerable areas by subsidising their
loss-making units. The government’s programme of nationalisation included
the Bank of England, gas, electricity, coal, iron and steel, British Road Services
and British Waterways.'”* However, each had headquarters in London and
different regional geographies. If the Attlee government had developed a new
regional tier of government, that could have provided a consistent regional
geography for the nationalised enterprises.

On social security, for those still unemployed, Jim Griffiths, minister for
national insurance in the Attlee government, was responsible for the legisla-
tion of the scheme that Beveridge had proposed. Timmins describes Griffiths
as one of the unsung heroes of the Attlee government.””” He was responsible
for the introduction of the payment of family allowances in early 1946, the
passage of the 1946 National Insurance Act (which created a comprehen-
sive system of social security) and the passage of the 1948 Industrial Injuries
Act.””® He had ‘all the Welsh eloquence of Bevan without the egotism’"*” Grif-
fiths created a new department, which combined the work of six government
departments and over 6,000 approved friendly societies, and 1,000 social
security offices, so no one would have to travel more than five miles.”” On
the 80th anniversary of the Beveridge Report, Gavin Kelly and Nick Pearce
describe Beveridge as a ‘highly successful “policy entrepreneur”, noting that
‘the architecture of the key National Insurance, National Assistance and Fam-
ily Allowances Acts of the late 1940s was recognisably Beveridgean’'® They
point out, however, that:

the attempt to ground social security so squarely on Beveridge’s ver-
sion of the contributory principle was ultimately a failure. Poverty
alleviation demanded greater means-testing, on the one hand, while
the parsimonious level of benefits secured by flat rate contribution
resulted in inadequate income insurance and attempts to build up
earnings-related provision, on the other. The British welfare state
consequently embodies a blend of principles: residual fragments of
entitlement in return for contribution, means-tested alleviation
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of need, and provision of flat rate benefits and universal services
financed through general taxation.'®

Modernising healthcare was the second crucial area that came to define the
Attlee settlement. In 1945, Clement Attlee appointed Aneurin Bevan as
minister of health. He was then aged 43 and the youngest member of his
cabinet. The British Medical Association (BMA) vehemently objected to
Bevan’s proposals to create a national health service. A former secretary of the
BMA described Bevan’s National Health Service Bill of 1946 in their journal as
‘uncommonly like the first step, and a big one, towards National Socialism
as practised in Germany’'*' Lord Moran, the patrician president of the Royal
College of Physicians, played a vital role in handling the BMA’s opposition. He
enabled Bevan to negotiate the political settlement that created and shaped
our NHS.'? Bevan brought within the NHS the elite members of the medical
profession, GPs, local government and voluntary hospitals. He abolished the
sale of practices by general practitioners and established the Medical Practices
Committee to direct new positions away from ‘over-doctored areas’'*

The compromises made by this socialist firebrand included: granting teach-
ing hospitals independent status from the regional structure for other hospi-
tals; allowing hospital consultants to practise privately on pay beds in NHS
hospitals; creating a system of distinction awards for hospital consultants in
which they decided who merited increased salaries; and allowing general
practitioners to be independent contractors.'® He later declared that he won
support from doctors because he ‘stuffed their mouths with gold’'** That now
looks to have been a bargain. The collateral damage of the politics of the cre-
ation of the NHS was widening the separation between general practice and
hospital medicine, and leaving community health services in local govern-
ment.'¢

Herbert Morrison, Attlee’s deputy prime minister, argued unavailingly
against moving hospitals out of local government into a new NHS:

It is possible to argue that almost every local government function,
taken by itself, could be administered more efficiently in the techni-
cal sense under a national system, but, if we wish local government
to thrive - as a school of political and democratic education as well
as a method of administration, we must consider the general effect
on local government of each particular proposal. It would be disas-
trous if we allowed local government to languish by whittling away
its most constructive and interesting functions.'””

The NHS offered a model of Bevan’s vision of a democratic socialist society:
public ownership and ministerial accountability. Its lack of local accounta-
bility means that ministers who followed have rued the promise attributed
to Bevan that ‘If a bedpan falls in Tredegar, it should echo in the palace of
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Westminster. Timmins notes that if the Labour government had imple-
mented its original policy of reorganising local government into regions,
then, as Bevan recognised, the largest local councils could have taken over
the running of hospitals.'® But Bevan was not built to compromise on his
commitment to a free’ NHS. In 1951, he resigned as a minister, objecting to
the breach of his commitment to a ‘fre€’ NHS when the Labour government
decided to introduce charges for teeth and spectacles.'®

On housing, Aneurin Bevan, as minister of health, was also responsible
for tackling the acute housing crisis. Much of the existing stock of houses
had been destroyed or was of poor quality; there was a dramatic increase in
demand with the post-war baby boom; and the UK faced acute shortages
of supply of skilled labour and materials. Before the war, housing develop-
ment had met the needs of those with higher incomes, spoiled the country
by private ribbon development, and built council houses of poor quality."”® In
October 1945, Bevan set out a radically different direction for his housing pol-
icy, although the government did not implement its manifesto commitment
to establish a Ministry of Housing and Planning.'”!

Bevan aimed to begin with local authorities building council houses of high
quality to rent by those on lower incomes.'”> He stood firm against arguments
within the government for greater pluralism in the role of housing associa-
tions and a return to private ownership once wartime shortages were over.'”
In his socialist utopian dream, ‘council housing should become a universally
provided service like the NHS’ as ‘council houses would be built in a range of
sizes to suit every income and heathy social mix and dispel the stigma of liv-
ing in council accommodation.’”* The principle of ‘socialised medicine for all’
works because it makes sense as an insurance policy: from each according to
ability to pay with care provided on the basis of need (see Chapter 8). It is hard
to conceive of a ‘socialised housing for all’ having the same appeal. From the
1970s onwards, council housing degenerated into the ghettoes that Bevan and
Sharp had sought to avoid recreating. And people living in council housing in
economically vulnerable areas and regions also found it hard to move to jobs
elsewhere, as detailed in Chapter 4.

On education, change was more conservative. In 1942, at Labour Party
Conference, a vote was passed favouring comprehensive education.'”” Clyde
Chitty emphasises that the 1944 Education Act (Butler Act) did not prescribe
how the system of secondary schools would develop. Indeed, 20 years after
it was enacted, no change was required to this legislation for the change to
create comprehensive schools.””® In 1945, Clement Attlee appointed ‘Red
Ellen’ Wilkinson, who had led the Jarrow crusade, as minister for education
responsible for the implementation of the Butler Act. As minister, she ensured
that the government raised the school leaving age to 15, implemented poli-
cies of free school milk and free school meals, brought in smaller classes, and
funded extensive school building."”” She remembered having been frustrated
by teachers who set a slow pace for the huge classes at her elementary school
and treated the intelligent few as a nuisance.'”® She favoured selection and
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the development of grammar and secondary modern schools.'” She failed
to overcome the commitment of her officials to the narrow and undemand-
ing curriculum proposed for secondary modern schools by the Norwood
Report." She was seriously ill with chronic bronchitis and asthma and died
in February 1947. Her successor, George Tomlinson, also favoured selection.
The outcomes were three principal types of secondary schools in England and
Wales: ‘public, grammar, secondary modern (and not technical).

Wilkinson missed the opportunity in 1945 to end the social divisiveness
that Tawney and Norwood saw as a fundamental flaw in the English school
system.'® ‘Golden’ children went to the elite ‘public’ schools - the nine ‘Clar-
endon schools: Charterhouse, Eton, Harrow, Merchant Taylor’s, Rugby,
Shrewsbury, St Paul’s, Westminster and Winchester College. (These were the
‘certain colleges and schools’ included in the Report of the Royal Commission
chaired by the Earl of Clarendon that reported on schools in 1864.'%) A study
by Reeves et al, in 2017, found that that the alumni of the nine ‘Clarendon
schools’ were ‘94 times more likely to reach the British elite than are those
who attended any other school. They accounted for 36 of the 54 prime min-
isters elected to office in the UK.' Simon Kuper points out that most went to
Eton and Oxford.'®*

‘Silver’ children went to grammar schools. Within this group the direct
grant grammar schools creamed off the most able pupils within their catch-
ment area. They charged fees and received a grant direct from the government
in return for free places for local children winning scholarships. State gram-
mar schools were for the 20 per cent who passed the 11-plus exam. There is
a popular perception that the grammar schools offered the opportunity for
silver’ children to become ‘golden’ These were the remarkable achievements
of, for example, Dennis Potter, Joan Bakewell, Melvyn Bragg and Peter Hen-
nessy. But, as Lynsey Hanley points out, their blazing success blinds us to the
more common fate for children from working-class families. They typically
left before going on to the sixth form and spent their lives in low-paid, routine
clerical jobs."™ And Hanley cites the findings of the study by Brian Jackson
and Dennis Marsden, who found that grammar schools rarely provided the
ladder for ‘bright’ children from the working class but largely selected those
who were already well placed to gain from the education they offered.'®

‘Tron’ children were the 75 per cent publicly labelled as ‘failures’ at age 11
who went to secondary modern schools. The Spens Report of 1938, Butler
in 1944 and Wilkinson in 1945 had emphasised the importance of parity of
esteem between the different types of state secondary schools. But ministry
officials were keen to avoid diluting standards in selective education sector
(for those pupils who went to grammar and technical schools).’” Conse-
quently, the secondary modern schools had a third of the spend per pupil
of the state grammar schools.'® After the war, boys aged 13 did not go down
mines or work in factories. But what did they gain from leaving a second-
ary modern school at age 15 without any qualifications? (The only exam they
could take was designed for the grammar schools: the General Certificate of
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Education set by the university examining boards.) The Spens Report had
called for an end to elementary schools and the development of technical
schools. The last elementary school was closed in 1964."° By 1958, only 4 per
cent of children went to technical schools.'® Neither nursery nor vocational
education as envisaged by Butler was developed.

Conclusions: Attlee’s legacy

The Attlee settlement was an eclectic mix of pragmatic policies directed at
tackling the problems of the 1930s. Beveridge and Keynes were both Liberals.
Keynes had dismissed state socialism as ‘little better than a dusty survival of
a plan to meet a problem of 50 years ago, based on a misunderstanding
of what someone said a hundred years ago’'*! Nationalisation was a continuity
of Liberal and Conservative policies. Aneurin Bevan compromised in creat-
ing the NHS, which is the last institution standing of the Attlee settlement.
On education, Butler before 1945 was a Conservative, and later ‘Red Ellen’
Wilkinson ignored Norwood’s call to end the exclusive benefits offered by
England’s public schools and the vote at a Labour Party Conference for intro-
ducing comprehensive education.

With hindsight there were three crucial missed opportunities. First, the
failure to diversify industries in the industrial regions and areas that are now
‘left behind; resulting in a mismatch between the availability of good jobs and
affordable housing. Second was the failure in secondary schools to develop
technical education and blunt the socially divisiveness from the entitlements
granted to those going to ‘public schools. Third, Labour only accentuated the
process of centralisation of government and concentration of the best jobs
in London. Yet the Attlee government achieved so much in times of such
turmoil at home and abroad. It had to ride through trying economic circum-
stances from pressure by the US to pay back the loan that had financed the
Second World War."? Its impact is eloquently summarised by Peter Hennessy:

Britain had never, and still hasn’t, experienced a progressive phase
to match 1945-51. [In] 1951 Britain, certainly compared to the
Britain of 1931, or any previous decade, was a kinder, gentler and
far better place to be born, to grow up, to live, love, work and even
to die. (emphasis in original)'*
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4. The Attlee settlement’s failures:
stagflation, slums in the sky and
educational geography

The gap between the incomes of the richest and those of the poorest
in Britain reached its narrowest point in 1979 ... But the unfortu-
nate effect of narrowing inequality in the 1970s was to make every-
one feel as though theyd never had it so bad. British people saw
no reason to celebrate their egalitarianism, when the apparent cost
over the course of the decade had been endless industrial action,
government spending cuts, high inflation, rising unemployment,
scary punk rockers and National Front Rallies. In some small way
a socialist society had been achieved in Britain; it’s just that people
seemed to find it a dreadful place in which to live.

Lynsey Hanley (2017)*

The Attlee government’s eclectic mix of pragmatic policies built on proposals
for the wartime coalition government by individuals from across the political
spectrum. It was designed to tackle the problems of the 1930s — Beveridge’s
five giant evils. After Labour’s 1951 defeat, the succession of Conservative
governments to 1964 and from 1970 to 1974 governed within the Attlee settle-
ment. They aimed to maintain the ‘welfare state’ but favoured limits on public
spending and shifting the balance of the economy more to the private sector.
This chapter looks at where the post-war settlement ran into three problems
for which the neoliberalism of the later Thatcher settlement seemed to prom-
ise solutions. First, the linchpin of the Attlee settlement was that the state
could steer the economy to deliver a high and stable level of employment. In
the mid-1970s that linchpin fractured. Second, significant problems emerged
with some post-war public housing. And, third, weaknesses in the post-war
systems of public education and its attempted reform also became apparent.
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4.1 Stagflation and the failure to control public expenditure

In the UK the three post-war decades of high and stable levels of employment
were still marked in economic policy terms by recurrent crises from deficits
on the balance of payments. There were currency crises in 1956, because of
the Suez crisis debacle, and in 1967, when a major devaluation was forced
on the Labour government by money market pressure. In 1976, in the system
of floating exchange rates, high government borrowing again resulted in a run
on the value of sterling. Britain’s Labour Chancellor Dennis Healey was forced
to make a humbling submission to the International Monetary Fund (IMF)
for external financial support. For some commentators the episode:

discredited the whole postwar economic consensus of demand
management, and fiscal and monetary policy fine-tuning. It power-
fully reinforced the case Margaret Thatcher’s radical Conservatives
had been making about the failure of the Keynesian consensus, laid
the groundwork for her election victory in 1979 and the dominance
for a decade or more of the ideas she and her American ally Ronald
Reagan espoused of free markets and fiscal restraint.”

Nearly half a century later, in September 2022, the ‘minibudget’ put forward
by the Tory Chancellor of the Exchequer Kwasi Kwarteng in the short-lived
(49 days) Liz Truss premiership triggered a similar sharply adverse bond mar-
ket reaction, a ‘biting attack’ by the IMF on government budgeting, which was
compared to the Healey crisis.’

However, a former permanent secretary to the Treasury, Nicholas McPher-
son, reads history differently. He recalls that when he joined the Treasury
in 1985 senior officials still shuddered, not at the humiliating outcome of
the 1976 IMF loan but at mention of Anthony Barber. As the Conservative
Chancellor of the Exchequer in the early 1970s, Barber had sought to unleash
Britain’s growth potential through unfunded tax cuts and easy credit (like
Kwarteng in 2022). There was a brief soar in output,

before hitting a wall of high inflation, industrial unrest and an oil
crisis ... His boom was seen as triggering the series of policy errors
that led inexorably to Britains emergency loan from the IMF in
1976.

The economist Milton Friedman, who laid key foundations of the neoliberal
revolution in economics (see Chapter 5), diagnosed two systemic problems
with ‘Keynesian economics’® The first was its incapability to control infla-
tion from feedback between workers demanding increases in pay to cover
costs of increases in prices, as was strongly triggered by the Barber boom.°
The annual rate of inflation increased from 7 per cent in 1973 to 23 per cent
in 1975 (see Figure 4.1) and in combination with unemployment produced
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‘stagflation’ The second problem was that of long and variable lags’ between
the government decision to intervene and its impact on the economy.” By the
time a government’s decision to reduce demand in a boom had taken effect it
could exacerbate a recession. This was compounded in the UK by the Treas-
ury’s system of ‘volume control’ of public expenditure, which was based on
historic constant prices.® So, government expenditure in March 1973 was
supposed to be controlled against a budget set at prices prevailing in Novem-
ber 1970! In January 1974, members of the Expenditure Committee of the
House of Commons were perplexed by how the Treasury could ‘fine-tunée’
the economy with cuts of £300 million in 1972-73 (Anthony Barber’s attempt
to reduce the demand he had stimulated) when the Treasury only knew, nine
months after that financial year had ended, that expenditure turned out to be
£900 million less than the budget.’

The UK had a third problem. In principle, the Treasury’s forecasts of eco-
nomic growth were intended to constrain the growth in public expenditure.
But, in practice, the Treasury was required to make forecasts of economic
growth to finance what the cabinet had collectively agreed would be total
levels of public expenditure. The Treasury’s forecast for economic growth
published in 1976 required ‘almost an economic miracle’'® That is why George
Osborne’s initiative, when Chancellor of the Exchequer in 2010, to require the
government’s budget to be assessed by the independent, authoritative Office
for Budgetary Responsibility (OBR) was a vital strengthening of the UK’s

Figure 4.1: Annual percentage (%) increases in the UK Consumer Price
Index (CP1), 1970 to 2000
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institutional arrangements.'? (This requirement was notoriously ignored by
Prime Minister Liz Truss and Chancellor Kwarteng when announcing their
catastrophic ‘minibudget’ of September 2022.") From 1972-73 to 1974-75,
although there were ‘shortfalls’ of ‘actual’ spending in each year against
budget plans, the percentage financed by borrowing increased to a peak of
14 per cent in 1975 (see Figure 4.2) from overoptimistic projections of eco-
nomic growth.' The Treasury’s forecasts of the borrowing requirement were
£2 billion too low for 1974-75 and £2 billion too high for 1976-77. The then
Chancellor, Dennis Healey, later observed that, if the 1976 forecast had been
correct, the government would have avoided the humiliation of asking the
IMEF for a loan, but ‘none of the independent forecasters had a better record’"
J.K. Galbraith famously observed that, as a general rule, ‘the only purpose of
economic forecasting is to give astrology a good name’'®

4.2 Public housing and ‘slums in the sky’
If you ask estate agents what the three most important determinants are of

the price of a house or flat, they will tell you that they are location, location

Figure 4.2: The percentage share (%) of UK public expenditure financed
by borrowing, 1970 to 1990
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and location. It determines access to work, education, shops, services and
recreation. In responding to the acute shortage of housing in 1945, Aneurin
Bevan prioritised building council houses of lasting quality (see Chapter 3).'
This approach had also been tried just after the First World War, when 50,000
council houses had been built to the exacting Tudor Walters standards; they
were more spacious than many privately owned suburban homes and in
attractive cottage estates.'” But, as Lynsey Hanley points out, they were poorly
located: ‘far from their extended network of friends and relatives and lack-
ing good public transport, churches, pubs and community halls’* The prob-
lematic implication of developing a good social mix of housing is that this
requires those who can afford to buy their own houses to subsidise the build-
ing of council houses for others in more desirable locations.

Even though more than a million new houses were built by the time of
the 1951 general election, there was still an acute post-war housing short-
age.”! The Conservative Party was elected in 1951 with a manifesto promise
to double the total number built in a year to 300,000. Figure 4.3 shows that
Harold Macmillan, the minister of the newly created Ministry of Housing,
delivered that promise in 1954. He did so by reducing their size.?? By boost-
ing home ownership he aimed to develop a ‘property-owning (Conservative
voting) democracy’? Figure 4.4 shows that he halved the percentage of new
houses built by local authorities and trebled that by private builders. (Under
the Conservative government, from 1993, local authorities accounted for at
most 1 per cent of completions.)

The Labour Party next won a general election in 1964. The prime minis-
ter, Harold Wilson, appointed Richard Crossman as the minister of housing
and local government. He was a fellow of an Oxford college, an ‘unashamed
intellectual’ who could not ‘understand the motivations and thoughts of those

Figure 4.3: Total new housing completions in England, 1946 to 2020
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Figure 4.4: The percentage mix of public, social and private housing in
new completions, 1946 to 2020
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who were not like him’? He explained how his 1965 White Paper trashed
Bevan’s housing policy:

It is a new thing for a Labour Government to admit that owner-oc-
cupation is a normal and natural way for people who live and that
living in a council house is an exception to that rule.””

He had introduced tax relief on mortgage repayments in 1964. The White
Paper continued the tax relief policy and introduced exemption from the new
capital gains tax for higher-rate taxpayers, access to low interest loans and 100
per cent mortgages.”” Wilson chaired its discussion by the cabinet, which took
eight minutes.*

In his 1978 doctoral thesis Patrick Dunleavy explained that there were
three sets of reasons why local authorities developed council estates of high-
rise blocks at scale.” First, to avoid urban sprawl, preserve rural areas close
to the cities (particularly green belts), and provide more open space. Second,
to make space for other uses of land: farming, schools, decongested industrial
zones and improved transport systems. Third, architects favoured high-den-
sity residential development because of advances in construction technology
as exemplified by Le Corbusier’s Unite d’Habitation in Marseilles, which was
built in the 1950s. Alexi Marmot describes how Unite followed Corbusier’s
design principles. Its structure was supported by reinforced concrete stilts (the
pilotis), which enabled its lively facades and ground plan to be freely designed.
All had a sculptural grand quality. Its windows were long strips of ribbon that
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flooded the interiors with light. There were garden terraces on the roof and six
types of attractive sound-proof dwellings (330 in total) with private facades
and patios. Its community of 1,600 was a city in microcosm. It was expensive
to build and keep running smoothly ‘to landscape and maintain the grounds,
to operate lifts, to run the clubs, kindergartens and sports facilities’*

James Stirling described Alton West, in the Roehampton estate in Wimble-
don, as the first built example of Le Corbusier’s ‘City in the Park’ Alexi Marmot
highlights what got lost in translation to Alton West, which had five identical
blocks, each of 75 identical two-bedroom dwellings. They lacked privacy, light
and sound proofing, shops, kindergarten and easy access to recreation. With
300 residents only, they were on too small a scale to create a community.”

In early December 1964, Crossman wrote in his diary that he had ‘decided
to give Birmingham a huge area of housing in the green belt at Water Orton.
Although the Chelmsley Wood council estate was nine miles from the city,*
the view of the Birmingham Post was that, for those who lived there, the city
would feel ‘a million life years away’* The journalist Lynsey Hanley lived on
the Chelmsley Wood council estate and saw Alton West as one of the best
of England’s council tower blocks.* Her experience of the phrase ‘council
estate’ is ‘a sort of psycho-social bruise: everyone winces when they hear
it¥ Crosland described ‘the whift of welfare, subsidisation, of huge uniform
estates and generally of second-class citizenship’ where the council ‘decides
what repairs will be done, what pets may be kept, what colour the door may be
painted’* The Former Labour MP Frank Field had, in 1975, when Director of
the Child Poverty Action Group, passionately denounced the feudal attitude
of councils to their tenants who were treated as ‘council serfs™®. In 2018, he
summarised his argument for radical reform:

the best council housing almost never became available for reallo-
cation, as tenants stayed put and children inherited tenancy rights.
... My plan was to sell dear, with the whole of a working-class fam-
ily clubbing together to acquire an asset and, crucially, for councils
to use all those monies to rebuild and repair stock. The Wilson and
Callaghan governments undertook reviews of this idea but civil
servants thought the plan unworkable.... After Labour refused to
act, Mrs Thatcher came along and turned the idea on its head: sold
cheaply, cut taxes, and the rest is history.*

In many urban areas, as the council estates were built for those who were in
extreme housing need, the tower blocks became ‘slums in the sky’.*' Professor
Anne Power found that, in many of the poorest outer areas in the UK, sur-
rounding cities such as Birmingham, Liverpool, Glasgow and Strathclyde, and
in Europe and most American cities:

governments subsidised mass housing in large, monolithic, poorly
designed blocks that tore apart social networks and often failed,
through brutalist design, to foster new links ... without adequate
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funding for the transport connections that would make them work
... a sense of isolation, poverty and powerlessness dominates.*

In Britain, the overriding principle in the design and construction of council
blocks has been to cut costs to the bone. And, if really necessary, into the
bone even if that put lives at risk: a gas explosion led to the destruction of
the Ronan Point tower block in 1968 (Figure 4.5).” Some lessons drawn then
were later ‘unlearnt’ In 2017, 72 people were killed, and many more injured, in
an uncontrollable fire at Grenfell Tower, which had been clad in the cheapest,
non-fire-proof materials.* That tower block was owned by Kensington Coun-
cil, by far the richest area of the UK (see Chapter 2).

Figure 4.5: Effects of the explosion at Ronan Point tower block on
16 May 1968

Source: Derek Voller. Available under a Creative Commons Attribution-ShareAlike Licence
(CCBY-SA 2.0).%5
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In 1978, Dunleavy considered that the ideological effects of the high-rise/
mass housing era of council housing ‘may prove to have been some of the most
important and enduring legacies’* In 1980, Margaret Thatcher’s government
introduced the right to buy scheme for tenants of council houses. This allowed
council tenants discounts for purchasing the home they had rented.”” Sales
occurred differentially within the most attractive council house stocks, espe-
cially of family houses in more desirable estates, and less so in flats. The new
law also stripped local authorities of the power to invest in replacing the stock
they lost. The percentages of new housing completions built by councils fell
from nearly 40 per cent in 1980 to 1 per cent by 1993 (see Chapter 5).

4.3 Schools, universities and educational geography

In 1956, Crosland described the school system in Britain, which was devel-
oped by the Attlee government, as ‘the most divisive, unjust and wasteful
of all aspects of social inequality’*® A 1953 report of a House of Commons
Select Committee found that secondary modern schools lacked teachers and
adequate buildings — some were ‘no better than slums.* Grammar schools
disproportionately benefited children from the middle class. In 1965, Wilson
appointed Crosland as secretary of state for education and science. He had
four missions. First, ‘to destroy every fx++ing grammar school in England ...
And Wales. And Northern Ireland’* Second, to ensure no fall in standards
from the move to comprehensive schools.” Third, to ensure that removing
grammar schools did not ‘increase the disparity of esteem within the system
as a whole’ by ‘leaving the public schools still holding their present command-
ing position’ (emphasis in original).”* Fourth, to develop a substantial sector
of higher education by developing colleges under local authorities ‘away from
our snobbish, caste-ridden hierarchical obsession with university status’>

Crosland had specified demanding requirements for the new comprehen-
sive schools: ‘an exceptional calibre of headmaster ... high-quality staff for
sixth form teaching ... buildings of an adequate scale or scope’ and catchment
areas with populations ‘drawn to straddle of neighbourhoods of different
social standing’ And that these requirements had to be satisfied before clos-
ing down grammar schools to avoid ‘a decline in educational standards and
discredit the whole experiment’ (emphasis added).*

In 1970, a new comprehensive school, designed for an intake of 1,000 pupils,
opened on the Chelmsley Wood estate. When Lynsey Hanley went there, in
1987, it looked as if it were 50 years old. Its buildings were ‘like half-aban-
doned husks It struggled to operate on just over half its original budget. The
600 students who went there felt they had no alternative, and ‘had been con-
demned to a dump’ that was ‘a secondary modern in all but name’™ Its teach-
ers made clear that they believed that their pupils just don't want to learn’*
Hanley explains that to become well-educated meant becoming middle class,
which meant rejecting the working-class values of their parents and commu-
nity.”” George Akerlof and Rachel Kranton, who developed the concept of the
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economics of identity, show how that explains why for so many young peo-
ple the economic returns from education are a weak incentive because they
undermine their sense of identity.*®

Hanley contrasted her peers’ low expectations with those of middle-class
children, who are expected, and under pressure, to do well.* If the 11-plus
exam had continued, she would probably have gone to a grammar school (if
her parents could have afforded to buy the uniform) and there would have
been no ‘wall in her head’ that made it so difficult for her to realise her poten-
tial.® She recognises that, if she had gone to one of Birmingham’s great King
Edward VI grammar schools, that ‘might have made a difference to my educa-
tion, but only mine’ (emphasis in original).® Farquharson, McNally and Tahir
cite evidence showing that ‘countries that have weakened selectivity have
found higher levels of average achievement’® An OECD report found that:

Students’ performance is influenced by their personal characteris-
tics, but also by those of their schoolmates ... The concentration of
low achievers usually has negative consequences on student perfor-
mance, and this is especially the case for students who are them-
selves low achievers. By contrast, high-ability students are usually
less sensitive than their low-achieving peers to the composition of
their classes.®

The Attlee settlement was based on the belief that the way to run the public
services was to trust professionals as ‘knights’ (see Chapter 1).** An occasional
visit by the collegial Her Majesty’s Inspectors (HMIs) of schools also pre-
served the ‘secret garden’ of the teaching profession. Governance by the Inner
London Education Authority in the 1970s was based on the principle that
‘you appoint a good headteacher, and then he [sic] runs the show’®® And what
a show that turned out to be at one of its junior schools, William Tyndale. In
the autumn term of 1974, the school day was divided into sets of one-hour
periods that alternated between the basic skills of language and mathematics
and open sessions. These offered children a free choice from (for example)
swimming, cookery, woodwork, watching television and playing games.
Annie Walker, a part-time remedial reading teacher at the school, objected
to these changes because they neglected educational basics and denied pupils
the opportunity for academic progress. She organised a protest with a mani-
festo and involved parents, who criticised the radical teachers at public meet-
ings in the summer of 1974. The Auld Inquiry into William Tyndale was
told that its education consisted of playing in the classroom or the playground
and that ‘lessons hardly existed’ As one of its unfortunate pupils so eloquently
put it “You don’t get learned nothing at this school’® In 1976, in response to a
perceived ‘crisis’ in schools, in a famous speech at Ruskin College in Oxford,
the Labour prime minister James Callaghan called for a ‘great debate’ on edu-
cation.” One explanation for that ‘crisis’ is the revolt by middle-class parents



THE ATTLEE SETTLEMENT'’S FAILURES 101

over their loss of access of their children to the privileged education pro-
vided by grammar schools. Over time, however, the system of comprehensive
schools has largely replaced the selection of pupils by exams with a selection
by class and house price.”

The problem with the Attlee settlement was that its systems of governance
of public services had no remedy to failures like that of the William Tyn-
dale school (and the scandal at the Bristol Royal Infirmary - see Chapter 1).
In 1992, the old HMI inspections were replaced in the ‘reign of terror’ of
the Office for Standards in Education (OFSTED). Christopher Hood et al
found that 67 of the 3,600 secondary school OFSTED inspected from 1993
to 1997 were deemed to be ‘failing’”’ One was Hackney Downs, despite it
having ‘expenditure per pupil higher than some of the most exclusive pub-
lic schools in this country’”> Michael Barber was a member of the commit-
tee (the ‘hit squad’) who decided that Hackney Downs ought to be closed
as soon as possible. Its best results for GCSEs were in Turkish, which the
school did not teach. In a maths class for 16-year-olds, several were ‘unable
to say how many pence there were in £1.86 Barber attributed its failings to
‘a culture of excuses and low expectations’ blamed on ‘the high poverty of
many of the students’ families’”® The lack of corrective action by local gov-
ernments that allowed the failings between William Tyndale and Hackney
Downs to continue unchecked in the glare of their media notoriety may have
explained why the model of the Thatcher settlement of a ‘quasi-market’ in
which parents chose schools and ‘money followed the pupil’ was so appealing
(see Chapter 7).

On his second area of action, in 1965 Crosland established a Public Schools
Commission to recommend the best way of integrating Britain’s elite inde-
pendent schools with the state-financed school system.” But, Nicholas
Hillman explains, this was wanted by neither his ministerial colleagues nor
his officials, nor the public schools, nor local authorities.” Hillman’s verdict,
in 2010, was that:

Labour’s attempt in the 1960s to make public schools less depend-
ent on parental income, less academically selective, more integrated
with the maintained sector, more responsive to boarding need and
less socially divisive all failed: school fees continued to rise; the pub-
lic school sector became more selective as the state sector became
less selective; there was no big increase in the links between the
maintained and independent sectors; it became no easier for people
from lower incomes to board at public schools; and former public
school pupils, though small in number, continued to dominate
access to the leading universities and continued to be dispropor-
tionately represented at the top of key professions.”
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There is, however, a substantial body of evidence that what we inherit largely
determines our educational achievement and the impact of our schools is rel-
atively minor. This is the principal finding of the 2018 study by Kaili Rimfeld
et al of the 6,000 twin pairs in the UK-representative Twins Early Develop-
ment Study sample.” Freddie be Boer put it more bluntly based on studies
in the US: ‘in thousands of years of education humanity has discovered no
replicable and reliable means of taking kids from one educational percentile
and raising them up into another’”® He argued that what matters is ‘relative
learning - performance in a spectrum or hierarchy of ability that shows skills
in comparison to those of other people’ (emphasis in original).

On his last priority Crosland followed a previous government initiative
to raise the status of technical education by creating a new sector in higher
education. That is easier to change than the much larger school system, but
changing schools is a precondition for increasing the number of students qual-
ified by ability and attainment to benefit from higher technical education. In
1965, Crosland established 30 ‘polytechnics, governed by local authorities.”
In 1966, the 10 colleges of advanced technology (CATs), which had been
established in 1956, became universities.** In 1992, the polytechnics became
autonomous universities.®!

In his 1976 book Social Limits to Growth Fred Hirsch argued that there are
two types of goods.® Non-positional goods are those where what matters is
just your own consumption. For instance, if a government were to imple-
ment a policy so the majority of people rather than just a rich minority can
afford to buy the food they need to live on a healthy diet, then the value of
food for the best-off minority would not be impaired. But a good education
is a ‘positional good; one whose intrinsic value depends on its scarcity. The
expansion of university education, as recommended by the 1963 Robbins
Report on Higher Education, was implemented under subsequent govern-
ments.* Hirsch, who was then at the University of Warwick, argued that this
changed the hurdle set by employers for having access to ‘glossy’ top jobs
from simply having a degree to having an Oxbridge degree and access to
their elite network.*

Education has been one reason why geography remained destiny in Britain
into the 2020s. At the macro scale, Britain’s best universities were, and still are,
concentrated in the golden triangle of Oxford, Cambridge and London. At the
micro scale, access to good state schools depends on where you live and so
whether you can take advantage of the changes in Oxbridge admissions poli-
cies. The Sunday Times reported on 30 October 2022 that, between 2017 and
2022, the state school intake at Cambridge increased from 63 to 73 per cent,
and at Oxford from 58 to 68 per cent.* The education system illustrates what
Julian Le Grand found about the welfare state, which was that, even though
this obviously benefited the poor as compared with what had gone before,
across healthcare, social services, education and transport ‘almost all public
expenditure benefits the better off to a greater extent than the poor’*® A report
by the Institute for Fiscal Studies found that:
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Young people from better-off families — and especially those who
attended private school - enjoy much higher financial rewards from
completing a degree than their peers from disadvantaged back-
grounds, even holding constant attainment during school and at
university as well as subject and institution.*”

When interviewing for an undergraduate place at Cambridge University,
current Conservative MP (and briefly Chancellor or the Exchequer in 2022
during the short-lived government of Liz Truss) Kwasi Kwarteng, having
been to Eton, complimented the fellow interviewing him at Trinity College
Cambridge, for whom this had been his first interview: ‘Oh, don’t worry, sir,
you did fine’® Lynsey Hanley harbours bitter memories of the humiliation
to which she was subjected at her interview at Christ’s College Cambridge,
which came to a premature end.* Hanley argues that:

The further up the social ladder you are, the more external influ-
ences are set up to favour you and your kind so that to the extent
that privilege becomes invisible and so weightless that - literally
- you don’t know how lucky you are. At the other end of the social
scale, there is an acute sense of how little social trust or esteem is
placed in you as an individual, a feeling that is absorbed in low self
confidence.”

Conclusions

The Attlee settlement aimed to tackle the problems of the 1930s: Beveridge’s
five giant evils of Want, Disease, Ignorance, Squalor and Idleness. Markets
had delivered unacceptable levels of unemployment and failed in industries
(for example, coal and the railways). Previous government policies of auster-
ity had resulted in poverty for the unemployed, and inequalities in access to
decent housing, good education and healthcare. Under the Attlee settlement,
by the end of the 1970s, the UK was more equitable than before (or since).
But the economy suffered from high inflation, unemployment and debt; the
weakening of market arrangements resulted in nationalised industries favour-
ing the interests of the producers, as did public services. Margaret Thatcher
terminated the Attlee settlement at the 1979 general election, when her gov-
ernments promised to tackle the problem of inflation, reduce government
debt, and develop markets to remedy the failures of government - a saga of
neoliberalism’s advance. That is the subject of the next chapter.
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5. Neoliberalism and the new Thatcher
settlement

Contemplation of an optimal system may suggest ways of improv-
ing the system, it may provide techniques of analysis that would
otherwise have been missed and, in certain special cases, it may go
far to providing a solution. But in general its influence has been per-
nicious. It has directed economists’ attention away from the main
question, which is how alternative arrangements will actually work
in practice. It has led economists to derive conclusions for economic
policy from a study of an abstract model of a market situation.

Ronald Coase!

The Attlee settlement developed out of a post-war consensus across the three
main political parties. In stark contrast, Margaret Thatcher aimed to impose a
new, neoliberal ideological settlement. She did not, however, make that appar-
ent on Friday, 4 May 1979, when, standing on the threshold of 10 Down-
ing Street after winning the 1979 election, she offered a healing government
for Britain:

I would just like to remember some words of St. Francis of Assisi
which I think are really just particularly apt at the moment ...
Where there is discord, may we bring harmony. Where there is
error, may we bring truth. Where there is doubt, may we bring faith.
And where there is despair, may we bring hope.>

This prayer in fact dates from seven centuries after St Francis of Assisi had
died. It was published, in 1912, in a small spiritual French magazine (called La
Clochette — The Little Bell).> Two years after Thatcher had promised to bring
harmony and hope, her policies had so devastated parts of Britain that there
were street riots — in London (Brixton) and Liverpool (Toxteth). Later, her
catastrophic flagship reform of local government finance, the poll tax in 1990,
also resulted in riots in Trafalgar Square.*
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The Conservatives’ election campaign in 1979 was helped by the aggressive
advertising of Saatchi and Saatchi - then the hottest advertising company in
Britain. Figure 5.1 shows its most memorable poster, ‘Labour isn't working’
It vividly captured the failure of Labour government of 1974 to 1979 as the
first since 1945 to fail to deliver on the commitment of the 1944 Employment
White Paper to ‘a high and stable level of employment’. * There had been a trou-
bling uptick in unemployment (from around 5 per cent to nearly 7 per cent
in 1979). Yet Figure 5.2 demonstrates that the new Conservative government
then converted this slippage into a post-war record level of unemployment: the

Figure 5.1: Conservative campaign poster for the 1979 general election
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Source: Poster produced by Saatchi & Saatchi for The Conservative Party.®

Figure 5.2: UK unemployment (%), 1946—2015
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percentage of the workforce unemployed increased dramatically to nearly 12
per cent in 1983, and it was not until 1996 that it again fell below 7 per cent.

So, why did the Thatcher government go on to win elections in 1983 and
19872 Her answer was TINA: There Is No Alternative. Alwyn Turner explains
that this stance applied to both the lack of serious competition from potential
rivals in the Conservative Party and a divided opposition.® A ferocious left—
right internecine row within the Labour Party resulted in a substantial group
of MPs and voters moving to the new Social Democratic Party.’ As a result,
Margaret Thatcher remained prime minister from 1979 until 1991, when she
lost the support of Conservative MPs and members of her cabinet. Her three
successive Conservative governments developed the Thatcher settlement fur-
ther by rolling back the role of the state and replacing state activities with
markets. As markets later morphed through successive waves of financialisa-
tion, the eventual result was the Global Financial Crisis of 2008, which hit the
UK especially hard. I focus here on four of the Thatcher settlement’s distinc-
tive impacts:

o subjecting the economy to reforms inspired by neoliberal ideology,
especially ‘monetarist’ economics;

o requiring industries to focus on increasing profits and shareholder
value;

o deregulating finance; and

o enabling tenants to buy council houses, thus ushering in the near-
complete financialisation of the housing market.

Carolyn Tuohy argues that the consequence of a political settlement is an ‘acci-
dental logic’ that shapes how policy develops.' In this chapter I give an account
of how the ‘accidental logics’ of neoliberalism played out at a macro-level
in its systems of governance based on ‘monetarism’ and financialisation.

5.1 The ideology of neoliberalism

Friedrich von HayeK’s The Road to Serfdom was published in 1944."" Accord-
ing to the Margaret Thatcher foundation, this

became part of her enduring outlook. In fact one can argue that
few books influenced her more deeply at any point in her life ...
she found herself exposed to one of the most effective and cou-
rageous political works ever written, a head-on assault against
socialism, the fashionable cause of the day, an armed doctrine at
the height of its power ... She absorbed deeply HayeK’s idea that
you cannot compromise with socialism, even in mild social dem-
ocratic forms, because by degrees socialism tends always to totali-
tarian outcomes, regardless of the intentions, professed or real, of
its proponents."



112 HOW DID BRITAIN COME TO THIS?

Two years younger than Aneurin Bevan, von Hayek was the diametri-
cal opposite of his vision of democratic socialism in Britain. Bevan had left
school before he was 14 and witnessed the suffering of the mining commu-
nities caused by unemployment and the ‘means test” in the 1930s. Von Hayek
had studied at the University of Vienna and experienced hyperinflation that
destroyed the middle class. (The exchange rate of Austrian crowns for one
US$ inflated from 16 to over 70,000 between 1919 and 1923.") Von Hayek
became a key developer of the Austrian School of Economics of Ludwig von
Mises, and joined Lionel Robbins as a professor in LSE’s Economics Depart-
ment in 1931. Von Hayek addressed The Road to Serfdom to ‘socialists of all
parties’ and argued that: ‘Few are ready to recognize that the rise of fascism
and Nazism was not a reaction against the socialist trends of the preceding
period but a necessary outcome of those tendencies’'* Von Hayek set out the
ideological foundations for rolling back the state and abandoning Keynesian
economics. Whereas classical liberalism prioritised political institutions, neo-
liberalism in Britain followed von Hayek’s argument that impersonal markets
are the chief means of securing popular welfare and personal liberty.”

In 1945 von Hayek was lionised in the US as a protagonist in the fight against
Franklin Roosevelt's New Deal of the 1930s: the Reader’s Digest published a
condensed version of The Road to Serfdom.' Thousands came to hear his pub-
lic lectures."” Gary Gerstle summarised neoliberalism in the US as ‘grounded
in the belief that market forces had to be liberated from government regula-
tory controls that were stymieing growth, innovation and freedom’'® Roo-
sevelt had put into practice Keynes’s ideas to end the slump,

founded on the conviction that capitalism left to its own devices
spelled economic disaster. It had to be managed by a strong central
state able to govern the economic system in the public interest.”

The economics of Keynes was, for Aneurin Bevan, an existential threat to
socialism (see Chapter 3). But in the US the first American university text-
book to set out Keynes’s ideas, Elements of Economics, was described as ‘a sort
of second edition of Karl Marx’s book “Capital” and under pressure dropped
from the curricula of American universities and ceased publication.” The
febrile antagonism to communism in the 1940s and 1950s culminated in
hearings of the House Un-American Activities Committee (HUAC), where
US Senator Joseph McCarthy of Wisconsin notoriously asked: ‘Are you now
or have you ever been a member of the Communist Party of the United
States?” A Republican congressman requested that HUAC launch an investi-
gation into the author of Elements of Economics.*!

In 1947, von Hayek invited like-minded individuals to the Swiss mountain
village of Mont-Pelerin and 39 thinkers came. That turned out to be the inau-
gural meeting of the Mont Pelerin Society (MPS).”* Lionel Robbins drafted
its Statement of Aims, which began ‘“The central values of civilization are in
danger’” The statement identified as threats to these values ‘a decline of belief
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in private property and the competitive market, because ‘without the diffused
power and initiative associated with these institutions it is difficult to imagine
a society in which freedom may be effectively preserved. It continued that ‘a
decline of belief in private property and the competitive market’ posed threats
to ‘the central values of civilization’** By November 1947, the MPS was formally
registered in the United States as a non-profit corporation with the purpose:

To study and promote the study of political, economic, historical,
moral and philosophic aspects of civil society having a bearing
upon the institutional and organizational conditions compatible
with freedom of thought and action.”

The MPS played a vital role in defining neoliberalism.” One later influential
member of the MPS was Sir Antony Fisher, who founded the UK’s Institute
for Economic Affairs (IEA) in 1955.” And, in 1981, he founded the Atlas Eco-
nomic Research Foundation, which became an international network of over
500 right-wing think tanks in 90 countries, who share the vision ‘of a free, pros-
perous, and peaceful world where the principles of individual liberty, property
rights, limited government, and free markets are secured by the rule of law’?®

Von HayeK’s contribution to neoliberalism was ideological: to assert the
primacy of markets, and the need for rolling back the state and abandon-
ing Keynesian economics. In 1950, he moved to a chair at the University of
Chicago but was not deemed appointable in the Economics Department.” In
1974, he was awarded the Nobel Prize in Economics for his ‘penetrating analy-
sis of the interdependence of economic, social and institutional phenomena’*
The institutions of neoliberal capitalism were shaped by Nobel Prize-winning
economists who had taught and studied in the Chicago Economics Depart-
ment: Milton Friedman, Robert Lucas and Myron Scholes.

5.2 Monetarism

In 1976 (the year the British government needed an IMF loan), Friedman’s
award for the Nobel Prize in Economics cited as his major work A Monetary
History of the United States, 1867-1960.%' It praised Friedman and the Chi-
cago School for the emergence of monetarism and giving us the terms ‘money
matters’ or, even, ‘only money matters.* In his 1964 review, Charles Goodhart
(who became the Bank of England’s resident ‘monetary economist’) praised
A Monetary History of the United States, 1867-1960 for its statistical and his-
torical aspects. But he criticised the authors for basing ‘their formal analysis
completely and without compromise upon the neo-classical quantity theory
of money, as reinterpreted by the Chicago school’ His judgement was that
‘the authors do not really provide or refer the reader to evidence of sufficient
weight to support the reliance that they place upon the classical price-specie
[i.e., money] flow mechanism’*
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Paul Krugman points out that Margaret Thatcher ‘was surrounded by men
who had been really convinced by Milton Friedman’* From 1979 to 1986, her
government ‘did not announce policy goals for output, employment or infla-
tion; it simply announced targets for a broad monetary aggregate M3 (notes
and coins and bank lending)’** Goodhart correctly warned the Conservative
Party, both before they won the 1979 election and after they had been elected
as the new government, that ‘monetarism’ would fail in the UK’s monetary
and banking system.*® James Forder’s 2019 book on Milton Friedman points
out that the attempt by Friedman and Schwartz to replicate their study of the
US for the UK was heavily criticised for its failure to take into account their
institutional differences (and its weak methodology).”” Goodhart argued that
a historic relationship between aggregate measures of money and subsequent
inflation would breakdown when governments try to control the money sup-
ply. Goodhart’s law is that ‘any observed regularity will tend to collapse once
pressure is placed upon it for control purposes.*

Figure 5.3 gives the percentage increases in the measures of money supply
(based on various money measures) and the Consumer Price Index two years
later for the first 50 years of the post-war period. It shows that, with one nota-
ble exception, there was virtually no relationship between the money sup-
ply and inflation. The exception is the monetary incontinence of the Barber
boom, from 1970 to 1974 (see Chapter 4), which was followed by an alarm-
ingly high rate of inflation. Charles Goodhart explained to me that:

if you take a period which includes very volatile and extreme
changes in the money stock, you will find a close relationship in a
regression; but if you take a period in which the money stock has
fluctuated over a relatively small range, then you are likely to find
no relationship between monetary growth and nominal incomes.”

Figure 5.3 also shows that the Bank of England’s attempts to control the
money supply failed. That policy was abandoned in 1986. Friedman blamed
the failure of ‘monetarism’ in Britain on the ‘gross incompetence’ of the Bank
of England. As James Forder points out, Friedman’s policy of ‘monetarism, of
targeting the quantity of money, ‘has been rejected almost completely’*’
Within 18 months of Thatcher taking office, outputs in the manufactur-
ing sector collapsed.” Alec Chrystal argued, however, that the primary cause
of the reduction in inflation and deindustrialisation was not ‘monetarism’
but the ‘Dutch disease’ from the impact of North Sea o0il.** In the Nether-
lands, in the 1960s, the discovery of natural gas had increased the value of its
currency, which damaged its manufacturing industry and increased unem-
ployment. Figure 5.4 shows the sharp increase in value of the pound sterling
to above US$2.30 in 1980. In 1988 Hilde Bjornland examined the impacts of
North Sea oil on the economies of Britain and Norway. She explained that,
although the ‘Dutch disease’ would have been expected to have caused a
greater increase in unemployment in Norway, manufacturing declined in the
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Figure 5.3: Annual percentage increases (%) in the UK money supply and
in price levels (two years later), from 1946 to 2016
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Figure 5.4: The exchange rate of the pound in terms of US dollars
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UK and increased in Norway. She argued that these outcomes resulted from
differences in government policies. The Norwegian government directed
subsidies to maintain manufacturing output over the transitional period of
North Sea oil. In the UK, much of the revenue from the North Sea went into
paying social security payments (and existing external debts).*
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In 1987, James Alt came to the same conclusion.* He identified vital differ-
ences in the key players, their institutional capabilities, and their governments
deciding whether the key economic problem was unemployment or inflation.

o Norway. The government acted as a small country and set out to
counter its vulnerability to currency speculation. Trade unions played
a vital role in working with government on managing the transition

Figure 5.5: The distribution of UK employment across industrial sectors
from 1996 to 2016
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to maintain jobs. The government had the institutional capacity on
the supply side to target subsidies to the sectors of its economy under
greatest threat.

o Britain. The government acted as a big country in which financial
interests were paramount and their impact on the appreciation of the
pound sterling was welcomed as an effective means of driving down
inflation. Figure 5.4 shows that sterling’s rate against the US dollar
increased by a third, from 1.75 in 1977 to 2.33 in 1980. Alt argues that,
even if there had been a Labour government, it would have lacked the
institutional capacity on the supply side to target subsidies in the sec-
tors and towns where they were most needed.

Figure 5.5 shows the changes over 70 years in the patterns of employment and
unemployment in Britain. The two major sectors of employment at the start
of the 20th century, agriculture and mining, had declined to account for less
than 10 per cent by 1946. Figure 5.5 also shows that, from 1979, there was a
sharp reduction in employment in the manufacturing industry, an increase
in unemployment, and growth in services. The strongest growth was in pro-
fessional and scientific services, and miscellaneous services (which include
hotels and catering). The groups that were relatively stable were transport,
storage, information and communication, and retail and wholesale distri-
bution. Although the percentage working in insurance, banking and finance
almost doubled, it accounted for only 3 per cent in 2016.

5.3 The Global Financial Crisis: made in Chicago?

For Milton Friedman, the principle that ‘only money matters’ was the basis of
his ‘fundamentally subversive doctrine, as he argued in an influential leader
in the New York Times in 1970:

there is one and only one social responsibility of business - to use its
resources and engage in activities designed to increase its profits so
long as it stays within the rules of the game, which is to say, engages
in open and free competition without deception fraud.*®

He went on to say that businessmen who interpret the ‘social responsibilities’
of business to include ‘providing employment, eliminating discrimination,
avoiding pollution ... are ... preaching pure and unadulterated socialism’
A risk to this slant was that senior executives might not agree: they might
believe that their corporations also ought to serve stakeholders other than
shareholders, such as customers, employees, creditors and the environment.
In 1976 the economists Michael Jensen and William Meckling aimed to offer
a solution to that problem by linking the remuneration of senior executives to
increases in shareholder value.”



118 HOW DID BRITAIN COME TO THIS?

Figure 5.6: Five ways to maximise shareholder value (MSV)
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In the neoliberal world of perfectly competitive markets, economic insti-
tutions supposedly create incentives to reduce costs and improve quality, as
illustrated in the left part of Figure 5.6. That has not been the consequence
when corporations are governed with the sole objective of maximising share-
holder value (MSV), as described by Rana Foroohar in the US* and Mariana
Mazzucato in the UK. The right part of Figure 5.6 illustrates the dysfunc-
tional outcomes. For example, what ought a firm do with its profits: invest in
the company or buy back shares? The former is risky, but the latter is a sure
way of increasing shareholder value. (By definition, the value of a share is
the total value of the firm divided by the number of shares.) General Electric
(GE) used to be a $600 billion behemoth in the US. William Cohan attributes
its demise, via being broken up for disposal, to cost-cutting, outsourcing and
financial speculation.*® The next chapter gives examples of how financial engi-
neering by financing dividends by increasing debt undermined the outsourc-
ing of care homes and the privatisation of water in England. As Martin Wolf
argues, the consequences of corporations becoming ‘appendages of financial
markets’ changed ‘every aspect of corporate behaviour - its goals, its internal
incentives, and the identity of those in charge’™

In the US, financial services were deregulated from 1987, under Alan Green-
span as chairman of the US Federal Reserve. This sea-change was justified by
the theory of ‘rational expectations, developed by Robert Lucas, for which he
was awarded the Nobel Prize in Economics in 1995. His theory is based on the
‘efficient-market hypothesis’: the price of a financial asset reflects all relevant
generally available information.* In 1973, Fischer Black and Myron Scholes
developed a formula that could put a price on a financial contract when it still
had years to run, for example a 20-year mortgage. The Black-Scholes formula
takes into account four variables: the time the mortgage has to run, the price
of the house on which the mortgage is secured, the risk-free interest rate, and
volatility over what the future price of the house might be.® In 1994, Robert
Merton (another option-pricing expert) joined Myron Scholes as partners in
the hedge fund Long-Term Capital Management. In 1995, Fischer Black died.
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In 1997, Scholes and Merton shared the Nobel Prize in Economics for a new
method to determine the value of derivatives:® In 1998, Long-Term Capi-
tal Management (LTCM) collapsed. Alan Greenspan, the then chairman of
the Federal Reserve, organised LTCM’s rescue by a consortium of banks.”
Naseem Taleb argued that LTCM’s collapse clearly showed that the way the
Black-Scholes formula modelled volatility was vulnerable to ‘highly improb-
able’ outcomes - ‘black swans’*®

Two great economists of the 20th century had emphasised the vital distinc-
tion between risk, which can be quantified and modelled (for example, the
likelihood of outcomes of throws of a dice), and future uncertainty, which
cannot (for example, the future state of the economy). One was Frank Knight
at the University of Chicago.”® (He had opposed von HayeK’s appointment to
its Economics Department because the market could be equally inefficient
as government.®®) The other was John Maynard Keynes in The general the-
ory of interest, employment and money.5' John Kay and Mervyn King point
out that Milton Friedman decided that Knight and Keynes were wrong:
Friedman asserted that uncertain outcomes could be modelled using prob-
ability theory.®* Kay and King highlight how those who followed Friedman
in developing derivatives were incapable of recognising the vital distinction
between their models of risk and uncertainty.® On 13 August 2007, as the
Global Financial Crisis began to bite, David Viniar, the chief financial officer
of Goldman Sachs, claimed that they were seeing market outcomes each day
that were 25 standard deviations from their mean prediction. Kay and King
point out that there are not enough days in the history of our universe for an
outcome with that daily probability to happen.®

In 2003, Robert Lucas began his presidential address to the American Eco-
nomic Association by stating that the ‘central problem of depression preven-
tion has been solved, for all practical purposes, and has in fact been solved for
many decades.® In that year, John Kay had asked whether ‘history will judge
whether Greenspan was the man who made millions of American rich -
or the man who couldn’t bear to tell them they had only imagined it?’* In
2005, the US monetary and financial elite met to celebrate Greenspan’s retire-
ment at their annual conference at Jackson Hole, Wyoming. Raghuram Rajan
had the temerity to present his paper at that conference, asking, ‘Has Finan-
cial Development Made the World Riskier?’” He argued that the deregulated
financial system was vulnerable to a catastrophic meltdown. Larry Summers,
a former Treasury secretary, described Rajan’s advocacy of increased financial
regulation as Luddite - like advocating giving up air travel because of a fear
of crashes.®® For the rest of the conference, Rajan felt like ‘an early Christian
who had wandered into a convention of half-starved lions. What troubled
him most was that his ‘critics seemed to be ignoring what was going on before
their eyes’® Rajan argues that successive federal governments in the US,
under Presidents Bill Clinton and George W Bush, used subprime mortgages
to enable the poor to buy houses that would increase in price and make them
feel better off.” This was the neoliberal solution to the problem of stagnant or
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declining median incomes and the creation of the precariat: the ‘large swathe
of low-wage, low-skill, low-progression service-sector employment, often
with poor labour standards’”

Markovits describes how decisions on whether to offer a mortgage used
to be made deliberatively in the US, by an army of mid-skilled professional
loan officers who had the ‘educational and social background commensu-
rate to their solidly middle class status.’”> They exercised ‘independent judge-
ment about the economic wherewithal and reliability of particular borrowers
and the value of particular houses to ensure that each loan was providently
made’. They took into account not only taxable income and loan-to-value
ratio but also assessments of the ‘borrower’s character and standing in the
community’” Under those institutional arrangements, few investments were
as ‘safe as houses’ as prices reflected ability to pay. After financialisation, the
decisions to offer mortgages changed radically:

A rump of gloomy Main Street workers collect data to fill in boil-
erplate loan applications. And a small elite of Wall Street workers
‘correct’ for the inaccuracies of initial loan decisions by repackaging
loans into complex derivatives that quantify, hedge, and reallocate
the risks of improvident originations.”

Naseem Taleb had expected that the collapse of Long-Term Capital Manage-
ment would end the use of the Black-Scholes formula to value risk in finan-
cial derivatives. But, as Katharina Pistor explains, the way the institutions of
financialisation work, banks kept the profits when their risk models worked
and governments socialised the losses when they failed.” That is why, as Ian
Stewart described, banks hired mathematically talented analysts to develop
the Black-Scholes formula into ‘ever-more complex financial instruments
whose value and risk were increasingly opaque’’® As Pistor argues, the credit
rating agencies gave derivatives credibility and have ‘largely escaped liability
for their use of misleading labels’ Their core argument is ‘that they are in the
business of offering opinions, and their utterances should therefore enjoy the
protection of free speech under the US constitution’s First Amendment.”” By
2007, the international financial system was trading derivatives valued at one
quadrillion dollars (that is, $1,000,000,000,000,000) per year. (This is 10 times
the total worth, adjusted for inflation, of all products made by the world’s
manufacturing industries over the last century.)”® Even with Pistor’s example
of a credit risk manager charging the seemingly modest fee of 0.015 per cent,
that would generate $15 billion in annual fees.

Financialisation changed the price mechanism for American houses from
being determined in a normal market, in which increases in prices reduced
demand, to a speculative market, in which increases in prices fuelled demand.
When people with subprime mortgages were unable to make their monthly
payments, the house of cards of financial derivatives progressively collapsed.”
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On 15 September 2008, the scale of exposure of US investment bank Lehman
Brothers to defaults on subprime mortgages resulted in its bankruptcy and
the Global Financial Crisis became locked in.** In October 2008, Alan Green-
span, in his evidence to Congress, recognised that there had been a ‘flaw’ in
his thinking. But he believed that the kind of heavy regulation that could have
prevented the crisis would have damaged US economic growth.®

In December 2009, Paul Volcker, Greenspan’s predecessor as chairman of
the US Federal Reserve, said that he wished ‘somebody would give me some
shred of evidence linking financial innovation with a benefit to the economy’
- his favourite financial innovation was the ATM.** Mariana Mazzucato points
out that, before the 1970s, in economics, the financial sector was treated as ‘a
value extractor’® Paradoxically, by the time of the Global Financial Crisis of
2008, that had changed in the national accounts of most countries so that the
sector added value.®* Martin Wolf lays out the impact of the Global Financial
Crisis on trust in the institutions of capitalism:

Many members of the public came to believe that these failings
were the result not of stupidity but of the intellectual and moral
corruption of decision makers at all levels - in the financial sec-
tor, regulatory bodies, academia, the media and politics. They also
saw the resources of the state used to rescue both banks and bank-
ers — the architects as they saw it of the disaster — whilst they (and
those they loved) suffered large losses through foreclosure, unem-
ployment, a prolonged period of stagnant or declining real wages
and fiscal austerity. Finally, they also saw that while institutions
were forced to pay huge fines, essentially nobody (or nobody of any
importance) was punished for what had happened.®

Katharina Pistor explains that this is what the legal rules of the game that
underpin the financialised institutions of capitalism were designed to do.*
She cites the analysis by the late legal historian Bernard Rudden. He argued
that, although the common law of property originated in extractive feudal
societies, its ‘feudal calculus still lives and breeds, but its habitat is wealth not
land’¥ The law of limited liability is designed to protect the wealth of share-
holders so that their exposure to risk from investing in a firm is limited to the
price they paid for their shares: that is, shareholders have legal protection to
retain all dividends paid prior to when a firm goes bankrupt. Katharina Pistor
describes how financialisation has offered opportunities for creative use of
the law of limited liability, so a holding company is protected from having to
repay dividends from its subsidiaries when they go bankrupt.®® Tooze quotes
the CEO of Citigroup telling journalists in the summer of 2007: ‘as long as the
music is playing you've got to get up and dance. We're still dancing’® When
the music stopped, the banks in the US were made offers so attractive that
they would have been unwise to refuse.”
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In 1982, Lehman Brothers in the US was the first major investment bank
to convert from a partnership to a public company. It ‘along with other finan-
cial intermediaries developed the legal partitioning of assets with the help
of corporate law into an art form’*" The parent holding company of Lehman
Brothers had 209 subsidiaries in 26 jurisdictions. Sixty were in the US state of
Delaware, which has particularly ‘nimble’ rules that allow a corporation to pay
dividends to shareholders ‘even when this may be detrimental for its long term
survival’®* During the financial crisis of 2008 the purpose of the US govern-
ment’s Troubled Asset Relief Program (TARP) was to implement programmes
to stabilise the financial system. Viral Acharya et al found that, ‘in the 2007-
2009 period, all the banks which had received TARP funding [Congressional
relief payments] had paid at least 45 per cent of the amount as dividends in
2007-2009>% Pistor describes how the elaborate scheme developed by Lehman
Brothers, its Regulation and Administration of Safe Custody and Local Settle-
ment (RASCALS), was designed to protect a new company, LBF, against claims
of creditors after Lehman Brothers went bankrupt. The case was brought
in a London Chancery Court and presided over by the Chancellor, and:

When the creditors argued that the entire scheme was a scam
and should simply be set aside, the Chancellor was in disbelief ...
Like the chancery courts of the eighteenth century, which had sided
with the landed elites, he had few qualms about parties using the
law to their own private benefits, even if this put the entire system
at risk.*

In March 2023, the Silicon Valley Bank collapsed. Paul Krugman in the New
York Times observed:

Just a few years ago, S.V.B. was one of the midsize banks that lob-
bied successfully for the removal of regulations that might have
prevented this disaster, and the tech sector is famously full of liber-
tarians who like to denounce big government right up to the minute
they themselves needed government aid.”

John Thornhill in the Financial Times observed:

[The] fiasco also shines an unforgiving spotlight on the hypocrisy
of some of the biggest venture capital players on both sides of the
Atlantic, who privately urged their portfolio companies to pull their
money from the bank and then later publicly called for government
support ... Just like many of the banking titans after the global
financial crisis of 2008, tech tycoons appear to favour the privatisa-
tion of profits and the socialisation of losses.”
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5.4 The financialisation of the UK’s economy after Thatcher

Eichengreen’s explanation of why Britain had descended in rankings of real
per capita incomes, from second in 1950 to 10th by 1979, was the country’s
lack of networks of investment banks lending to large enterprises that chal-
lenged unions in implementing the technologies of modern mass produc-
tion.” What changed after 1979 was financialisation, with the dysfunctional
outcomes summarised in Figure 5.6.° Anthony Warwick-Ching describes
how, in the 1980s, many UK companies were acquired by European enter-
prises in transactions that were generously remunerative to those in Britain
who organised them.” And John Kay showed how acquisitions and mergers
resulted in the demise of the chemical giant ICI.'* Financial services were
deregulated in the UK in 1986, following the ‘big bang’ in the City of London.

Kay has set out how financialisation destroyed the mutual financial institu-
tions and partnerships (such as building societies in the UK) that used to play
a vital role in every country as trusted providers of retail financial services.
For their partners and members, this realised financial returns in the short
term but it resulted in the loss of goodwill and trust that had been estab-
lished in these institutions over many years. There was a transformation from
a ‘risk-averse culture of mutual and partnership’ to the ‘competitive machismo
in the public company’*®* Simon Lee has pointed out that in the UK, after
the demutualisation of the building society Northern Rock in 1997, the new
housing bank financed an aggressive sixfold increase in its assets over the fol-
lowing decade through borrowing and debt. During the first half of 2007,
Northern Rock accounted for nearly 10 per cent of total mortgage lending
in the UK. As 80 per cent of its funding was from wholesale markets used by
banks, it faced an impending crisis as that market froze in August 2007. After
the BBC reported its problems there was, in September 2007, the first run
on the deposits of a bank in the UK since 1878.2 But the primary cause of the
UK’s subsequent homegrown financial crisis was the loss of £24 billion accu-
mulated from a disastrous series of takeovers by the Royal Bank of Scotland,
led by Sir Fred Goodwin, who retired early at age 50 with a pension fund of
£17 million.'”

In 1997, Gordon Brown had a recurrent dream that his economic policies
based on ‘the bedrock of prudent and wise economic management for the long
term’ would avoid ‘the shifting sands of boom and bust’ and create the ‘firm
foundations [to] raise Britain’s underlying economic performance’. He repeated
variations on that dream in speeches every year to 2007, when he described his
mission to build a ‘dynamic and competitive enterprise economy’ by ‘build-
ing on our hard-won stability’!** In 2006, when the price of a typical house
increased by £45 a day, Gordon Brown described the UK’s ‘light touch system
of regulation’ as ‘fair, proportionate and increasingly risk based’!* In 2007, he
envisaged ‘a new golden age for the City of London’ enabling Britain to become
‘one of the greatest success stories in the new global economy.**
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Michael Barber (an adviser to both the Blair and Cameron governments)
likened Treasury forecasts to Joseph’s interpretation of Pharoah’s dream in the
Bible:'” ‘Seven thin kine [cows] ate seven fat kine, and thin ears of wheat
devoured good ears of wheat’' Joseph’s interpretation of Pharoah’s dream
was that there would be seven years of feast to be followed by seven years of
famine. Pharoah asked Joseph to put into practice Keynes’s principle of bal-
ancing the Egyptian economy over the economic cycle: to ‘gather all the food
of those good years that come, and lay up corn ... And that food shall be for
store to the land against the seven years of famine. In the years of famine, ‘all
countries came into Egypt to Joseph for to buy corn; because that the famine
was so sore in all lands’'® Pharoah’s dream correctly predicted an economic
cycle, but Treasury forecasts did not. In November 2008, Queen Elizabeth
opened LSE’s New Academic Building, and famously asked the assembled
economists about the Global Financial Crisis of 2008: ‘Why did nobody see
this coming?™*

Simon Lee points out that, prior to the Global Financial Crisis, the UK
enjoyed 59 successive quarters of sustained economic growth, which was
driven mainly not by investment but by consumer demand financed by debt.!"!
Hence the need for a prudent economic policy to build up a surplus to help
cushion the economy through the Global Financial Crisis. That economic sin
of omission allowed the Conservative-Liberal Democrat government (2010-
15) to blame the Blair/Brown governments for the crisis, attributing it to their
profligacy in public spending in order to justify their policy of austerity. Mar-
tin Wolf argues that its excessive severity undermined our public services and
prolonged the recession in the UK, and its devastating impacts on the areas
‘left behind” is why people there voted for Brexit, which then worsened their
plight.'?

Figure 5.7 compares the UK’s GDP per capita as a percentage of that of
Germany, France and Italy between 2016 and 2022. It shows that, after Brexit,
it is not just parts of the UK areas that are now left behind but the whole
country. The UK has lacked the economic growth so vital to generate the
funding to repair the damage austerity has inflicted on our fragile public
services. Economic growth depends on increases in productivity. Nicho-
las Crafts and Terence Mills found that, over the decade to 2018, the UK’s
productivity was 20 per cent below the pre-2008 trend. That fall is without
precedent in the past 250 years.'”’ Anna Stansbury, Dan Turner and Ed Balls
attributed the UK’s low productivity to a shortage of degrees in science,
technology, engineering and mathematics; inadequacies in transport; and
support for innovation outside, and unaffordable housing within, England’s
golden triangle.""* Indeed, as Martin Wolf argued, given the UK’s unprece-
dented decade of a low increase in productivity, the only way that the UK
looks like solving the long-standing problem of regional inequalities is by
levelling down.'?
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Figure 5.7: GDP per capita for the UK as a percentage (%) of that in
Germany, France and lItaly, in 2016 and 2022
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In 2021, the UK was ranked by the OECD as 20th for real GDP per capita
(just ahead of Malta) and eighth for income inequality.!”” Britain is now a
relatively poor, unequal country. Analyses by Financial Times journalist John
Burn-Murdoch showed that the rich are doing fine. In 2019 (pre-Covid-19),
the top 10 per cent of households in the UK and Germany had similar
incomes, of over $120,000 (in US dollars at 2020 purchasing power parity).
But the incomes of the bottom 5 per cent of people in the UK was $15,900,
over 20 per cent lower than the same group in Germany."® By 2023, the US
and the UK were outliers in inequality and getting worse:

Real wages in the UK are below where they were 18 years ago. Life
expectancy has stagnated, with Britain arcing away below most
other developed countries, and avoidable mortality — premature



126 HOW DID BRITAIN COME TO THIS?

deaths that should not occur with timely and effective healthcare
— rising to the highest level among its peers, other than the USA,
whose opioid crisis renders it peerless.'’

5.5 Financialisation of housing in the UK

After Aneurin Bevan’s dream of making public housing as central to the people
of Britain as his NHS turned sour (see Chapter 4), one of the central planks of
Thatcher’s appeal to voters was the right to buy scheme, which seemed to give
tenants of council-owned housing autonomy from badly run councils and
standard-colour front doors. Depending on the duration of their tenancy, the
scheme allowed council tenants discounts ranging from 33 per cent of market
value (at three years) to 50 per cent (at 20 years or more).'? The sitting tenants
who bought their houses were now able to make their own alterations and
improvements more easily. If they wanted to move on elsewhere, to another
city or just a smarter part of town, they could sell up and recoup the full
value of their house - creating over time a massive increase in family finances.
Under the Thatcher governments, the number of new council houses built
in England fell from 75,000 in 1979 to 8,000 in 1991; and under subsequent
Conservative and Labour governments it further reduced to a rump."* Own-
er-occupation in the UK peaked at 72 per cent in 2001 and, by 2006, the stock
of council and socially rented homes had almost been halved.'* This chapter
concludes by looking at the consequences of Margaret Thatcher’s ‘right to buy’
scheme after the housing market became financialised. This has enabled the
children of the rich, with access to the bank of mum and dad, to afford to take
up offers of ‘glossy’ jobs in England’s golden triangle, and thus entrenched
geographical inequalities.

Anna Minton has argued that the country’s crisis from the lack of affordable
homes is chiefly due to three policies enacted by the Blair-Brown govern-
ments (1997 to 2010).' First, they continued the right to buy. Many former
council houses and flats were then bought by new generations of private land-
lords who rented them out, at the bottom of the market, often to people who
qualified for housing benefit welfare payments. By December 2022, private
rents in 48 council areas were classed by the Office for National Statistics as
unaffordable when compared with average wages.'” Second, New Labour
reduced the building of council houses to less than half those of the Thatcher
years (below 8,000 homes per year on average). From 1991, local authorities
accounted for at most 1 per cent of completions (see Figure 4.4 in Chapter 4).
Third, they expanded private renting by encouraging ‘buy to let mortgages.
These increased in number and value from under 50,000 and £4 billion in
2000, to 350,000 and £46 billion in 2007.

The Global Financial Crisis reduced the number of new houses completed
by private builders in England from 150,000 in 2007 to 83,000 in 2010. In
2012, the number of new houses built was still only 60 per cent of the number
in 2007.'* In 2013, the UK government introduced a ‘Help to Buy’ equity
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loan scheme for a new-build house or flat worth up to £600,000 that was to
be the owner’s primary residence. In 2019, the National Audit Office (NAO)
found that the scheme increased housing supply and home ownership and
had a negligible impact on house prices, but fewer than 40 per cent of buyers
using the scheme actually required it."** When the Chancellor of the Excheq-
uer, George Osborne, launched the ‘Help to Buy’ scheme he promised that
this would deliver ‘a great deal for homebuyers’ and ‘a great support for home-
builders. As the Financial Times observed, it ‘certainly delivered on the sec-
ond’'”” The NAO found that ‘[t]he scheme has supported five of the six largest
developers in England to increase the overall number of properties they sell
year on year, thereby contributing to increases in their annual profits.'*® One
of them, Persimmon, received the largest individual share (nearly 15 per cent
of Help to Buy sales between 2013 and 2018), with 60 per cent of all its sales
financed by the scheme.'” Its share price-linked bonus scheme made Persim-
mon’s chief executive, Jeftf Fairburn, ‘the UK’s highest paid chief according to
annual reports’ in 2017. His pay and bonuses were: £2 million in 2016, nearly
£46 million in 2017, and £39 million in 2018. Total payments to Persimmon’s
executives from share price-linked bonus scheme were £444 million.'*

Did this high pay reflect the quality of Persimmon’s products? In April 2019,
the Financial Times reported that Persimmon ‘recently scored the lowest of
all the major housebuilders in the Home Builders Federation’s annual cus-
tomer satisfaction survey. Following its executive pay scandal and concerns
over build quality, the new chairman of the board of Persimmon announced
‘an independent review of its culture, workmanship and customer care’'*!
When the findings of the independent review were published, a leader article
in the Financial Times described the report as ‘devastating’ and highlighting
all that was wrong with a company driven only by the pursuit of profit, share-
holder value and remuneration of senior executives:

It has laid bare a corporate culture driven by greed, one with a
focus on buying as much land as possible and selling the houses it
built as quickly as possible rather than on building quality homes.
It lays bare a litany of failings, from a reliance on box-ticking to
the absence of systems to inspect work in progress. Even worse, the
company had a ‘nationwide problem of missing and/or incorrectly
installed cavity barriers in its timber frame properties’ to help to
prevent the spread of fire. Given that the company has in the past
10 years achieved stellar stock market success, and in the process
made Mr Fairburn and other executives extremely rich, it is doubly
telling that careful independent scrutiny has found that it has no
central purpose. The only purpose, it might be inferred, has been
the creation of that wealth.'*

The financialisation of housing generates high profits for builders, with
unprecedented levels of returns to shareholders through dividends. Jonathan
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Eley reported in the Financial Times that BP’s return of 30 per cent on average
capital employed, for 2022, was similar to that for the UK’s largest house-
builder, Barratt Developments, for the half-year to December. As he observed,

The profitability of the companies that turn patches of earth into
habitable dwellings has attracted less attention than that of the oil
titans who turn hydrocarbon sludge into fuel, but it has been no less
remarkable.'®

Tom Archer and Ian Cole pointed out that the Persimmon deal was ‘just one
end of a spectrum in the trend of rapidly inflating pay outs for senior execu-
tives across the housebuilding sector’'** They estimated that, after the Global
Financial Crisis, the average profit by private builders on each completed
house increased from £6,000 in 2009 to over £60,000 in 2017.** That profit is
about twice the median family income.'*

The UK’s financialised housing market is designed to create shortages. The
supply is restricted, because, in seeking to maximise shareholder value, build-
ers require a high hurdle for returns on investment."” Demand is restricted
because the prices of ‘affordable’ housing are defined with reference not to
earnings but to prevailing market rates — up to 80 per cent.”*® Wendy Wilson
and Cassie Barton estimated that, in 2021, median house prices in England
were over nine times higher than median full-time earnings.”® The least
affordable area was the London borough of Kensington (where Grenfell
Tower burnt down) where median house prices were 28 times higher than
median full-time earnings.'*® Oliver Bullough devotes a chapter in Money-
land to high-end property, pointing out that, over 22 years from January 1995,
‘the average price of a property bought in Kensington and Chelsea rose from
£180,000 to more than £1.8 million’'"!

High-end property is one of the commodities of Ajay Kapur’s ‘plutonomy’,
that is, an economy, like those of the US and UK, that is ‘driven by massive
income and wealth inequality ... where the rich are so rich that their behavior
... overwhelms that of the “average” or median consumer’. He foresaw that, in
a plutonomy, these inequalities ‘would likely drive a positive operating envi-
ronment for companies selling to or servicing the rich’ where ‘rising tides lift
yachts’'*> Kapur showed that over 30 years from 1976 the rate of increase in
prices of luxury goods items was twice that of general inflation. Plutonomy
explains why, as Minton observes, the incentives generated in the UK’s hous-
ing market are to build complexes of small luxury apartments in London that
are sold off plan to foreign investors. They are unaffordable to most London-
ers, let alone people in the rest of the country.'** She quotes property consult-
ants Savills’s description of the ‘champagne tower effect’:

Billionaires displace multi-millionaires from the top addresses,
so they in turn displace millionaires. Equity migrates to the more



NEOLIBERALISM AND THE NEW THATCHER SETTLEMENT 129

peripheral areas of the capital and, eventually, out of the capital to
the rest of the UK.

A January 2020 Guardian leader on the UK’s housing crisis drew attention to
the rows of ‘ghost houses’ in London and pointed out that additional levies
for foreign buyers of houses is one way in which governments in Canada,
Singapore and Australia tackle their housing crises and ‘create a win-win sit-
uation for everyone.'* It would lead to foreign investors leaving, a cooling
of house prices, and hence more affordable homes. But a British government
that succeeded in reducing the price of houses would not appeal to the many
voters who have had the good fortune to have been able to invest in their
own house.

Conclusions

Instead of a new social peace, the forging of a whole new policy settlement
begun by the Thatcher governments resulted in such despair that there
were riots of a kind highly unusual in the UK. Under Thatcher, neoliberal-
ism delivered Friedman’s impressive triad of toxic legacies: first, a post-war
record for unemployment in the UK following monetarist policies; second,
the demise of great enterprises forced to focus only on maximising profits
and shareholder value; and third, the nemesis of global financial crisis from
opaque financial instruments that hubristically modelled radical uncertainty.

The malign impact of financialisation on markets that used to work is exem-
plified by what happened to housing. In the 1980s, the ‘right to buy’ of council
houses was touted as a solution to a socialised system that ended in the slum
clearance/high-rise period building ‘slums in the sky’ But, 40 years on, the
financialisation of the housing market has contributed to insufficient num-
bers of houses being built in a global market where sellers aim to sell assets
to the highest bidder. That makes homeownership unaffordable to many. As
Paul Johnson notes, one consequence of high rents, high house prices and
inadequate social housing has been a doubling in the annual Housing Benefit
Bill over 20 years, to £22 billion in 2019. That is ‘the very expensive canary in
the coalmine’**¢

Yet financialisation policies have shown the cockroach’s capacity to sur-
vive the havoc they have caused. In 2023 (as I write), they still seem almost
untouchable politically. There has been no reshaping of the legacies of the
Thatcher settlement to combat the adverse effects of financialisation. The next
chapter examines the way the Thatcher governments used private markets to
roll back the state through outsourcing and the privatisation of nationalised
industries, and how these innovations then degenerated from inadequacies
in contracting and regulation. Chapter 7 considers the dysfunctional con-
sequences of marketisation in a policy sphere that proved far harder for the
state to shrug off, school education and the universities. Chapter 8 explains
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why, despite attempts by governments in the 1990s, 2000s and 2010s to intro-
duce varieties of a ‘quasi-market’ within the NHS, that policy has been aban-
doned.
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6. The ‘make or buy’ decision: the UK’s
‘parastate’ after privatisation and
outsourcing

In the last 20 years, governments in market economies through-
out the world have privatized the very state firms in steel, energy,
telecommunications and financial services that the Nobel laureates
approvingly saw nationalized a few decades earlier. Communism
has collapsed almost everywhere in the world, and reform govern-
ments throughout the formerly socialist world have embarked on
massive privatization programs. The economic policies of devel-
oping countries turned squarely to private ownership. In market
economies, government provision of such basic services as garbage
collection and education has come into question, and has increas-
ingly been replaced with private provision, though still paid for
largely from tax revenues.

Andrei Shleifer (1998)!

Neoliberal arguments over the role of the state in steering the economy were
critical in the breaking of the Attlee settlement. Chapter 5 showed how the
accidental logic of neoliberalism played out under the Thatcher settlement for
financialisation, including in the housing market. Its initial promise, under
the right to buy scheme in the 1980s, was when the market worked. It became
dysfunctional with the further development of financialisation. In this chapter
I explore the similar fates of privatisation and outsourcing after they were first
introduced with the promise of effective use of these markets in the 1980s.
Robert Lucas’s theory of rational expectations justified and enabled the
financialisation of the Thatcher settlement. It appealed to neoliberal econ-
omists for two reasons. First, it ‘proved’ that any government intervention
in the economy would be counterproductive. Second, it healed the division
that Keynes had introduced into economics between macroeconomics (steer-
ing the economy) and microeconomics (the theory of the firm).* But there
is a puzzle: if markets are as efficient and effective as required by theory of
rational expectations, why do firms exist? Furthermore, as Alfred Chandler
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argued in The Visible Hand, the economy of the US in the 20th century was
shaped by large integrated firms that were run as hierarchies.” Why didn’t
they buy what they needed in ‘spot’ markets at the lowest obtainable prices?
The way Ronald Coase resolved that puzzle enabled the development of the
neoliberal approaches that reduced the role of the state through privatisation
and outsourcing.

In the summer of 1932, when Coase was 21, he formulated the key ideas of
his article on “The Nature of the Firm, which was published five years later.* It
laid the foundation of institutional economics, and was one of the two cited in
Coase’s award of the Nobel Prize in Economics in 1991.% In that paper Coase
argued that the reason why firms exist is that there are transaction costs of
using the market, which include:

 working out the price;

« writing a contract to specify what is to be delivered;
« sharing risks over future uncertainties; and

« monitoring contracts.

Markets work effectively when none of these seem to matter - that is, when
these transaction costs are low, as in Adam Smith’s famous observation
in his Wealth of Nations, published in 1776: ‘It is not from the benevolence
of the butcher, the brewer, or the baker, that we expect our dinner, but from
their regard to their own interest’® These simple commodities illustrate Coa-
se’s argument that it often makes sense to use a market for goods. Food is an
exemplar of where markets work well. Although the production of food is
often supported by government subsidies and subject to special public health
regulations, there are some terrible lessons from when governments overreach
and try to control its production and distribution. They include the horror of
the Holodomor (famine) in 1930s Ukraine under Soviet control, with nearly
four million deaths” (see Chapter 2), and, in China, about 30 million died
between 1958 and 1962, during the ‘Great Leap Forward’ effort to collectivise
farms under Chairman Mao.*

Bowles points out that the market works when it is possible to specify what
is to be supplied in complete contracts.” That is easier to do for goods than for
services; for example, a contract with a lawyer is inevitably incomplete. One
of Oliver Hart’s many papers on the subject of incomplete contracts can be
summarised by this equation:

Incomplete contract + intense pressure on costs = quality problems."

Coase’s 1937 paper criticised the then extant microeconomic theories of the
firm for considering costs of production only, which justified the existence
of large firms in terms of the economies of scale of production. Hence his
question ‘why is not all production carried out in one big firm?’!! to which
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his answer was that such a firm would be unmanageable (as shown by the
Soviet centrally planned economy - see Chapter 2). Coase argued that micro-
economics had neglected the transaction costs of organising production of
a good or delivery of a service in the ‘make or buy decision. For example,
should BMW make the steel and run dealerships for its own cars, or should it
buy steel from other firms and sell its cars to dealers on open markets? Most
firms that make cars tend to contract for the steel they need in the market, but
manage the service of selling cars through dealership networks.

In 1937 Coase was disappointed that his ‘elders and betters” at LSE, includ-
ing the leading protagonists of neoliberalism in the UK, Lionel Robbins and
Friedrich von Hayek, showed ‘a complete lack of interest’ in the publication
of his article.”? Chandler argued, in 1977, that ‘until economists analyze the
function of administrative coordination, the theory of the firm will remain
essentially a theory of production’”® In 1988, Coase observed that his article
‘had little or no influence for thirty or forty years after it was published’* In
the years of the Attlee government, and its 1950s successors, the experience
of wartime planning still predominated and was seen as critical in modern-
ising and refounding industries of strategic national importance. One of the
perceived advantages of nationalising coal, and later steel, was the promise of
economies of scale. Yet gradually the importance of transaction costs was rec-
ognised in the development of institutional economics, with profound impli-
cations for public ownership.

An influential later framework for analysing the transaction cost economics
of ‘make or buy’ decisions was developed by Oliver Williamson, for which he
was awarded the Nobel Prize in Economics in 2009." Figure 6.1 is derived
from Williamson’s analysis of transaction costs and shows where transac-
tion costs are low and indicates where markets are expected to work well (for
example for food, meat and beer).'

Working out the implications of the Coasian approach for public sec-
tor organisations took time. The ‘make or buy’ decision of private firms
was translated via the influence of US privatisation exponents (like Shleifer
quoted at the start of this chapter) and neoliberal think tanks into a ‘new pub-
lic management (NPM)’ approach for governments.'” This doctrine asked of
every state activity whether the government should be ‘rowing or steering’ -
where rowing meant directly producing services with its own staff, and steer-
ing meant allocating contracts to other suppliers (such as firms or perhaps
non-governmental organisations).

This chapter applies the economics of transaction costs to explore the imple-
mentation of new public management in the UK. The first two sections look
at the privatisation of state-owned enterprises and consider the more prob-
lematic privatisation of vital services. The third section illustrates how some
general problems of government outsourcing contributed to the catastrophic
failure of NASA with the Challenger tragedy — notably, the ‘fundamental
transformation’ from there being competition in bidding for a contract, but a
bilateral monopoly after the contract has been awarded, plus the pressure to
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Figure 6.1: A market with low transaction costs
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economise on an incomplete contract. The final section identifies some key
problems of the UK’s ‘parastate’ as government has become so dependent on
outsourcing to contractors.

6.1 Privatising industries — coal and steel

Figure 6.1 indicates that for industries like coal or steel there would be low
transaction costs from using the market to supply what the country needs. So
was the Attlee government mistaken in deciding on nationalisation because
they were vital as ‘the commanding heights of the economy’? My first job,
in the late 1960s, was working for the National Coal Board (NCB). I had huge
admiration for the exceptional individuals who had risen to be managers of
collieries and of the West Wales area. I remember Ron Walker, who had left
his elementary school at age 14, and, as the general manager of Wyndham
Western colliery in Ogmore Vale, turned round its performance from losing
£0.5 million a year to making a profit of £0.5 million a year. I learnt that the
NCB served three vital functions for the UK that are omitted from analysis of
the transaction costs of the ‘make or buy’ decision.

First, the reason I joined the NCB was that its Operational Research Exec-
utive offered one of the best training schemes in mathematical modelling.
Alf Robens, the then chairman of the NCB, argued that it was quite appro-
priate for a nationalised industry to produce not only coal but also skilled
manpower for other industries in Britain through its apprenticeships. That
ended with privatisation.

Second, the NCB was required to operate in the ‘public interest’ by meeting
the nation’s need for coal and breaking even financially over good and bad
years. The NCB was established on 1 January 1947, at a time when there was no
alternative of oil or gas. In its early years the NCB was required to import coal
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and sell it at a loss. In planning its production to meet the future need for
coal in the 1960s, it made good forecasts of the total demand for energy but
underestimated the growth in the supply of oil. The excess investment in the
coal industry can be seen as a cost of making the UK resilient to an uncertain
future. Whether planned investments turn out to be ‘economic’ depends on
unforeseeable developments, as we have been forcefully reminded after Russia
invaded Ukraine in February 2022 and put at risk the gas supplies to Europe.

Third, in the planning of colliery closures, the NCB tried to maintain
employment in the economically vulnerable areas of Britain: Scotland, the
North East and North West of England, and Wales. These areas were where
successive post-war governments had failed to diversify industry, as recom-
mended by the 1944 White Paper (see Chapter 3). Unfortunately, because of
the geology of Britain, they were also where the uneconomic collieries were
concentrated. The most economic UK mines were in the Midlands (Notting-
hamshire and Derbyshire), where the coal seams were thicker and had few
geological faults. In the older coal seams in the rest of Britain, geological faults
meant mechanised coal faces had to stop whenever the coal seam suddenly
disappeared. The colliers would then be unable to produce coal until the seam
was refound, new underground roadways developed and the machinery to
cut coal and take it away had been reinstalled.

Figure 6.2 shows that the NCB’s output peaked at 211 million tons of coal
in 1955, and then was reduced to around 100 million tons by the start of

Figure 6.2: UK coal production (in millions of tons), from 1945 to 2003
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Figure 6.3: The numbers of coal mines and thousands of mining
employees, from 1945 to 2003
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the 1970s. Figure 6.3 shows how the decline in production was accompanied
by much greater reductions in the numbers of collieries and employees, with
sharp reductions in the 1960s. The average outputs per mine and employee
in 1947 were 196,000 and 266 tons, and in 1970 were 475,000 and 463 tons.
The NCB had managed the decline of employment in the coal industry from
over 700,000 in 1948 to around 200,000 in the early 1980s without devastating
mining communities. The nationalised Central Electricity Generating Board
had bought 40 per cent of the NCB’s coal in long-run contracts.

In the 1980s, the privatised distributors of electricity were troubled about
the security of supplies of coal. Krugman describes how the privatised gas
industry enjoyed ‘very lax control over prices. So the privatised electricity
companies, ‘in a dash for gas, developed their own supplies, which rang the
death knell of the coal industry.® Figures 6.2 and 6.3 show its demise after
the strike in 1984 to its privatisation in 1994.

In the early 1970s, the coal and steel industries employed 320,000 and
250,000. By 2020, each employed 44,000.2' That chaotic reduction ripped the
hearts out of communities that became known much later as ‘left behind, in
Scotland, Wales and the North West and North East of England. The Thatcher
government’s combination of a high exchange value for pound sterling and
privatisation increased unemployment to its peak in the mid-1980s. The South
East, East Anglia and the South West were the regions with unemployment
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rates lower than the national average. John Muellbauer and David Soskice
highlight the way in the 1980s that job losses were geographically concen-
trated, with 12 local authorities losing over 20 per cent of their jobs.?

In 2021, Aaron Atteridge and Claudia Strambo, for the Stockholm Environ-
ment Institute, looked back at the long and steady decline of the steel industry
across the UK. They argued that replacing well-paid, highly skilled jobs with
low-paid, unskilled jobs (for example, call centres and distribution centres)
showed no change in unemployment statistics. But the communities lost their
engines of prosperity and the workers their identity. Atteridge and Strambo
were bewildered that, after the closures of steelworks at Corby in 1979 and
Consett in 1980, there was no development of the railway infrastructure
needed to take advantage of Corby’s proximity to London, and Consett lost its
railway line when male unemployment was almost 100 per cent.”

Yet Atteridge and Strambo argued that in the 2020s Western governments
would be mistaken to try to stem the further decline of the steel industry. In
2019, John Collingridge pointed out in The Times that the metals tycoon San-
jeev Gupta was now the main owner of UK steel manufacturing. He was born
in India. In the early 1990s, he began studying economics at Cambridge but
switched to economics and business management to free up time to work on
starting up his company selling chemical products to Nigeria, making £1 mil-
lion a day.** In 2019, Collingridge described Gupta’s steel empire as built on:

a fragile and interdependent ecosystem: politicians desperate to
save jobs in tired industries, companies keen to shed problematic
assets, financiers eager to package and sell government subsidies,
and investors hunting for yield in the ultra-low rates environment.”

In April 2021, the Scottish government took a £161 million provision against
a guarantee of £586 million in December 2016 that ‘allowed Gupta’s fam-
ily business to acquire the smelter in Lochaber, near Fort William, and two
nearby hydropower plants from Rio Tinto. (The total size of that guarantee
only emerged after a nearly two-year freedom of information campaign by
the Financial Times.*) In July 2022, the Sunday Times pointed out that Gup-
ta’s business empire had ‘contributed less than £5 towards the £330 million
purchase of a smelting plant in the Highlands’® On 30 June 2021, Liz Truss
(then international trade secretary), under pressure from Kwasi Kwarteng
(then business secretary), overruled the recommendation made two weeks
earlier by the Trade Remedies Authority and introduced emergency legislation
to protect privatised domestic steel producers from a flood of cheap imports.?
In January 2023, the Financial Times reported that the government was:

poised to sign oft a support package for British Steel and Tata Steel UK
worth over half a billion pounds in a move that will be tied to Britain’s
two biggest steel manufacturers switching to green technology.”
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There have been a number of issues with Gupta’s GFG Alliance companies. Its
long-time auditor, King & King, ‘resigned from its role at his UK steelworks
after it was blocked from stating there was insufficient information to com-
plete its work], and King & King was ‘under investigation for previous audits
of Gupta’s companies.* The UK’s Serious Fraud Office and French police were
‘investigating over suspected fraud and money laundering. GFG has consist-
ently denied any wrongdoing’'

6.2 Privatising key service industries

Williamson’s framework (see Figure 6.1) suggests that privatising coal and
steel is straightforward compared with privatising public service industries,
where there were either small numbers of competitors (for example, elec-
tricity, gas, railways) or a natural monopoly (only one enterprise can deliver
water to any given house or enterprise). In these and other industries there
are strong network effects or economies of scale. The Thatcher governments
believed that, as the privatisation proponent Shleifer had argued, these poten-
tial market failures could all be handled by careful design of contracts and
regulation. And, in the 1980s, the privatisation of electricity, gas and water
seemed to be working. But two problems developed from financialisation of
the providers. First, the focus on making profits and increasing shareholder
value encouraged opportunism and mergers and acquisitions that reduced
competition. Second, there were weaknesses from ‘light-touch’ regulation.
In agrarian societies it paid poachers to turn gamekeepers, but the remuner-
ation packages offered to senior executives in privatised public services far
outstripped the salaries paid to the regulators.

Privatisation of energy. The regulator, OFGEM, aimed to enable compe-
tition and to drive down prices and develop new products and services for
consumers by encouraging new entrants into the delivery of electricity to
users.*”? Unfortunately, OFGEM neglected the importance of supplier resil-
ience. OFGEM’s strategy to increase the number of competitors resulted in
26 small and medium-sized operators going bankrupt, by February 2022,
from the energy price spike during the Russo-Ukraine war.** The cost to the
taxpayer for finding alternative suppliers to take on customers from just one
of these firms (Bulb) was estimated by the Office for Budget Responsibility,
in November 2022, to be £6.5 billion.** OFGEM’s chief executive, Jonathan
Brearley, recognised that they should have been ‘more careful’ about the
financial resilience of new entrants, and that ‘with hindsight we would have
done something differently’*

In 2018 and 2019, Toshiba and Hitachi decided to abandon construc-
tion of new nuclear plants in Cumbria and North Wales.*® In April 2022,
the government published a policy paper, British Energy Security Strategy.”
Michael Grubb’s expert commentary in the Financial Times highlighted its
failures in meeting the challenges of the short-term crisis over the supply of
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gas and the longer-term reconciliation of meeting the nation’s energy needs
and reducing greenhouse gas emissions.*® Gas accounts for a large amount of
electricity generation in the UK. In 2017, Centrica, the privatised UK energy
group owning British Gas, decided to close Rough, its large gas storage facil-
ity off the Yorkshire coast, because failures in its ageing wells meant that it
could no longer be operated safely. This facility accounted for 70 per cent of
UK’s gas storage capacity. That year, Andrew Ward reported in the Financial
Times that:

officials at the Department for Business, Energy and Industrial
Strategy said they were neither surprised nor worried by the loss of
Rough, arguing that the market had coped well without it over the
past year,

and that:

National Grid, which operates the UK gas transmission system, said
in its annual winter outlook last week that it was confident there
would be adequate gas supplies this winter despite the absence of
Rough.*

In November 2022, Nathalie Thomas noted in the Financial Times that Rough
had been reopened, but could operate only at about a fifth of its previous
capacity. Prior to that change, the UK’s total storage capacity could meet five
days of gas demand, compared with 112 days for France, 111 in Germany and
97 in Italy.*

Privatisation of the rail industry. In 1996, the two objectives of the Major
government when privatising rail were, according to Michael Moran’s The
British Regulatory State: to extract maximum short-term revenue, and to head
off public ownership by a Labour government in anticipation of the 1997 gen-
eral election.” The first reason is why the country has its current system of rail
operators.*” The second reason explains the haste with which privatisation was
enacted in 1996, and ‘the sketchiness of the preparation with which complex
institutional changes were implemented.*® Richard Wellings pointed out that:

In terms of transactions cost economics, the UK railway experi-
ment suggests that integration is indeed superior to fragmentation
as a mode of railway operation, and that it was no accident that
railways developed as vertically integrated entities under market
conditions. The key transaction costs of opportunism (in this case,
reducing inputs by the seller), bounded rationality (limited aware-
ness of this reduction on the part of the buyer), and the dissipation
of asset-specific (i.e. railway) skills actually increased rather than
decreased under the new approach.*
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In 2003, Moran described the ‘catastrophic condition’ of the British railway
system: the lack of a reliably timed railway network, the highest rail fares in
Western Europe, railways more deeply in debt than the old nationalised Brit-
ish Rail, and a bankrupt manager of the rail network infrastructure (Rail-
track, which had to be renationalised as Network Rail). The 2021 review of
the privatised railway system stated that ‘Around half of trains in northern
England and a third of trains nationally were late in 2019/20. This has barely
improved in the past five years.* The current regulator, the Office of Rail and
Road (ORR), aims to make the rail industry competitive and fair.** Helen Pidd
reported in The Guardian that, under the rules of the ORR, when a rail com-
pany pre-emptively cancelled trains up to 10pm the night before, these were
excluded from the company’s reported performance.

Figures obtained by the Guardian show that during the October
half-term holiday, TransPennine Express (TPE) cancelled 30 per
cent of all trains, and at least 20 per cent each subsequent week until
20 November ... Yet when it submits its performance statistics to
the [ORR], TPE will report cancellations of between 5.6 per cent
and 11.8 per cent for the same period.”

On 27 October 2022, the Mayors of West Yorkshire, Greater Manchester,
South Yorkshire, North of Tyne, and the Liverpool City Region issued a joint
statement on the parlous state of the privatised railway services in their areas:

Thousands of last-minute cancellations continue to make life mis-
erable for people in the North, and cause serious damage to the
economy ... We need an urgent meeting with Ministers to agree
a long-term plan for the future. Our transport network has been
starved of support for years. This is derailing our plans for a strong
Northern economy. We need to explore potential for more devolved
and local control of our railways so they can be integrated into pub-
lic transport systems within city-regions. If ‘levelling up’ is to be
more than a slogan under the new Prime Minister, then he must
give us the rail funding and powers we need to deliver.*

Privatisation of water and sewage. On 8 August 1989, on his appointment
as director general of water services (Ofwat), Ian Byatt explained that his
primary duty was:

to ensure that the functions of water and sewage undertakers are
properly carried out and that Appointees can finance them. Subject
to that I must protect customers, facilitate competition and pro-
mote economy and efficiency. ... But, because of the limitations on
direct competition, consumers cannot look to market mechanisms
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to protect them from unnecessarily high charges or a poor service
or both. My objective will be to achieve through regulation the same
balance as would otherwise be achieved by competitive markets.*

On 30 June 2023, a leader in the Financial Times observed that:

Running a water utility — a natural monopoly selling a basic neces-
sity to a captive market — ought not to be difficult. The terms of
England’s experiment with privatising former publicly-owned
regional water companies, where they started out with zero debt,
seemed especially propitious.®

When 10 English regional water companies were privatised, in 1989, they were
listed on the London Stock Exchange. In May 2023, The Guardian reported
that, in 2002, Chris Goodall had highlighted the regulatory risks from the
takeover of Southern Water by private equity (PE) shareholders and that,
although that report would normally have been released under the 20-year
rule, it was being kept secret. Goodall had predicted that:

Large external private equity shareholders would load the company
with debt and Ofwat inevitably would lose any regulatory control.
For example, it would prove extremely difficult to ensure that water
companies invested enough in sewage control.”

In his review of Byatt’s book in the Financial Times, in 2020, Max Wilkinson
points out that takeovers by private equity and sovereign wealth funds:

resulted in opaque and labyrinthine ownership structures, blurred
lines of responsibility, subsidiaries in the Cayman Islands, a delis-
ting of most companies and a sense that financial engineering had
become more important than providing a service.*

Chapter 1 showed that regulatory failure over the neglect of patients at Mid
Staffordshire NHS Foundation Trust was in part a result of two regulators
established at different times with different remits working independently of
each other. This chapter has also identified regulatory failure in the privatised
energy industries to secure the UK’s future supply. Both kinds of failure apply
to regulation of the financialised water industry by Ofwat and the Environ-
ment Agency. Dieter Helm described the ‘spectacular failure’ of the:

belief in light-touch regulation. So, regulators decided that the
balance sheets were a matter best left to the companies, and, even
worse, positively incentivised them to borrow by mortgaging the
assets and paying out the proceeds to investors.”
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Oliver Bullough, writing in The Guardian, in August 2022, on ‘Sewage sleuths:
the men who revealed the slow, dirty death of Welsh and English rivers,
observed:

I mainly write about corruption and kleptocracy, but what’s
extraordinary is how similar the situation around environmental
enforcement is to that around financial crime. On paper, the laws
are perfectly acceptable and regularly updated. The problem is that
they are rarely, if ever, enforced. The result is government by press
release; Potemkin enforcement; regulatory theatre; decriminalisa-
tion by underresourcing.™

Ofwat’s statutory duties include: protecting the interests of consumers; pro-
moting effective competition; ensuring the supply of water and disposal of
sewage is properly carried out and that their systems are resilient to long-term
needs.” Evidence to the House of Lords Industry and Regulators Committee
highlighted the problem of ambiguity over resilience given the pressure to
keep prices low: these have been falling in real terms for 25 years.*® The out-
come has been that ‘Under present plans, the UK will not have built a single
new major reservoir between 1991 and 2029’* The Environment Agency was
established in 1996 from the staff of Her Majesty’s Inspectorate of Pollution,
National Rivers Authority and 83 Waste Regulation Authorities from local
authorities. There is ambiguity over its primary role as a ‘champion’ of sus-
tainable development or the environment.”® The report from the House of
Lords Industry and Regulators Committee, in 2022, concluded that there has
been ‘a clear lack of effective co-ordination on issues such as Environment
Agency outputs not aligning with what Ofwat deems financeable, and ineffec-
tive information-sharing’® The development of a reservoir now recognised
‘as important strategic water resource for water security in the south-west of
England’ (Cheddar) was refused by Ofwat, after its development had been
approved by the Environment Agency in 2014.%

In his evidence to the House of Lords Industry and Regulators Committee,
Professor Ian Barker stated that ‘there has progressively been a reduction in
the grant in aid given to the Environment Agency, which means that it ‘does
not have adequate resources to monitor and enforce’® The House of Lords
Report identified the problem of over-reliance by Environment Agency on
self-monitoring by water companies.® The report showed that Ofwat and the
Environment Agency have been playing catch-up for past failures to tackle
growing problems:

In 2019 Ofwat fined Southern Water £126 million after concluding
that it had underinvested in a number of its works, leading to equip-
ment failures and sewage spills. The company had also ‘manipulated
its wastewater sampling process’ to avoid revealing the sites’ perfor-
mance and so avoid penalties under Ofwat’s incentive scheme.
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Separately, in 2021 the Environment Agency prosecuted South-
ern Water for breaches of the conditions of its permits which had
resulted in the dumping of billions of litres of raw sewage into the sea
over several years. The company admitted 6,971 unpermitted spills
from 17 sites in Hampshire, Kent and West Sussex between 2010 and
2015. The £90 million fine for the spills was the highest ever awarded
by a court for a sewage discharge permit breach.®® (emphasis added)

In July 2022, the Environment Agency’s report for 2021 gave this damning
assessment of the environmental performance of England’s water and sewer-
age companies:

In 2021, the environmental performance of England’s 9 water and
sewerage companies was the worst we have seen for years. Meas-
ured against our four-star rating, most of them went the wrong
way: down. Four companies (Anglian, Thames, Wessex, Yorkshire
Water) were rated only 2 stars, which means they require significant
improvement. Two (Southern and South West Water) fell to 1 star,
the bottom of our star ratings, meaning their performance was ter-
rible across the board.**

Numerous press reports in 2022 highlighted the issue of sewage dumping in
places like Cornwall.*® The Environment Agency called for a major strength-
ening of its enforcement powers, including:

o Courts should be able to impose much higher fines for serious and
deliberate pollution incidents - although the amount a company can
be fined for environmental crimes is unlimited, the fines currently
handed down by the courts often amount to less than a chief execu-
tive’s salary.

o Prison sentences should apply for chief executives and board members
whose companies are responsible for the most serious incidents.

o After illegal environmental damage, company directors should be
struck off so they cannot simply move on in their careers.*

In June 2023, Thames Water, which featured prominently in Oliver Bullough’s
article, was described by a leader in the Financial Times as:

a specially problematic case. Years of poor performance have com-
bined with the rising costs of servicing its £16bn debt - in part a
legacy of its previous ownership by Australia’s Macquarie, which
extracted supersized returns to leave it unable to fund all of its
projected spending in coming years ... News this week that the
government is on standby to take Thames Water into temporary
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public ownership in case of its potential collapse is another sign that
the great experiment has failed.””

Gill Plimmer and Nic Fildes, in the Financial Times, described how Macquarie
had had ‘extracted supersized returns’ from owning Thames Water from 2006
to 2017. Over that period, it took £2.7 billion in dividends and £2.2 billion in
loans, increased the pension deficit from £18 million to £380 million in 2017,
and increased Thames Water’s debt from £3.4 billion to £10.8 billion.®® They
also pointed out that:

Macquarie’s decision to take over Southern Water — another UK
water utility facing huge investment challenges — as it teetered on
the brink of bankruptcy in 2021 was welcomed by the water regula-
tor Ofwat. (emphasis added)

6.3 The makings of the Challenger tragedy

In the 1930s, Coase considered the ‘make or buy’ decision from the perspective
of a firm, as detailed at the start of this chapter. Writing 50 years later, Andrei
Shleifer argued that the same questions were just as relevant for government:

Suppose that the government wants to have a good or service deliv-
ered to some consumers. The product can be food or shelter, steel
or phone service, education, health care or incarceration. The gov-
ernment might wish to pay for some of this good and service out of
its budget, or it may have views on the characteristics of this good,
such as the price, even though the consumers buy it on their own.
Should the government hire its own employees to deliver the ser-
vice, or should it relinquish the provision to a (possibly regulated)
private supplier? Does the mode of provision matter even when the
government pays?®

Shleifer developed three arguments. First, public finance does not entail public
ownership. Moving from public to private ownership in delivering public ser-
vices brings a drive to seek economy, which Shleifer recognises also brings the
risk of this being done at the expense of unacceptable reductions in quality.
Second, in principle, governments can ensure private firms deliver on social
goals through the design of their outsourcing contracts. Third, private own-
ership ‘is the source of capitalist incentives to innovate.’® Schleifer concluded
that government ought to restrict managing the delivery of a good or ser-
vice only to those where the alternative of using a market would be clearly
expected to fail. To illustrate the limited scope of that residual category he
gives an example where innovation is unimportant — Air Force One, the aer-
oplane used by the president of the US.
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Although Shleifer envisaged the private sector to have a monopoly on inno-
vation, Mazzucato has argued on the contrary that many transformational
innovations originate from substantial investment by government, including
the technology that underpinned the iPhone, the internet, GPS navigation
systems, touchscreens, pharmaceuticals, energy (nuclear, solar and fracking),
battery storage, and Google’s algorithm. In all these areas the private sector
has been good at exploiting government-funded breakthroughs in technol-
ogy for private gain and taking the credit.”! The NASA space programme has
resulted in an impressive set of technological innovations.”

On 12 September 1962, John F Kennedy declared “We choose to go to
the Moon in this decade and do the other things, not because they are easy,
but because they are hard’” And, with five months to spare, NASA deliv-
ered: its Apollo programme succeeded in putting a man on the Moon on 20
July 1969, relying on multiple different private contractors work across mul-
tiple aspects.

Richard Feynman describes how, paradoxically, that stunning success of the
Apollo programme created a problem: the federal government could justify
neither firing the people working for NASA nor maintaining its continuing
astronomic claim on taxpayers’ money. The new political settlement that the
president and Congress reached with NASA required it to demonstrate econ-
omy and regularly put astronauts into space in earth orbits. The space shuttle
was the logical outcome of that new settlement: its vehicle (but not its booster
rockets) could be reused to enable a schedule of regular launches. Feyn-
man argued that to convince Congress of the programme’s viability NASA
needed to exaggerate the economy and safety of the shuttle and how often it
could fly.”*

NASA decided that the best way to ease its severe budgetary constraints
was to win political support for increasing its funding by putting a teacher in
space. After President Ronald Reagan announced that to be NASA’s objective,
in his State of the Union address of 28 January 1985, the clock started ticking
for the agency.” Failing to meet that objective before the next year’s address
would raise questions about its capability. NASAs ploy certainly captured
the public’s imagination: 11,000 people applied to be the teacher in space.”
Christa McAuliffe, who was chosen for Challenger flight 51-L, was going to
conduct experiments and teach two lessons from the space shuttle. NASA
gained publicity to dream about: pupils in schools across the nation would
watch the launch live on television.

The shuttle’s launch rockets were designed and built by the major system
integrator company Morton Thiokol. They employed a two-piece design for
fixing two booster rockets to the main rocket bearing the shuttle. This “Tang
and Clevis’ equipment moved apart during the launch and its two rubber
O-rings needed to be flexible to seal off the gap between them and its fuel
tanks from the hot gases emitted by the rocket (see Figure 6.4). However,
Thiokol found that for launches at cooler temperatures, because the rubber
O-rings were less flexible, they eroded, increasing the risk of explosion. To fix
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that problem would incur costs and cause delays, which conflicted with the
overriding objectives of NASA’s top management. Hence these problems were
ignored in what Diane Vaughan memorably described as the ‘normalisation
of deviance’”” Although erosion of O-rings was not allowed for as part of the
original design, this came to be ‘normalised’. The company’s stance continued
even after it was discovered in April 1985 that the primary O-ring seal had
been so eroded that it did not seal and this had caused the secondary O-ring
to begin to erode.”

Figure 6.4: NASA diagram showing tang, clevis and O-rings in its
Challenger booster rocket
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Challenger flight 51-L was originally scheduled for July 1985. It was post-
poned to November 1985, and then five more times to January 1986. On 27
January, the day before President Reagan’s planned State of the Union address,
events unfolded as follows (all at Eastern Standard Time):

2pm: NASA decided to postpone the Challenger launch yet
again to the following morning.

2.30pm: NASA asked Morton Thiokol to review the risks given the
forecast of an overnight low of 18°F (-8°C). Their engi-
neers believed this could mean that the O-rings would be
too stiff to be effective.

8.45pm: Attheteleconference between NASA and Morton Thiokol,
the company’s vice president for the shuttle boosters, Joe
Kilminster, said that he could not recommend a launch at
any temperature below the limit of their experience (i.e.
below 53°F). NASA responses were ‘appalled’: “The eve of
a launch is a hell of a time to be inventing new criteria’;
‘My God, Thiokol, when do you want me to launch, next
April?’ Kilminster asked for a five-minute offline caucus
for the Thiokol personnel, which lasted for half an hour,
in which one of them was told he had to ‘Take off his
engineer’s hat and put on his manager’s hat’®

10.30pm: Thiokol decided to recommend the launch.®

So, on the morning of 28 January, children in schools across the US watched
Challenger launch at 11.38am and explode 73 seconds later, killing all seven
crew members instantly.

This chapter has applied Oliver Williamson’s conceptual framework to exam-
ine how Shleifer’s argument has worked in the UK in outsourcing public ser-
vices. Figure 6.5 uses that framework to formulate seven questions that indicate
why using a market can fail because of high transaction costs. Each is grounded
in departures from the assumptions required by models that ‘prove’ markets
work best: the buyer has perfect information and can write a complete contract;
there are so many buyers and many sellers (with no barriers to entry) so that
the departure of any single buyer or seller has no impact on the functioning of
the market; and a transactional relationship does not impair the ‘atmosphere’
in which a service is provided (for example, professionally or voluntarily).

Figure 6.6 uses the seven questions from Figure 6.5 to identify where the
decision to outsource has high transaction costs and hence may fail. All of
these conditions applied to NASA’s contract with Morton Thiokol, which had
five primary causes of market failure:

1. Although four firms competed for the initial contract, after it was
awarded to Morton Thiokol there was what Williamson describes as a
‘fundamental transformation’ to Thiokol having a monopoly.
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Figure 6.5: Seven questions that indicate where a market may fail

Question

1. Can a complete contract be
specified?

2. Is the buyer able to assess the
adequacy of the quality and
costs of what is supplied?

3. Is there supply-side flexibility?

4. Are there many buyers?

5. Is the transactional relationship
between buyer and supplier
adequate to cover all aspects?

6. Is there scope for suppliers to
behave with opportunism?

7. Is the buyer a skilled
purchaser?

High transaction costs in using a market

No. This could be because:

— the buyer is uncertain over when and at
what scale a service will be needed; or

— the service needed is too complex to be
specified in advance; or

— the buyer is uncertain and the service
needed is complex.

No, and they would find it costly to try to
find out if the supplier is overcharging for the
volume and quality of services supplied.

No: there is a small number of suppliers,
those that fail do not exit the market, and the
dominant suppliers are not challenged by new
entrants.

No: the supplier in the contract has had to
invest in assets (equipment and staff) that are
specific to the buyer.

No: the buyer’s experience of the quality of
service supplied is impaired by a transactional
relationship — ‘atmosphere’ matters.

Yes: the buyer is vulnerable to being exploited
by being overcharged for an excessive or
inadequate volume of services of poor quality.

No. This could be because:

— the suppliers bring their ‘five star generals’
to negotiate with the buyer’s junior staff;

— the contract is one-off; or

— the service is so complex and uncertain
that there is no ‘learning by doing’ from
contracting over time.

2. Thiokol’s assets in this area were specific to NASA: there were no other
buyers for a booster rocket for the space shuttle.

3. The contract for the costly research and development to develop and
produce the booster rocket was a one-off contract, so NASA had no
opportunity to do repeated ‘learning by doing’ and develop into a

skilled purchaser.

4. Research development is complex and uncertain so NASA could not
write a complete contract to specify what Morton Thiokol ought to
do. And when NASA most needed to launch Challenger they were
dismayed at Morton Thiokol introducing new criteria that it would
not be safe to do so: the need to launch in cold weather was not spec-
ified in the initial contract.



THE ‘MAKE OR BUY’ DECISION 157

Figure 6.6: A market with high transaction costs
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NASA chose Morton Thiokol because it could ‘do a more economical job than
any of the other proposers in both the development and the production phases
of the program’. But Thiokol’s proposal ranked worst amongst the four bid-
ders in terms of ‘design, development and verification’*> Vaughan found that
NASAs contract was designed to generate financial incentives for Thiokol
that ‘prioritized cost saving and meeting deadlines over safety’® Budgetary
pressure on an incomplete contract always requires careful monitoring of
quality, but that pressure also makes that difficult to do, as in this case.

The Rogers Commission described how NASA’s Ssilent safety program’
developed:

The unrelenting pressure to meet the demands of an accelerating
flight schedule might have been adequately handled by NASA if it
had insisted upon the exactingly thorough procedures that were its
hallmark during the Apollo program. An extensive and redundant
safety program comprising interdependent safety, reliability and
quality assurance functions existed during and after the [1960s]
lunar program to discover any potential safety problems. Between
that period and 1986, however, the program became ineffective.®*

When there are many buyers and sellers, failing suppliers exit the market over
time. But the fundamental transformation’ meant that NASA and Morton
Thiokol were locked into a bilateral monopoly. Diane Vaughan has analysed
in detail what the consequences were for these two parties after catastrophic
public failure. NASA did not terminate its contract with Thiokol: to have done
that would have meant finding another supplier, with increased costs and
delays to the launch schedule.® If Thiokol had accepted legal liability for the
accident, this would have brought social stigma, limited its ability to compete
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successfully for future government contracts, and left it vulnerable to being
sued by private parties. So, after the accident, NASA and Thiokol agreed to
avoid litigation of that issue to avoid incurring additional costs.

NASA paid Thiokol $800 million in its initial contract, and $505 million (at
no profit) ‘to redesign the field joint, rework existing hardware to include the
redesign, and replace the reusable hardware lost in the Challenger accident’®
Thiokol agreed to a $10 million reduction in the incentive fee it had earned
under the contract at the time of the accident” (approximately $75 million).*
My estimate is that the cost to Thiokol of the accident was less than 1 per cent
of NASA’ total payments.

Now consider two thought experiments of different arrangements for
booster rockets:

1. Thiokol was one of a large number of suppliers in a mass market, and
2. NASA managed its own rocket development and production in-house.

In the first thought experiment, the overriding objective concern of Thiokol’s
managers would have been to preserve their market share. So, it is likely that
they would have told NASA it was not safe to launch on 27 January 1986.
Where the market works, as Samuel Bowles argued, ‘prices do the work of
morals, recruiting shabby motives to elevated ends’* In the second thought
experiment, we know NASA managers were driven by making economies
and meeting the demanding schedule for launches - not the safety of the
astronauts. So, with in-house production it is likely that they would have
gone ahead with the launch on 27 January 1986. (Recall here that Chapter 1
described how the managers at Mid Staffordshire NHS Foundation Trust
were driven by making economies and meeting waiting time targets, not the
care of patients —with catastrophic consequences.)

6.4 Outsourcing and the UK’s parastate

In England in the 2020s, about a third of what the government spends on
goods and services is outsourced. Brilliant economists have described how
policymakers ought to aim to:

1. Develop into a skilled purchaser able to choose between competing
outsourcers that all have the capability to deliver at the scale and qual-
ity required.

2. Develop effective systems for contracting and monitoring to ensure that
providers donotactopportunistically (for example, via quality-shading
once a contract is let).

3. Set fair prices to enable private firms to make reasonable profits when
they deliver goods and services of high quality, and avoid creating
either opportunities for excess profits or putting such intense pressure
on costs that quality suffers.
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4. Develop effective competition: outsourcers ought to compete on price
and quality so that a failing supplier can exit the market and be easily
replaced. This requires ensuring there is a sufficient number of sup-
pliers. Where that is not possible effective contract monitoring is even
more vital than normal.

These conditions require senior civil servants to take commissioning and
managing contracts seriously. But Margaret Hodge, who chaired the UK Par-
liament’s Public Accounts Committee (PAC) from 2010 to 2015, concluded
that they see these tasks as beneath their pay grade.” She described ‘too many
disasters’ in government outsourcing, with examples including failures on:

o Skilled purchasing. A company with a credit rating for a contract up
to £1 million only was nonetheless awarded a £42 million contract for
interpreting services in law courts. They were able to supply only 280
out of the 1,200 interpreters needed.”!

o Effective contracting and monitoring. Like NASA’s ‘silent safety’ sys-
tem, in contracts for electronic tagging for people convicted of crimes
serving sentences in the community, the UK government allowed two
large contractors, G4S and SERCO, to behave opportunistically. The
firms billed and charged the government for tagging people who had
ceased to be tagged, either because their sentence period was up or
sometimes when they had died.*

o Effective competition. Hodge gave an example of one tender that
required a company to supply 12 A4 boxes of information, which
took 80 hours to print.”® The government’s heavy-handed bureaucracy
is perfectly designed to create a formidable barrier to small players
entering procurement competitions.

These weaknesses on the demand side of outsourcing have been exacerbated
by financialisation of the supply side with failures by the UK government
to develop competition and set fair prices. Gill Plimmer pointed out in the
Financial Times that, to deliver increases in shareholder value, and the remu-
neration it brought them, senior executives drove up the growth in the size of
the big firms that received large public contracts for outsourced services. Suc-
cessful contractors borrowed heavily to grow through acquisitions of smaller
firms, even though these often operated in sectors and countries in which the
new parent owners lacked experience and expertise.”* Strong targeting that
aimed to increase shareholder value resulted in firms making losses, when
the big outsourcers were caught in a price war as a result of the Conservative—
Liberal Democrat government’s austerity policies after 2010.

Some key firms gained first-hand experience of what is meant by ‘the win-
ners curse’ from winning contracts at low prices where they lacked expertise
and experience to fulfil them.”® Plimmer has reported how the stock market
value of their shares fell steeply. SERCO was unable to deliver appropriate
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care to patients on three different types of NHS contracts: out-of-hours GP
services (Cornwall), community services (Suffolk) and a community hospital
(Braintree). *® Its shares fell in value from 674p a share in July 2013 to 215p in
November 2014.”” Over the year to November 2020, Capita’s shares plunged
in value by 73 per cent. *® Financialisation of the outsourcing of government
services enabled a few executives and managers to recoup extremely large
financial rewards unrelated to any social value, whilst the staff who delivered
goods and services struggled to make ends meet. Kier was planning to pay its
chief executive ‘more than £1m in bonuses’ after their shares had lost 90 per
cent of their value - this was opposed by shareholders.” But the most egre-
gious example was Carillion.

From 2012 to 2016, Carillion had financed payments of dividends to its
shareholders that exceeded its profits, a feat accomplished by selling assets
worth £217 million and running up debts. Although it was a signatory to the
government’s Prompt Payment Code, it failed to fulfil that commitment to pay
95 per cent of invoices within 60 days (unless there are exceptional circum-
stances).'” Carillion’s standard terms were payments within 120 days - those
suppliers wanting earlier payment were required to accept a discount. In July
2017, after Carillion’s share value had fallen by 70 per cent and it had issued
its first profit warning, the government awarded Carillion transport infra-
structure contracts related to HS2 (high speed rail) worth £1.34 billion. In
November 2017, after Carillion’s third profit warning and its announcement
that it was heading towards a breach of its debt covenants, the government
still awarded Carillion a contract worth £130 million for the London-Corby
rail electrification project.'” In January 2018 Carillion went into liquidation.
After the firm’s collapse, the prisons it had been contracted to maintain were
found to be in a bad way from lack of investment, severe staff shortages and
a backlog of work.'® The buildings of its new hospitals in Liverpool
and Birmingham were found to have serious structural faults; there was huge
disruption for departments, agencies and customers relying on its services;
its pension schemes had liabilities of around £2.6 billion; its 30,000 sub-
contractors were owed £2 billion; and over 2,000 people lost their jobs.'*
Four supervising institutions that failed to protect the interests of all of these
Carillion stakeholders were the subject of a coruscating joint report, pub-
lished, in 2018, from two select committees of the House of Commons, the
Business, Energy and Industrial Strategy and Work and Pensions Commit-
tees.' These were:

Carillion’s remuneration committee (RemCo). Its role according to the Insti-
tute of Directors is to ‘make sound decisions on levels of remuneration, on
the link between remuneration and performance’'® Alexander Pepper has
criticised the outcomes of that system as being quite incapable of making
fair settlements. This is because remuneration committees seek to resolve the
collective action problem when posed with the rhetorical question: do we
want our chief executive to be paid less than the average?
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There is no ethical justification for paying economic rents in the
form of excessive remuneration. Executives and investors, along
with governments and major institutions, all share a moral respon-
sibility for ensuring that there is distributive justice in society. But
the problem of high pay will not be solved by technical means alone
— the various parties involved must also recognise their ethical obli-
gations. When it comes to top pay, for too long companies have
behaved as if they are in the equivalent of an arms race. It is a mad,
bad system, and it needs to change if inflation in executive pay is
to be brought under control.'*

Carillion’s chief executive recalled that his total remuneration in 2016 ‘jumped
from something like £1.1 million or £1.2 million to £1.5 million:'” That was
70 times the UK’s median pay for full-time jobs.'”® He was also paid ‘a bonus
of £245,000 (37 per cent of his salary) despite meeting none of his financial
performance targets’'” The joint report’s verdict:

In the years leading up to the company’s collapse, Carillion’s remu-
neration committee paid substantially higher salaries and bonuses
to senior staff while financial performance declined. It was the
opposite of payment by results. Only months before the company
was forced to admit it was in crisis, the RemCo was attempting to
give executives the chance for bigger bonuses, abandoned only after
pressure from institutional investors. As the company collapsed, the
RemCoss priority was salary boosts and extra payments to senior
leaders in the hope they wouldn't flee the company, continuing to
ensure those at the top of Carillion would suffer less from its col-
lapse than the workers and other stakeholders to whom they had
responsibility."*

The Pensions Regulator is a state agency that promises: ‘We protect the UK’s
workplace pensions. We make sure employers, trustees, pension specialists
and business advisers can fulfil their duties to scheme members!!' The joint
report’s verdict was very different:

The Pensions Regulator failed in all its objectives regarding the
Carillion pension scheme. Scheme members will receive reduced
pensions. The Pension Protection Fund [a state agency that is com-
pensator of last resort to ill-served pensioners] and its levy payers
will pick up their biggest bill ever. Any growth in the company that
resulted from scrimping on pension contributions can hardly be
described as sustainable. Carillion was run so irresponsibly that its
pension schemes may well have ended up in the PPF regardless,
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but the Regulator should not be spared blame for allowing years of
underfunding by the company.''?

Carillion’s auditor, KPMG. Two of the auditing giant’s core values were ‘Integ-
rity — we do what is right’ and ‘Courage — we think and act boldly’'”* The joint
report’s verdict was damning:

KPMG audited Carillion for 19 years, pocketing £29 million in the
process. Not once during that time did they qualify their audit opin-
ion on the financial statements, instead signing oft the figures put
in front of them by the company’s directors. Yet, had KPMG been
prepared to challenge management, the warning signs were there in
highly questionable assumptions about construction contract rev-
enue and the intangible asset of goodwill accumulated in historic
acquisitions. These assumptions were fundamental to the picture
of corporate health presented in audited annual accounts. In failing
to exercise—and voice—professional scepticism towards Carillion’s
aggressive accounting judgements, KPMG was complicit in them. It
should take its own share of responsibility for the consequences.'*

The Financial Reporting Council (FRC). The FRC aims to ‘promote transpar-
ency and integrity in business’ for ‘investors and others who rely on company
reports, audit and high-quality risk management.'”® The joint report’s verdict:

The FRC was far too passive in relation to Carillion’s financial
reporting. It should have followed up its identification of several
failings in Carillion’s 2015 accounts with subsequent monitoring. Its
limited intervention in July 2017 clearly failed to deter the company
in persisting with its over-optimistic presentation of financial infor-
mation. The FRC was instead happy to walk away after securing
box-ticking disclosures of information. It was timid in challenging
Carillion on the inadequate and questionable nature of the financial
information it provided and wholly ineffective in taking to task the
auditors who had responsibility for ensuring their veracity.*¢

In early 2022, after hearings at a tribunal, the FRC ‘ruled that during the
inspections KPMG auditors created documents, including meeting minutes,
spreadsheets and assessments of goodwill: KPMG was fined £14.4 million."”

Plimmer reported in the Financial Times how the financial difficulties
of Carillion and Interserve created opportunities for financial speculators
to make millions of pounds. In 2018, Coltrane Asset Management (a New
York-based hedge fund) made £4 million by betting on Carillion’s shares los-
ing value (short-selling), and in 2019 it attempted to derail the rescue plan
for Interserve. Emerald (a private equity fund) bought ‘about £140 million of
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Interserve’s debt in the secondary market last year [2022] for as little as 50p in
the pound’ and stood ‘to gain millions if the debt-for-equity swap is agreed’''®

The Carillion fiasco clearly sits in a parallel universe from Shleifer’s vision
of governments effortlessly contracting with dedicated private enterprises to
reliably deliver social goals. But UK citizens rightly expected the UK gov-
ernment to have been more aware of Carillion’s precarious financial position
than a hedge fund based in New York, to ensure Carillion did not neglect the
prisons it was contracted to maintain and that it built safe hospitals, and to
require compliance with the government’s own Prompt Payment Code. Cit-
izens would clearly expect the Pensions Regulator to ensure the security of
Carillion’s pensions schemes. The FRC exists because too often an auditor has
found nothing wrong with a firm’s financial position prior to its collapse. So,
we would have expected FRC to have acted promptly on discovering the fail-
ures of KPMG.

There are also similar stories from outsourcing of social care for the elderly
in the 1980s by local government in the UK to experienced local firms and
entrepreneurs. Outsourcing was supposed to break up a ‘provider’ monopoly
by government agencies but, by the 2000s, mergers and acquisitions under-
mined what used to be a competitive market. The local suppliers often found
it hard to compete against large financialised companies. By 2004 two firms,
Southern Cross and Four Seasons Health Care, dominated the social care
market. In 2003, Southern Cross owned more than 100 care homes and ‘was
attracting the attention of investment bankers’ It was acquired in 2004 by the
US private equity group Blackstone, which made a profit of £1.1 billion by
selling off, first its property assets and then its shares. In 2011, when Southern
Cross owned 750 care homes, it went into administration. Its 31,000 residents
all needed to be cared for."”? In 1999, Four Seasons Health Care started out
as a small Scottish chain of care homes. It grew, was acquired by, and passed
through, five funds: Alchemy Partners, Allianz Three Delta, Terra Firma and
H/2 Capital Partners.'” Mazzucato points out that by 2008 (just nine years
later) Four Seasons Health Care had a debt burden that required a weekly
interest charge of £100 per bed.”?! The firm subsequently went into admin-
istration in 2019, when it owned and ran over 320 care homes and cared for
thousands of residents.'**

Conclusions

The extreme neoliberal nostrum that government ought to privatise or out-
source all except for a residual category like Air Force One was tested to
destruction in post-Thatcherite Britain. Williamson’s framework suggests
that privatisation of the coal and steel industries would bring gains without
losses. But they removed a means through which training and employment
was maintained in the areas that have since been left behind. Hence the gener-
ous government support given to private industry for the rump that remains
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of the UK’s steel industry. The nationalised coal industry aimed to secure the
resilience of the UK to what was a vital source of energy. Privatised suppliers
of energy have no interest in developing resilience when that conflicts with
making profits.

Adam Smith’s examples, of the butcher, brewer and baker, are of markets that
worked so well because they satisfied a stringent set of conditions. Each was
a small self-managed enterprise and whether it thrived or failed depended on
its local reputation. Each market was contestable; it was easy for new entrants
to replace the suppliers failing on quality and price. Consumers were skilled
repeat buyers who knew what they wanted, their willingness to pay, and easily
assessed the price and quality of what was on offer. They exemplified Smith’s
famous metaphor of working like an ‘invisible hand’'* Governments could
only make privatisation and outsourcing work for services that do not sat-
isfy those stringent conditions through the visible mechanisms of regulation
and written contracts. But the vulnerability of those mechanisms has been
exposed by another institution of neoliberalism, namely financialisation. The
UK government has failed to make privatisation work for gas, electricity, rail-
ways and water. Katharina Pistor’s The code of capital (see Chapter 5) explains
why, as Dieter Helm argued, ‘light-touch’ regulation of financialised water
companies failed so spectacularly because it assumed that ‘balance sheets
were a matter best left to the companies’ and allowed “The horses [to] have
bolted with their dividends’'** The UK government has also failed to create an
effective market in outsourcing.

Education and healthcare, however, were too politically salient to be mar-
ketised in the same way by the Conservative, and New Labour, governments
who bought into new public management doctrines advocated by neoliberal
think tanks. The next two chapters, 7 and 8, examine the policy of decentral-
ised quasi-markets run under state control and micro-local agencies (individ-
ual schools, universities or hospitals) that were required to compete in order
to attract customers (parents, students or patients).
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7. Marketisation in education

Health, education, some incarceration, some military and police
activities, and some of what now is presumed to be ‘social” insur-
ance like [US] Social Security, can probably be provided more
cheaply and attractively by private firms. It is plausible that 50
years from now, today’s support for public provision of these
services will appear as dirigiste as the 1940s arguments for state
ownership of industry appear now. A good government that wants
to further ‘social goals’ would rarely own producers to meet its
objectives.

Andrei Shleifer (1998)!

School education is a quintessential public service, serving a wide range of
social values and enjoying firm support from citizens and voters in all advanced
liberal democracies. That applies even in the US, where the state’s role in
healthcare has remained contested. For Milton and Rose Friedman, however:

The history of schooling in the United States, the United Kingdom,
and other countries has persuaded us that compulsory attendance
at schools is not necessary to achieve that minimum standard of
literacy and knowledge.

And the reason governments got involved was not because of concerns from
parents but because teachers and government officials could be ‘expected to
enjoy greater certainty of employment, greater assurance that their salaries
would be paid, and a greater degree of control if government rather than
parents were the immediate paymaster’® They made that argument in Free to
Choose, their neoliberal playbook written for a British readership.*

Walter Armytage gives a different historical account of the origins of
the 1870 Education Act, which introduced compulsory education in Eng-
land in response to pressure from the civil service, industry and organised
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labour. It attracted support in Parliament from 174 MPs, eight bishops and
26 peers, and the only opposition expressed was that the legislation did not
go far enough.’ The system of schools in England and Wales later developed
greatly under the Attlee settlement to tackle Beveridge’s giant of Ignorance,
‘which no democracy can afford amongst its citizens’ (see Chapter 4).¢ In
the 1940s, a good education was not seen as a key route to the prosperity
of individuals or countries. It is now. Good schools enable students to gain
access to higher education, and then move on to glossy jobs and all the
benefits they bring.

The Friedmans’ proposed remedy to (what they saw as) the UK’s flawed
system of state schooling was to introduce a voucher system to empower par-
ents as consumers. The first section of this chapter looks at that policy and
the consequences after it was implemented by the Pinochet-led government
in Chile. Section 7.2 looks at the way a voucher system was modified into a
‘quasi-market’ for schools in England. This scheme claimed to offer a remedy
for failures of the Attlee settlement in which governance of schools was based
on entrusting teachers with professional autonomy in their ‘secret garden’ - a
system that lacked choice, incentives, equitable funding, and sanctions for
failure. Under the Thatcher settlement the aim was to empower parents by
giving them a real and equal choice of alternative schools, in a market-like
setting where competition between schools would generate incentives
on teachers to improve their performance. To inform choice by parents
the national government also began to publish league tables of schools,
comparing their performance in public exam results and in test scores for
earlier-years children.

The third section of the chapter considers the remodelling of undergrad-
uate university education in England and other UK countries. Under the
Attlee settlement, undergraduate university education (UUE) was ‘fre¢’ with
(means-tested) grants to cover living costs. Only 5 per cent of young people
went to university up to the 1960s. By the 1990s, that proportion increased to
over 30 per cent.” Yet increasing enrolment without changing the tax-based
system of finance meant either constraining the expansion of higher educa-
tion or reducing its quality or both. Hence governments faced a need to rede-
sign the system to try to optimise the size and quality of the university sector
and deliver equity of access (according to ability to benefit). Again, the neo-
liberal approach was to attempt to develop a better system via a competitive
market, financed by students paying fees to universities, for which they took
out income-contingent loans from a state agency.

The final section of the chapters looks at the difference that devolution
in 1990 made to education. The governments in Wales and Scotland partly
moved back to systems of the Attlee settlement. Wales stopped publication of
league tables of schools’” exam results and Scotland abolished tuition fees (for
Scottish students going to Scottish universities). I assess the impacts of these
changes by comparing England with Wales and Scotland; and looking also at
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outcomes in Germany, which first introduced and then abandoned tuition
fees for undergraduate education.

7.1 Designing social segregation by schools in Chile’s
voucher system

On 9 September 1973, a clandestine CIA officer, Jack Devine, was eating lunch
at an Italian restaurant in Santiago, Chile, when a colleague joined his table
to whisper in his ear, ‘Call home immediately; it's urgent When he did so, his
wife told him of a call from a CIA source that he was about to leave the country
from the airport because the Chilean military had set a coup in motion.® The
country was in chaos after three years of President Allende’s implementation
of a Marxist programme of reforms: nationalisation of US copper companies
(without compensation) and 90 per cent of the banking system; expropriation
of many large and medium-sized farms; the administrative takeover of some
300 factories; and introduction of workers control in socialised enterprises.’
In retaliation, the US imposed a credit blockade that resulted in all kinds of
shortages. Black markets were rampant, state-owned buses could not run,
government debt soared with hyperinflation, and bombs rocked the capital.

After the military coup and the assassination of President Allende, General
Pinochet took over as the head of a military dictatorship. Those advising Pino-
chet’s government on its programme of neoliberal reforms included Milton
Friedman and the ‘Chicago boys, Friedrich von Hayek, and other members of
the Mont Pelerin Society (a neoliberal organisation founded by von Hayek in
1947 - see Chapter 5)."° They seem to have been untroubled by the Pinochet
government’s appalling brutal record of repressing dissent: more than 35,000
people were tortured and over 100 were ‘disappeared’ or were executed.'!
(Forder suggests that, later, Friedman was keen to downplay his influence on
Pinochet’s government, and overplay that on Margaret Thatcher’s.'?)

The Friedmans recognised that returning to their Arcadian vision of
abolition of state schooling was not politically feasible. So, their second-best
solution was a voucher system to enable parents to top-up state funding so as
to secure better education for their children. Figure 7.1 outlines the traditional
state schooling system, the Friedmans’ voucher system, and its modification
in a quasi-market (see Section 7.2). In each system there are independent
schools for which parents pay their full costs. The voucher system imple-
mented in Chile enshrined three cardinal principles of neoliberalism:

1. Public finance of a service does not mean public provision.

2. Public services ought to be organised in a market where the funding
of providers follows consumer choice (in this case parents’ choices).

3. The market for public services ought to be designed so that those who
want to spend more to gain better services can easily do so.
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Figure 7.1: Private schools and three state systems

Private
Key school
features system
Types of Independent
school
Provider Autonomous,

organisation  self-governing

Funding Wholly
source parents’ fees
Parental Competitive
choice market with
choice based
on quality,
accessibility
and cost
School Depends on
income numbers of
pupils and the
fees charged

Publicly funded systems

Conventional
Public

Bureaucratically
run by local
governments

Taxes

Local
monopoly. No
choice*

Annual school
budgets set with
incremental
changes over
time**

Voucher
system

Public and
private

Autonomous

Taxes fund
vouchers plus
top-up fees
paid by parents

Competitive
market with
choice based
on quality,
accessibility,
and cost

Depends on
numbers of
pupils and
top-up fees
from parents

Quasi-market

Public and
self-governing

Regulated
NGO/firm
single school
trust, or chain
of schools

Taxes and
some funded
by corporate
sponsors

Competitive
market with
choice based
on quality, and
accessibility

Determined

by formula

that takes

into account
numbers of
pupils and their
needs

Notes: *Limited right to appeal against the school that is allocated. **Budgets are set by
staffing levels, without considering the numbers and needs of pupils, or school performance.

Voucher systems could tackle four constraints of the traditional arrangements

of the UK’s Attlee settlement:

o Schools were subject to bureaucratic and political control (by local

governments).

Parents had almost no choice — the school their children went to was

determined by its catchment area (set by local government).

o The funding for each school was based on its current size and staffing,
with only incremental changes to past budget without having to take
into account changes in the numbers and needs of its pupils.

The state allowed parents freedom to spend money as they wished in

other aspects of their lives, but did not allow them to pay more than
the state’s allocation for their children to go to a better school.
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A fundamental rationale of economics that justified the voucher systems is
that systems that are designed to increase choice will also increase welfare.
Vouchers were also claimed to democratise access to independent schools,
while wholly private schools are the prerogative of the rich. Neoliberals
also questioned the fairness of a system in which parents who send their
children to independent schools also have to pay taxes for state schools
that they do not use. (Schooling is quite different from defence, which
conventional economics defines as a ‘public good’ because its outputs
are indivisible.)

In the voucher system, from the start schools that charged a top-up would
obviously have more money to spend per pupil, and hence be attractive
to middle-class parents who could easily afford to pay more. But that also
means the top-up schools have pupils that are easier to teach than the aver-
age, and the voucher schools pupils who are harder to teach than the average.
This will result in the sorting of able pupils and good teachers to the top-up
schools. Over time this strong ‘club effect’ sets in train a widening gulf in the
capacity of pupils to benefit from each type of school.

The parents who care the most about their children’s education will exit
from voucher schools and send their children to a top-up school wher-
ever they can, even if this requires forgoing luxuries and a struggle to live
within their incomes. These parents will tend to have greater ability to assess
the quality of their children’s education and the performance of schools,
and more capable and powerful ‘voice’ to put pressure on school heads and
governors if quality were to falter. They will stay loyal to strongly perform-
ing schools and support teachers more. The children who end up in the
voucher schools will have parents who either do not care about the quality of
their children’s education or who do care but do not have enough income to
exit to a top-up school. The voucher schools will have to manage with less
to spend on pupils who are harder to teach.

The fully independent schools will have the most socially exclusive peer
group of pupils and parents with strong loyalties to them and the most
powerful capabilities to secure good school performance through choice
and voice. (As illustrated by the Royal Commission established in England,
in 1864, to review the nine top independent schools - see Chapter 3.) The
Friedmans’ voucher system exemplifies Hirschman’s powerful conceptual
analysis in his classic short seminal book, Exit, Voice, and Loyalty, published
50 years ago, in which he explained why nothing was done about the appall-
ing railway service in Nigeria that was used by the poor (the rich and influ-
ential used roads).”” A damning but realistic one-sentence summary of sys-
tems with the characteristics of exit, voice and loyalty attributed to Richard
Titmus is: ‘Show me a service that only the poor use, and I will show you a
poor service!

The way that the voucher system was implemented in Chile resulted in
the ‘Penguin Revolution” of May 2006, when thousands of high school stu-
dents protested on the streets wearing their black and white uniforms.' The
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country’s voucher system distributed resources in much the same way as Julian
Tudor Hart’s inverse care law predicts for healthcare: available resources were
inversely related to need.” Although the libertarian argument for vouchers
with top-up fees was framed as letting parents spend more on their children’s
education, it proved perfectly designed to entrench inequalities in schooling
- with consequential inequalities around students’ ‘meritocratic’ eligibility for
elite higher education.

7.2 Did England’s quasi-market for schools deliver equity
through choice?

The Friedmans’ arguments highlighted flaws in the traditional design of
state schooling systems. Julian Le Grand proposed instead a quasi-market
that retained attractive features of voucher systems (parental choice, auton-
omy and relating funding to the number of pupils) but was designed with
an equitable system of school funding (summarised in the final column of
Figure 7.1). The concept aimed to harness the invisible hand of the market
without ‘consumers’ using their own money to pay for schooling. Instead,
parents chose the school that was right for their child, and then the num-
ber of pupils that each school attracted determined their funding. Le Grand
advocated augmenting the standard per capita rate of funding per pupil with
a pupil premium for those pupils that are harder to teach.'

The Thatcher government considered introducing a voucher system for
schools, but instead the 1988 Education Reform Act introduced a quasi-mar-
ket in England and Wales in 1989." Figure 7.1 indicates that, in addition to
changes in choice and funding, the move to a quasi-system entailed replac-
ing control by local authorities with regulation by central government. This
included the introduction of a National Curriculum'® and nationally set key
stage testing at three points in school students’ careers (over and above the
mandatory public exams for GCSEs at (around) age 16 and for A levels or
BTEC qualifications at (around) age 18)."” School performance testing was
justified by the need to provide parents with objective information on school
performance and quality to help them make informed choices, to be accom-
plished by the government publishing rankings of all schools’ performance in
tests and public examinations in league tables. This huge surveillance effort
was introduced from 1992 by the governments in England and Wales.?

Figure 7.2 gives the standard per capita rate in England’s school funding
formula, for 2023-24, for pupils in primary, junior and senior secondary
schools (Basic for primary, Basic I and II for secondary), and the extra fund-
ing per pupil for those who are eligible for free school meals (in the year or
over the past six years), who live in a deprived area (highest rate shown), with
low prior attainment, or who lack English; and for schools with more than
6 per cent of pupils joining during the school year.”!
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Figure 7.2: England’s school funding formula
(a) Primary schools
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Source: Department of Education.?

The problem of designing a proportionate care law to match funding of a
service to need has been extensively researched in healthcare.” That research
shows that using a formula to estimate relative need works better the larger the
population, and that, although we can easily identify indicators of increased
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need, how much extra funding ought to allocated cannot be determined by
empirical research. Eligibility for free school meals (FSMs) is known to be a
good indicator for household poverty, but there remains the problem of deter-
mining how much extra funding that ought to bring, which surely depends
on the scale and degree of poverty of pupils in a school. This suggests that a
need-based formula ought to be used to inform judgement by a local organ-
isation held to account for delivering equity in the educational achievements
of schools. Farquharson et al found that, despite the extra funding in England
for children eligible for FSMs, their success rates were about half those of non-
FSM students in achieving good grades at GCSE in English and maths at age
16, and two or more A levels at age 19.*

Carolyn Hoxby identified three requirements for a policy of competition
between schools to be an effective policy instrument of improving the quality
of schools for all students:

o Money follows parental choices.

o The heads of schools are free to manage their own resources and pol-
icies. And

o There is supply-side flexibility.>®

The third requirement means that: new schools are free to enter the system
and compete with existing providers; successful schools are free to expand;
and failing schools lose pupils and close from reduced incomes.* Yet, in prac-
tice, governments in England have been unwilling to fund the spare school
capacity needed to enable such a dynamic system to operate. Pressure on
budgets results in funding the number of school places to match the number
of school-age students. The Institute of Fiscal Studies explains how the lack of
supply-side flexibility in England meant that poorly performing schools did
not exit the market but became ‘sink schools, with peer groups of children
whose parents were neither interested in nor capable of using the system to
send their children to a better school. That was Lynsey Hanley’s experience for
schools serving the Chelmsley Wood estate (see Chapter 4).” As Fred Hirsch
argues (see Chapter 4), education is a positional good and derives value from
its exclusiveness.” If a good school were to expand its intake, that could reduce
the degree to which it is oversubscribed, and hence worsen public perception
of its quality. In a system of school competition without supply-side flexibility,
instead of parents choosing schools, it is schools who choose parents with
children that are likely to be easy to teach and do well.? Recruiting better
students from the outset reduces the school’s costs of teaching, and improves
its ranking within the government-mandated ‘league tables” of schools’ exam-
ination performance that are fundamental to quasi-market systems.

Figure 7.3 applies Oliver Williamson’s criteria for analysing transaction
costs (see Chapter 6) to contracting for schools. This quasi-market has low
transaction costs on five of the seven criteria: there is good information (from



MARKETISATION IN EDUCATION 181

Figure 7.3: Requirements for an effective quasi-market for schools on

Williamson’s criteria
Is there a complete Do consumers have good quality
contract ? information?

Yes
Are

purchasers
(i.e. parents) In a quasi
skilled? i !
i Outsource schools using market, is there

contracting supply-side
flexibility?

supplier
opportunism or Yes Yes
collusion?

In a quasi market, are Are there many

transactional relationships buyers?
adequate?

Source: Author.

OFSTED reports and league tables of exam results); scope for opportunism
is constrained by inspections and testing; well-educated parents are skilled
purchasers; the contract is specified by the National Curriculum; and there
are many buyers (parents). The causes of high transaction costs come from
wanting our schools to do more than ‘teach to the test’ in a transactional rela-
tionship; and the fundamental problem of ‘site asset specificity’ To put this
more simply, parents want their children to go to locally accessible schools.
This inevitably restricts the degree of competition in towns and cities, and
creates monopolies in rural areas, especially at secondary level.* It also makes
it problematic to close a failing school.

Burgess et al found that, after the introduction of England’s policy of school
choice in 1988, geographic proximity continued largely to determine access to
high-performing schools that were oversubscribed.”’ This was because prox-
imity was the main criterion used in selecting their pupils. (Julian Le Grand
acknowledges this problem in his plaintive observation: ‘If real choice were
available, this would reduce the influence of simply living near good schools,
and hence go some way towards rectifying this imbalance’?) Houses near
good schools sell at a premium.* In England, the longer-term consequence
of the abolition of the 11-plus exam and the development of comprehensive
schools was to change how students got into secondary schools from selection
by exams to instead selection by the price of property. In 1956, Charles Tie-
bout described where people choose to live as ‘the local public-goods coun-
terpart to the private markets shopping trip.*

One way to make the school systems more equitable would be to move to
a lottery system for all school places. Burgess et al recognise that this would
face a hostile reception from families who have struggled to pay more for
their house to ensure their children have access to a good school (England’s
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equivalent to the pressure on parents in Chile to find the money to pay for
their children to go to a voucher school). Introducing a lottery would mean
that struggle had been in vain and reduce the value of their house. So, instead,
Burgess et al propose only a proportionate change in which a percentage of
places, say 20 per cent, would be allocated by a lottery, with 80 per cent being
allocated as now.”

7.3 England’s search for an optimal and equitable
university system

A 2017 World Bank report on higher education (in Latin America and
the Caribbean) made a clear case that mass higher education is vital for the
futures of children across all countries:

In the pursuit of growth and equity, no country can afford to
ignore higher education. Through higher education, a country
forms skilled labor and builds the capacity to generate knowledge
and innovation, which boosts productivity and economic growth.
Since acquiring greater skills raises a person’s productivity and her
expected earnings, a good education system is also the basis for
achieving greater equity and shared prosperity on a societal level.
Particularly in societies mired with persistent and profound ine-
quality, high-quality education can act as ‘the great equalizer’: the
ultimate channel of equal opportunities, and the ultimate hope for
parents who long for a better future for their children.’

Under the post-war Attlee settlement there was a generous system for those
going to university in which governments paid tuition fees and grants (on
a means-tested basis). Although that system funded well-off households, it
played a vital role, until the late 1970s, in expanding the numbers of work-
ing-class children going to university. LSE academic Nicholas Barr identi-
fied two disadvantages of funding ‘fre¢’ undergraduate university education
through taxes. First, it is paid for by taxpayers who may never have been to a
university and whose children may be excluded. (The same argument applies
to ‘free’ selective grammar school education.) Second, it has to compete in
claims for future spending with all other central government priorities — for
example, the NHS, social care, relief of poverty, schools, defence, and law
and order. There is an important spillover benefit from university education
to a country from having well-educated citizens, and this is the economic
argument for a government subsidy — but one that has to compete for public
funds with other claims on the Exchequer. The normal outcome from tax-
based finance will be tight budgetary constraints that constrain the university
sector from improving its quality or growing in size or both. Reform critics
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(both neoliberals and many ‘New Labour’ voices) argued for introducing
tuition fees. The Blair government, in 1998, introduced low annual tuition
fees: £1,000 for students whose parents were in the top third of the income
distribution, £500 for the middle third of parents, and no fee for the bot-
tom third. Students financed their living costs with income-contingent loans
(which graduates repaid with 9 per cent of their income when earning more
than £10,000 a year).”” There were some maintenance grants for students from
the lowest-income households.

In England, the UK’s self-appointed elite Russell Group of universities suc-
cessfully lobbied the Blair government in 2003 to increase the annual tuition
fee to a new level, which was set at £3,000 a year.*® Their justification was
that the change was vital to arrest the decline of England’s elite universities in
international rankings. In the QS World University Rankings for 2004, there
were seven British universities in the top 50: six in England and one in Scot-
land.* (The reliability of those rankings was, however, questionable because
of serious weaknesses in their methods and data.”’) The Blair government
(but not all Labour MPs) was persuaded by Barr’s argument for financing
the increased tuition fees by income-contingent loans.* Barr argued that the
three desirable objectives of a university system are high quality, optimal size,
and equity of access by ability to benefit (and not ability to pay for it). He
developed a lucid exposition of the economic logic of financing mass under-
graduate university education by using income-contingent loans.* This is
because, as the people who are awarded degrees benefit the most from them,
they ought to bear most of the costs (although there are also national wel-
fare spillover gains). Private arrangements for loans will not achieve equity in
access, because most undergraduates lack collateral (unlike in a mortgage for
a house). Hence Barr’s elegant solution requires governments to organise a
system of income-contingent loans for undergraduates to finance their tuition
with the promise that:

« Tuition fees charged by universities would vary with each institution’s
perception of the quality and nature of what it is offering.

o Competition between universities to attract students would cre-
ate incentives to raise quality, with student choices weeding out, or
leading to reform of, weak degrees, and constant innovation being
encouraged.

o The size of the sector would be determined by choices made by stu-
dents and universities. Government’s role is to steer that market with
incentives to attract more students to subjects deemed ‘worthy’ or
national priorities, such as for science, technology, engineering and
mathematics in England.

« Finally, the total costs of undergraduate education would be financed
mainly by loan repayments, with only limited financial support from
taxpayers to recognise the positive national spillover benefits.
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The Blair government was able to win the vote in the Westminster Parlia-
ment for this change, in 2003, in England, but only with the support of Labour
MPs from Scottish constituencies (who escaped scot-free from any loss of
support from their constituents, who were unaffected).” In the 2010 general
election campaign in the UK, Nick Clegg, the leader of the Liberal Demo-
crats, signed a pledge to vote against any increase in the £3,000 tuition fees
in England. Moreover, the Party’s manifesto made a commitment to ‘Scrap
unfair university tuition fees for all students taking their first degree’ with ‘a
financially responsible plan to phase fees out over six years. And every Liberal
Democrat MP was photographed for their election leaflets alongside the fees
pledge.* However, when Nick Clegg became deputy prime minister in the
Conservative-Liberal Democrat coalition government (formed in 2010), he
led the Liberal Democrats in voting to treble the maximum annual fee for
undergraduate education, in England (from £3,000 to £9,000). Liberal Dem-
ocrat support in opinion polls fell precipitously from 23 per cent in 2010 to
around 7 per cent after this change. At the next general election, in 2015, the
number of Liberal Democrat MPs fell from 57 to 8 and Nick Clegg resigned
as their leader.”” In the 2017 general election, Nick Clegg lost his seat for the
constituency of Sheffield Hallam. To continue his career, he moved to Face-
book, where he rose to become president of global affairs in 2022.% After the
fee increases, the QS World University Rankings for 2022 shows improve-
ment in the rankings of some of the eight British universities in the top 50 as
compared with those of 2003.#

Figure 7.4 compares the desired and actual outcomes of the English mar-
ket for undergraduate university education. It shows that the English system
allowed universities ample scope for gaming — a form of behaviour that Wil-
liamson describes as opportunism. This includes inflating the proportion of
students being awarded first-class degrees, and making ‘conditional uncondi-
tional” offers (a practice now been banned by the government’s regulator, the
Office for Students). Another disappointing outcome of the market for uni-
versities has been the lack of innovation. John Muellbauer and David Soskice
identify the continuing absence of two-year, vocationally oriented degrees
and the dominance of narrow, specialised degrees. They also see weaknesses
in professional education for business, public policy, law, medicine, IT and
engineering, and in the development of biogenetics and IT with close links
to start-ups.”® Another disappointment is the lack of flexible options for
part-time study so that people can acquire skills along a time path of their
choosing. Farquharson et al found that:

the UK has one of the lowest rates of adults taking advanced voca-
tional qualifications in OECD countries, and spending on adult
education in 2019-20 was nearly two-thirds lower in real terms
than in 2003-04.%
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Figure 7.4: The desired and actual outcomes of the English market for
undergraduate education

Desired outcome

Tuition fees should vary
according to the quality
of a university and a
course.

Good information is
available to students (and
parents) on quality and
costs.

Competition drives up
quality, and drives out
weak degrees.

Competition encourages
innovation.

No unplanned
government debt.

Actual outcome

The maximum fee has become the fee that all
universities charge: e.g. the tuition fee of £9,250 was
charged for 2022/23 for accountancy at the University
of Bolton and for accounting and finance at LSE.*

Information on the quality of degrees and universities
is available in regulators’ annual league tables
(covering teaching and research separately) and
various private sector guides (giving different results).
Students know tuition fees, but not what they will pay
back because of uncertainty about their future incomes
and the complexities of the scheme.

Two main tactics by universities have undermined this

mechanism:

1. In 2019, according to the BBC, ‘A record one in
four university applicants received a “conditional
unconditional” offer’® These applicants were
guaranteed a place on a degree course (not
conditional on their performance at A levels),
provided they made that university their first choice
— a practice no longer allowed by the regulator.”

2. The proportion of first-class degrees awarded
doubled over eight years: from 14 per cent in
2009/10 to 28 per cent in 2017/18.>* A detailed study
by the Office for Students found that, e.g., ‘graduates
who entered higher education with the equivalent
of grades CCD or below at A-level were almost
three times more likely to graduate with first class
honours in 2016-17 than in 2010-11>%*

Innovation has largely been absent (see main text).

At the end of March 2021, the total value of
outstanding student loans was £160 billion.
Government projections show this will increase to
£560 billion (at constant 2020/21 prices) by the middle
of the century. It is officially expected that only 25 per
cent of loans will be fully repaid.

Figure 7.4 makes clear that the system financed by income-contingent loans
has failed to act as a price mechanism in which universities charged fees
that reflected the quality of their degrees, and has accumulated vast pub-
lic debt. In 2021, the payment of debt interest on the student loan debt of
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£160 billion was £6.4 billion (at the annual interest rate of 4 per cent set by the
Bank of England).”® That was 16 per cent of public expenditure on primary
and secondary education in 2020/21 (£41 billion a year).”’

If the fee charged signalled what students are expected to repay, then a low-
ranked university that charges high fees for its low-quality degrees would
attract few applicants. The system of income-contingent loans is designed to
encourage the brightest students to apply to the best universities, regardless
of the financial support their families can afford. That design also encourages
low-ranked universities to charge the maximum tuition fees. If their gradu-
ates with weak degrees earn less than the income threshold, they do not have
to pay back their loans. If a university were to charge low fees, that would sig-
nal to potential applicants that it recognises its degrees are of low quality. The
system of income-contingent loans, which insures graduates against the risk
of not earning enough to pay back their loans, brings the problem of moral
hazard, as when we take our car to be repaired after a bump and we are asked:
‘is this an insurance job or are you paying yourself?” In England, after the
2010 election, the intrinsic problem of moral hazard was exacerbated by
the demand of the Liberal Democrats in the governing coalition that the
income threshold for the repayment of the tuition fee loans should be raised
so as to try to allay public criticisms of them for having had to completely
abandon their promises on fees.™

Furthermore, fees that are published do not signal the future liabilities of
graduates in a system of income-contingent loans that aims for fiscal neu-
trality. That requires high-earning graduates from elite universities with
high-quality degrees to pay back more than the borrowing costs of their own
fees. Only in that way can total repayments cover the costs of the loan scheme.
Hence the fees charged by the best universities only indicate in part the future
liabilities of their graduates.

Pressure has mounted on the UK’s elite universities to take more children
with lower educational achievements from lower social classes because it is
well known that the achievements of school leavers do not fairly reflect their
abilities. There is strong evidence that for children from low-income house-
holds the key obstacle to realising their potential through university educa-
tion comes not from fees and loans but from their lower prior educational
attainment.” That is why Barr’s review of the 2012 reforms to undergraduate
funding support in England described as ‘unspeakable’ the decisions by the
Cameron-Clegg coalition government to abandon or curtail three policies
launched under Blair that were directed at improving educational attainment
by children from disadvantaged backgrounds.® First, the Education Main-
tenance Allowance was abolished. This was launched in 1999 to provide up
to £30 per week for students from low-income households to encourage
them to stay in education at ages when it was no longer compulsory.® Sec-
ond, the Aimhigher programme was scrapped. This was established to widen
participation in higher education, mainly focused on pupils in school years
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10-12 (ages 14-16) - for example, offering summer school experience on uni-
versity campuses, master classes, campus visits, guest lectures and mentor-
ing.% Third, cuts were made to Sure Start, launched in 1999 as a programme
of early interventions for the under-fives in the 20 per cent most deprived
areas in England.®® Evaluations of these schemes found that none of them
was ‘transformative. But, given the scale of the challenge posed by educa-
tional inequalities, that was to be expected. What was so disappointing is
the way these initiatives were abandoned or curtailed without learning from
them how to deliver better access to higher education for the key groups that
they targeted.

7.4 Back to the Attlee settlement?

Would it therefore be a mistake to go back to something closer to the Attlee
settlement? To answer this, consider how that played out when the devolved
governments in Wales decided to do that for schools and Scotland for uni-
versity undergraduate education. After devolution (in 1999), following pres-
sure from the National Union of Teachers, and a public consultation, the
Welsh government stopped the publication of school league tables from
2002.% There were no other major policy differences between England and
Wales. Figure 7.5 shows the consequences of that ‘natural experiment’ in the
percentages of schoolchildren achieving five good grades (from A to C) at
GCSE. After 2002, schoolchildren in Wales did not improve at the same rate
as those in England. Burgess et al made a careful econometric study based
on matching schools in England and Wales.®® They found that, for every year
that Wales did not publish a league table, a pupil in Wales would lose two
GCSE grades compared with a similar pupil in England. If Wales wanted to
match its schools’ performance to those in England, they estimated that its
class sizes would need to be 30 per cent smaller. These differences were not
explained by ‘gaming’ in England (‘teaching to the test’). Wales was found to
be much worse than England in the different tests used by OECD in its Pro-
gramme for International Student Assessment (PISA). The PISA scores of
school performance at age 18 for 2018 have significantly higher mean scores
for science and mathematics in England than the devolved countries, and
the scores for reading in Wales were significantly lower than in the other
countries of the UK.® Nor did markets cause the disparity in GCSE grades
between England and Wales, because many schools in both countries were in
rural areas where there was no secondary school competition.®”

The Burgess et al study also showed that the Welsh pupils who had lower
performance than their English peers were from poor families going to the
schools with the poorer outcomes. Stopping publication of school league
tables in Wales had no significant impact on the characteristics of those
going to the best 25 per cent of schools.” A study comparing GCSE results
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Figure 7.5: The percentage (%) of students achieving more than five
good grades in GCSE at 16 in England and Wales, from 1993 to 2007
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Note: The Welsh Assembly Government stopped the publication of school league tables
from 2002.

between England and Wales by Joanne Cardim-Dias and Luke Sibieta also
found that in England the percentage of students eligible for free school meals
who achieved five good grades increased from 50 per cent in 2006 to over
60 per cent from 2010.”° But in Wales the same improvement was from below
20 per cent in 2006 to below 30 per cent in 2012. This dramatic impact of
publishing information on school performance was not from choice in a mar-
ket but making schools accountable to those living locally; in that way, it put
pressure on schools shown to have poor results to improve.

In 1999, university financing for the devolved nations was transferred to the
Scottish and Welsh governments. In 2001, the Scottish Parliament replaced
the up-front tuition fee with a ‘graduate endowment fee’ of £2,000, to be paid
after graduation to fund bursaries for poorer students from Scotland going
to Scottish universities.”! In 2008, when the Scottish National Party led by
Alex Salmond won a majority in the Scottish Parliament, they won the vote
to abolish the ‘graduate endowment’ so that undergraduate tuition became
‘free’ for students from Scotland going to Scottish universities.”> (Those liv-
ing in the other countries of the UK paid fees at the same level as universi-
ties in England if they went to Scottish universities and when the UK was
in the EU, under Treaty obligations, students from any EU country except
England, Wales and Northern Ireland were entitled to free tuition in Scottish
universities.) On 18 November 2018, which was Alex Salmond’s penultimate
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day as first minister in the Scottish Parliament, he unveiled a commemorative
stone at Heriot-Watt University inscribed with his March 2011 commitment
to ‘fre€’ tuition at university: “The rocks will melt with the sun before I allow
tuition fees to be imposed on Scottish students’” In 2020, a spokesperson for
Heriot-Watt University said:

Following consultation with the Heriot-Watt University Student
Union, a decision has been taken to use the current location of the
commemorative stone for an alternative public art work which will
appeal to our international student community. The stone will be care-
fully looked after until an alternative location is found for it in future.”

The annual cost of free tuition in Scotland was estimated in 2019 to be over
£800 million.”

What happened to school leavers access to universities in England
and Scotland? A 2019 study of access to higher education by Riddell et al
compared Scotland with the other UK countries.” In 2010, Scotland had
the lowest percentage of 18-year-olds going to university of all the UK’s
constituent countries (24 per cent compared with 30 per cent in England)
and was only the only country where the numbers had fallen (by 2 per cent
in 2013), compared with a 2 per cent increase in England. Riddell et al
concluded that Scotland’s policy of abolishing tuition fees had resulted in a
lower proportion of Scottish students from the lower social classes going to
universities compared with their English counterparts.”” A 2019 study of Eng-
land by Murphy et al found that in England the percentages of students enroll-
ing in universities from the most disadvantaged quintile of wards increased
from 10 per cent in 2004 to 20 per cent in 2016, and that there was little
change for the proportion of students coming from most advantaged quintile
of wards.”

Germany also experimented with introducing university fees. In 2005, its
Federal Constitutional Court decided that the federal law that banned tui-
tion fees for undergraduate education was unconstitutional. In 2006 and
2007, seven of Germany’s 17 regional governments (Laender) introduced
annual tuition fees of about €1,000 a year, with a comprehensive and generous
loans programme that exempted many students (for example, 30 per cent in
Bavaria). But, by 2014, all seven Laender had abolished tuition fees, on the
grounds that they deterred high school graduates from applying to universi-
ties. A careful econometric study, by Kerstin Bruckmeier and Berthold Wig-
ger, concluded, however, that the alleged deterrent effect of tuition fees had

‘no solid empirical basis’”

Conclusions

In Chile, the voucher system for schools delivered extremes of social segre-
gation - by design. In England, the introduction of the quasi-market with
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additional funding for disadvantaged children was intended to remedy the
selection by house price, which followed from the implementation of com-
prehensive schools in England and Wales in the 1960s. For the quasi-market
information is generated on school performance, in England, from OFSTED
reports and league tables of exam results. But the real value of this informa-
tion is not so much to enable children to travel to better schools, but rather to
create a system of ‘Tiebout choice’ in which the benefits of good local schools
are capitalised on with increased house prices and local rents in their catch-
ment areas.

The 2022 examination of inequalities in education in the England by the
Institute for Fiscal Studies (IFS) reports this truly dispiriting finding:

In virtually all OECD countries, literacy and numeracy skills are
substantially higher among young people aged 16-24 than among
the older generation (aged 55-65). England is the exception to the
rule: while its 55- to 65-year-olds perform relatively well, especially
in literacy, young people in England have not improved on these
skills at all. That has left England ranked 25th out of 32 countries in
terms of the literacy skills of its young people.®

In the UK’s financialised housing market, good schools have become more
accessible to affluent parents who are closely involved in the schooling of
their children. Parents who are poor tend to have access to poorly performing
schools with higher concentrations of problem students, lower parental sup-
port, and poor local environments. The ‘natural experiment’ from the gov-
ernment in Wales abandoning publication of league tables of exam results
shows the power of reputation effects in generating non-market incentives
to improve the performance of public services and is explored further in the
Afterword to this book.

England’s marketised system of competing universities financed by
income-contingent loans aimed to optimise the size and quality of the sector,
encourage innovation, be fiscally neutral and enable equity of access by abil-
ity. The outcomes have been disappointing. There are too many universities
of low quality charging high fees that are not repaid by their graduates. There
has been a lack of innovation. The projected debt of over £500 billion by 2050
entails annual interest payments of around £15 billion, which could be better
spent on helping disadvantaged children. Scotland’s system of ‘free’ tuition
costs around £800 million, which imposes a similar per capita tax burden to
England’s on their populations.

Introducing competition between publicly funded providers of school
and university education has proved to be far from the simple matter that
Shleifer and other neoliberals foresaw. Yet, if the difficulties with realising
neoliberal and ‘new public management’ ideas in education seem considera-
ble, they look to be minor flaws when compared with the devastating impact
of markets in healthcare - considered in the next chapter.
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8. Healthcare: to marketise or not to
marketise?

Selfishness beats altruism within groups. Altruistic groups beat
selfish groups. The rest is commentary.

David Wilson!

Kenneth Arrow won the Nobel Prize in Economics in 1951 for his develop-
ment of a theory of how effective markets work.> A decade later, he set out
the root causes of why markets would fail for healthcare in a famous 1963
paper: uncertainty in the incidence of diseases and efficacy of treatments; and
doctors (suppliers) not patients (‘consumers’) frame the demand for care.’ In
that paper he also made the penetrating observation that, although a system
like that of the British National Health Service (NHS) looks to be based on
altruism and redistribution, it can also be seen as a highly beneficial insur-
ance arrangement that pools risk over generations. This is a working example
of John Rawls’s social contract. Rawls’s theory of justice as fairness used the
device of a ‘veil of ignorance’ as a fair and consensual way of agreeing dis-
tributional questions in a social contract for a fair society.* Behind that ‘veil
of ignorance, we would not know, for example, what job we might have — an
investment banker? A nurse? - in deciding how much we think different jobs
should be paid we should choose without knowing which slot would be ours.

For most of us, for most of our lives, we live with no certain knowledge of
what our future needs for healthcare might be. Behind that ‘veil of ignorance,
the NHS makes sense as a social contract that is financed by ability to pay, and
gives free access according to health need. The private sector can successfully
pool and price idiosyncratic risk for cars and houses, but not the systemic risk
of ageing populations and pandemics.” Aneurin Bevan recognised the great
boon from government organising risk pooling across generations:

Society becomes more wholesome, more serene and spiritually
healthier if it knows that its citizens have at the back of their
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consciousness the knowledge that not only themselves, but all
their fellows, have access, when ill to the best that medical care can
provide.®

No country has an optimal system of healthcare that satisfies the three
objectives that make up its ‘iron triangle’: cost control, equity of access
according to need, and high performance.” The first section of this chap-
ter looks at a ‘natural experiment’ of Canada and the US. That experiment
shows the advantages of the way the NHS is financed for effective cost con-
trol and equity. The abiding weakness of the NHS is the lack of systems that
deliver high performance. That is why, paradoxically, the Thatcher govern-
ment looked at lessons from the United States in trying to marketise the
NHS. The second section examines the transaction costs of the model of
an NHS internal market (that is, with no change to the way it is financed),
which has been tried by Conservative, Labour and coalition governments.
This examination shows that the internal market model is designed to fail,
which poses the question: if we abandon markets, how do we generate incen-
tives to improve performance? The third section gives evidence of how that
can be done by designing systems of public reporting that impact on the
reputations of those who deliver healthcare. As there is no prospect of sub-
stantial increases in the NHS funding over the next decade, the final section
is about how it can manage by developing systems to improve the way we
allocate its resources.

8.1 Equity and cost control in Canada but not the US

In 1961, Ronald Reagan raised the alarm about the US abandoning its reliance
on private markets to finance healthcare.® The target of his criticism was what
became, from 1965, the federal programme of Medicare in the US for insuring
the elderly (and disabled). Reagan saw this as leading to the hell of ‘socialised
medicine, and communism. His belief in constraining health demands on
government by making people face up to the costs of healthcare was shared
by the finance director of a not-for-profit hospital in Greensborough, North
Carolina. When I met him, in the summer of 1983, he had to take an urgent
phone call. It involved negotiations with a couple over what they would
be required to pay, every month, for the rest of their lives, for their baby to be
given life-saving care in his hospital’s neonatal intensive care unit.

The US’s system was designed to produce hardship for the couple and
deficits for the neonatal intensive care unit. This was because so many of the
babies needing that care were from poor families without health insurance.
When, in 2009, President Obama proposed legislation to reduce the number
of uninsured Americans he received a citizen’s letter that read: ‘T don’t want
government-run healthcare. I don’t want socialized medicine. And don’t
touch my Medicare’’
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Canada used to have similar systems to the US’s for insurance and deliv-
ery of healthcare. Coverage was incomplete and entailed high user charges.
Hospitals and doctors were independent of government and paid according
to the services they supplied. From 1971, the Canadian federal government
instead became the single payer in a universal system of insurance for hospi-
tals and doctors that was free at the point of delivery, but made no changes
to the organisation of the delivery of care. Figure 8.1 shows how the two
health systems in the US and Canada operated before and after 1971. In the
US system, only 80 per cent of people were insured and they faced high user
charges, so conventional (demand and supply) economic analysis would pre-
dict that its future costs would be lower than Canadas. However, Figure 8.2

Figure 8.1: Healthcare systems in the United States and Canada

Aspect Us Canada before 1971  Canada after 1971
Hospitals Private (funded by charges for all care)

Doctors Fee for service

Insurers Multiple Monopoly
Coverage Incomplete Universal
Patients User charges ‘Free’

Figure 8.2: Healthcare expenditure as a percentage (%) of GDP in
Canada and the US, 1965 to 2021

20%
18.3

15%
13.2

10%

5%

3.7

O% T T T T T T T T T T T
1965 1970 1975 1980 1985 1990 1995 2000 2005 2010 2015 2020

Healthcare as a percentage (%) of GDP

Year
USA Canada

Source: Centers for Medicare & Medicaid Services (US); Canadian Institute for Health
Information, Government of Canada, and CountryEconomy.com (Canada).*


http://CountryEconomy.com

200 HOW DID BRITAIN COME TO THIS?

shows the outcomes of this ‘natural experiment’: the costs of the system in the
US increasingly escalated well past those of Canada.

Robert Evans (professor of economics at the University of British Colum-
bia) developed an economic explanation of why Canada, by implementing
an equitable system, had discovered that it had also implemented a highly
effective system of cost control.' Health insurance covers the risk of needing
healthcare when you are healthy: once you have cancer or a chronic disease
and continue to need healthcare, it ceases to be insurance. The US system
of multiple health insurers and incomplete coverage is designed to generate
incentives for each insurer to shift costs on to another payer, and direct their
efforts to risk detection and selection. In any population, the most costly 5
per cent of people typically account for more than 50 per cent of the total
annual costs of care.'”” The way that multiple insurers resolved their weak-
ness in negotiations with suppliers of healthcare was by increasing premi-
ums. In Canada, as there was universal coverage, the government avoided
the deadweight loss from spending effort on risk selection. And, as a sin-
gle payer, it had to confront total costs and was empowered to do so. Evans
emphasises that, in healthcare, effective cost control is directed at providers.
He laments that:

economic analysis has been largely incapable of grasping this pro-
cess [and] encouraged a fruitless concern with the prices faced by
patients, while ignoring the overwhelming significance of the struc-
ture and objectives of the insurer.”

In 1971, in the US, the RAND organisation began a quite remarkable exper-
iment to evaluate the impacts of user charges on costs and health outcomes
under traditional indemnity insurance.** Families were randomly allocated to
four levels of medical costs that they would have to pay in the RAND roulette
wheel of (mostly) misfortune: only a lucky minority had ‘free’ care; others had
to pay 25, 50 and 95 per cent of their medical costs. (Would that experiment
be deemed to be ethical now?) That study found that high user charges did
(as expected) deter people from seeking care and reduced their use of effective
acute care by about a third. User charges as a policy instrument suffer the same
conflicts of income-contingent loans for undergraduate university education
(detailed in Chapter 7): charges are required to both deter and not deter peo-
ple from seeking care when they are ill.

The RAND experiment also compared different levels of user charges
(under traditional indemnity insurance) with the radically different model
of the health maintenance organisation (HMO). That model integrated the
roles of insurer and provider of secondary, primary and preventive health-
care. HMOs are financed by capitation: families enrolled with an HMO
pay a monthly rate (regardless of services used). They have free access to
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a primary care physician (equivalent to a general practitioner), who acts as
gatekeeper to specialised services and restricts their choices. Although inte-
gration has potential to be an optimal form of organising care, to achieve that
requires satisfying a demanding set of conditions."”” Integration of health-
care is now being developed in less ambitious ways in the US in accountable
care organisations.'* RAND found that the per capita expenditure on health
services of those enrolled with the HMO Group Health Cooperative of
Puget Sound was 40 per cent lower than free care under traditional indem-
nity insurance, which was the same as those required to pay 95 per cent of
their medical cost. The HMO, however, achieved these cost savings with-
out reducing use of effective care. That is why the RAND study suggested
that the NHS arrangement of free access to a GP who acts as a gatekeeper
is more appropriate than high user charges as a way of organising access
to healthcare.

In 2001, Uwe Reinhardt (professor of political economy at Princeton
University) argued that, since the publication of Arrow’s 1963 paper,
health economics and health policy in the US had been fuelled by the vain
hope that:

with the aid of better information technology ... the efficient allo-
cation of health care resources could be entrusted to the ‘invisible
hand’ of a price-competitive marketplace, which economists are
uniquely qualified to understand.”

The outcomes of this market failure have been appalling outcomes on all three
vertices of the ‘iron triangle’:

o Inequity: the US is one of the three OECD countries (with Mexico and
Poland) with the lowest percentage of population coverage for core
health services.

o Poor performance: the US is the only OECD country to report a fall in
life expectancy between 2012 and 2017.

o Failure to control costs: the US has the highest spend on healthcare
(nearly 17 per cent in 2018, compared with 9.8 per cent for the UK).'

The 2021 report from the Commonwealth Fund found that, compared to 10
other countries, Americans of all incomes have the hardest time affording the
healthcare they need’ and the system ‘ranks at the bottom on health care out-
comes."” The US’s system of employer-based health insurance is a tax on jobs:
in 2019, the annual cost for insuring an employee’s family would be about
$21,000.*° As Anne Case and Angus Deaton argued, this stymies attempts to
develop new opportunities for employment in the areas that have experienced
deindustrialisation.?*
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8.2 An internal market for hospitals: a concept lost in
translation?

In 1985, Alain Enthoven (a Stanford professor who had worked for RAND)
described England’s NHS as suffering from ‘gridlock’” For the US, he had
been a strong advocate of the competing HMO model as a means of devel-
oping universal coverage.”® He proposed for the NHS that the government
implemented two changes.? First, it should transform the existing 200 local
district health authorities (districts) into the HMO model (as described
above), but without competition and defined geographically (Figure 8.3a).
In the NHS in 1985, districts were responsible for secondary, community
and preventive healthcare but primary care was delivered by independent
contractors. Enthoven argued strongly for making districts responsible for
integrating primary and secondary care. Second, he recommended creating
an ‘internal market, in which each district could threaten those suppliers
(hospitals or GPs) providing poor services with loss of jobs by outsourcing
to other providers.

One reason why the US spends so much on healthcare is that it has such a
high rate of pay for doctors and nurses. OECD estimated that, in 2017, hospi-
tal prices in the US were nearly twice those of the UK.* After making prices
comparable, Richard Feachem et al found in 2002 that a Californian HMO,
Kaiser Permanente, achieved:

better performance at roughly the same cost as the NHS because
of integration throughout the system, efficient management of hos-
pital use, the benefits of competition, and greater investment in
information technology.®

A year later, Ham et al reported that the use of hospital beds in the NHS for 11
leading causes of admission was three and a half times that of Kaiser’s stand-
ardised rate. They highlighted the reasons for Kaiser’s superior performance
were the integration of all elements along care pathways of prevention, diag-
nosis and treatment in primary, inpatient and outpatient care.”

Under the influence of neoliberal and ‘new public management’ thinking,
the Thatcher government implemented an ‘internal market’ based on a ‘pur-
chaser/provider’ split. Districts were the principal purchasers; providers were
local hospitals and community service units that became self-governing pro-
viders. Districts as ‘purchasers’ were to assess the needs of their local popu-
lations and meet them by contracting selectively with providers that were to
compete on price and quality. The governments of Margaret Thatcher in 1989,
Tony Blair in 2002, and the coalition in 2010 tried to develop hospital com-
petition under different arrangements in which GPs were on the purchaser
side of the split.®® The failures of the Thatcher and Blair internal markets
were described in Chapter 1. The third attempt by the coalition in legislation
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Figure 8.3: The NHS as a hierarchy (in 1980) and its ‘internal market’
form (in 2012)

(a) Pre-reform (1980) structure
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was described as ‘Dr Lansley’s monster’ (Andrew Lansley was the minister
responsible).” In the Lansley model, which was implemented in 2012, fund-
ing went primarily to the grouping of GP practices. They ran primary care
directly and ‘commissioned” hospital care and community services from com-
peting NHS and independent providers (Figure 8.3b). It was so controver-
sial that it was subjected to an unprecedented ‘pause, whilst the proposals
were reviewed, and subjected to 2,000 amendments.*® It was criticised by an
unprecedented joint editorial condemning the bill in the leading journals for
the medical profession (British Medical Journal), managers (Health Service
Journal) and nurses (Nursing Times), for resulting in upheaval that ‘has been
unnecessary, poorly conceived, badly communicated, and a dangerous dis-
traction at a time when the NHS is required to make unprecedented savings’*
Thus, Enthoven’s 1985 proposals for care integration on HMO lines were
completely lost in translation by the Thatcher government in 1989 and sub-
sequent ‘reforms’* Such integration is particularly important for the effective
management of chronic diseases in an ageing population. Dr Lansley’s mon-
ster was abandoned because it obstructed the integration needed in caring
for an ageing population.”

Figures 8.4 and 8.5 apply my translation of Williamsons framework
to examine the model of local districts or GP commissioners contracting
selectively with hospitals for the care of their populations. They show that
asking NHS purchasers to contract with hospitals raises a red flag on all six
of Williamson’s criteria. Districts and GP commissioners alike have faced
profound uncertainty over the future complex needs of their populations
- as shown so vividly by the changing impacts of the global pandemic of
Covid-19 on admissions to hospitals and intensive care units (ICUs) (see
Chapter 9). Hence contracts were necessarily incomplete. The asymmetry of
information was so difficult to overcome because ‘purchasers’ depended on
hospitals to determine the need for patients’ care once they were referred or
admitted as an emergency and lacked data on the quality of most of the care
provided. There was little supply-side flexibility. The assets of a hospital are
highly specific and for most services (emergency and chronic care) they need
to be local. That created problems even in closing hospital departments, and
ruled out letting ‘failing’ hospitals exit the market. Although hospital care
is provided frequently, Chapter 1 gave examples showing that this did not
enable ‘purchasers’ to become more skilled in contracting and monitoring.
Reviews consistently found systemic weaknesses in commissioning or con-
tracting where this has been tried in several country cases.** It was one of
those sad cases where contracting over 10 years is one year’s experience 10
times over.

The ‘atmosphere’ in which patients are treated is crucial. Timothy Besley
and Maitreesh Ghatak argue that high performance of public services follows
from matching their missions to the motivation of those who deliver them.*
So, for example, teachers who derive intense satisfaction from educating the
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Figure 8.4: Causes of high transaction costs in contracting with hospitals
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Figure 8.5: Describing the high transaction costs of contracting with
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. Can a complete contract be
specified?

. Is the buyer able to assess the
adequacy of the quality and
costs of what is supplied?

. Is there supply-side
flexibility?

. Are there many buyers?

. Is the transactional
relationship between buyer
and supplier adequate to
cover all aspects?

. Is there scope for suppliers to
behave with opportunism?

. Is the buyer a skilled
purchaser?

High transaction costs in using a market

No. The ‘purchaser’ is uncertain over when and
at what scale a service will be needed and the
service needed is too complex to be specified in
advance.

No. Hospitals can supply services that a well-
informed purchaser would not want to pay
for, and ‘quality shade’ services in ways that
purchasers would find very hard to detect.

No. There are few accessible local hospitals, those
that fail do not exit the market, and the dominant
suppliers are not challenged by new entrants.

No. Hospitals have had to invest in assets
(equipment and staff) that are specific to the
‘purchaser’

No. The quality of service supplied is impaired
by a transactional relationship - ‘atmosphere’
matters.

Yes: the ‘purchaser’ is vulnerable to being
exploited by being overcharged for an excessive
or inadequate volume of services of poor quality.

No. The service is so complex and uncertain that
there is no ‘learning by doing’ from contracting
over time.
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young will not seek large financial rewards. Much of modern medical pro-
fessionalism stress how vital it is that healthcare is delivered by committed
staff who continuously put patients’ interests first. The scandal described in
Chapter 1 at Mid Staffordshire hospital showed the appalling consequences of
running a hospital that had lost sight of Florence Nightingale’s first principle,
to do the sick no harm. So, in the NHS, the contracts between purchasers and
hospitals can only work if they are not transactional but relational and built
on trust. But a hospital will only enter into a relational contract without the
threat of competition.

8.3 Designing public reporting systems to improve
performance

Most people want good local public services — for them, having choice is of
secondary importance. Those who advocate choice in markets argue that is
the key means to the end of providing good local public services. The choice
mechanism would improve the quality of hospital care if those needing care
were well-informed about differences in the quality of different hospitals, and
could exercise choice and go to those with high quality of care.”® But system-
atic reviews of public reporting of hospital performance in the US found that
it had no impact on choice of hospitals by patients; and, after hospitals had
been publicly reported as performing poorly, sometimes they improved qual-
ity and sometimes they did not.*”

Judith Hibbard’s explanation of this puzzle was that public reporting could
generate powerful incentives for a poorly performing hospital to improve if
it were designed to inflict damage on its reputation. She cites her study of a
controlled experiment in Wisconsin, which specified four requirements for
public reporting to drive improvements through its impacts on reputations:

o performance needs to be ranked;

o the ranking has to be designed to make clear where performance is
good or poor;

« the information has to be published in forms that are easily and widely
accessible for all to see; and

o performance information must be produced regularly.®®

In healthcare, three different systems of public reporting that satisfied those cri-
teria have given strong evidence of the power of reputation, even though each
system was initially designed to drive change through market mechanisms.
The first system is the Cardiac Surgery Reporting System (CSRS) of estimat-
ing risk-adjusted mortality rates (RAMRs) by surgeon and hospital, which
began in 1989 in New York State. Those who benefit most from cardiac sur-
gery are at highest risk of dying from the operation. So, the skilled surgeons
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who operate on difficult cases tend to have the highest mortality rates. That
was why Mark Chassin, who was then the commissioner for health in New
York State, developed a good method of risk adjustment for public report-
ing. Over the next three years, New York State’s risk-adjusted mortality fell
by 41 per cent.” It ‘had the lowest risk-adjusted mortality rate of any state
in the nation and the most rapid rate of decline of any state with below-
average mortality’** Chassin emphasised that market forces played no role in
driving that improvement. Patients did not switch from hospitals that were
statistical outliers with high mortality, nor to those with low mortality. Nor
did HMOs switch their contracts for their insured populations.” The CSRS
was designed to inflict reputational damage on hospitals that were statistical
outliers with high mortality. And Chassin found that it was those hospitals
that made efforts to improve their quality of care.*?

The second system is the regime of ‘star ratings’ that was implemented
in the NHS in England from 2000 to 2005 (as mentioned in Chapter 1).
Figure 1.1 showed the scale at which the Blair government threw money at
the NHS from 2000 onwards, which applied to England, Scotland, Wales and
Northern Ireland.”® After the election of the Blair government in 1997, under
governance by ‘trust and altruism’ (see Chapter 1), hospitals that failed to
meet targets for reducing waiting times received extra funding. This sys-
tem of perverse incentives rewarded failure, and continued, after 2000, in
the devolved governments in Scotland, Wales and Northern Ireland.** Only
in England, however, did the government require fundamental change in
its implicit contract with the NHS to transform its performance. The NHS
Plan of 2000 set out demanding targets for reducing hospital waiting times
in England as set by the Prime Minister’s Delivery Unit. The Department
of Health changed the rules of the game to ensure these targets were met.
Under England’s ‘star rating’ regime, those who worked in hospitals that
missed the targets were no longer rewarded with more money but punished
instead.® In the ‘star rating’ regime, NHS trusts that ‘failed” were zero-rated,
and ‘high-performing’ NHS trusts were awarded three stars. The chief exec-
utives of ‘failing’ trusts were at high risk of being sacked, as happened to six
of the 12 failing hospitals (‘the dirty dozer’) in the first set of ‘star ratings.
This threat was initially seen to be the key driver to deliver the required
transformation in NHS performance. I was involved in the development of
‘star ratings’ when I worked at the Commission for Health Improvement.
In the meetings I had with those running acute hospitals, I came to under-
stand the power of the reputational impacts of publishing ‘star ratings. One
chief executive told me that what she most feared about her hospital being
demoted from a three-star to a two-star trust was how that would be the lead
story in her local newspaper at the weekend.

At the CHI, we were responsible for reviewing the implementation of clin-
ical governance in England and Wales (see Chapter 1). I was stunned by the
decision of the government in Wales not to develop any comparable system
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of public reporting of performance. I was told by an official that, having aban-
doned school league tables (see Chapter 7), it was inconceivable that the gov-
ernment in Wales would introduce an analogous system into its NHS. In 2005
the Auditor General for Wales issued three damning reports on the dreadful
performance of NHS in Wales as compared with England.*® In 2005, the sum
of the two waiting time targets to be referred to a specialist and admitted
for an operation was nine months in England and three years in Wales (see
Figure 8.6). Furthermore, hospitals hit their targets in England and missed
them in Wales. In Wales in 2005 there was no commitment to match the
transformation in the performance in England, where (by 2008) hospitals
were hitting the target waiting time of 18 weeks from referral by a GP to
admission for an elective operation. And, in 2005, ambulances met 75 per
cent of life-threatening emergency calls within the target response time of
eight minutes in England, whereas this was only 55 per cent in Wales.

The third system is the Tuscan Performance Evaluation System (PES) in
Italy’s national health service, which is modelled on the UK’s NHS. The Italian

Figure 8.6: Waiting time targets (in weeks) in England and Wales
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health service is devolved to 21 regions (five are autonomous provinces) that
are similar in some respects to the devolved nations of the UK. They are
funded centrally but have autonomy over the structure and governance of
their health services. Italy’s national outcome evaluation programme (NOEP)
measures and publicly reports the performance of each region against mini-
mum standards for essential levels of care (Livelli Essenziali di Assistenza or
LEAs). They are held to account by central government in a system similar to
that of the NHS ‘star rating’ regime: failure to eliminate financial deficits or
to achieve a minimum grid score on its LEAs can result in the sacking of the
region’s president and the chief executive officers of local providers.

The Tuscan PES began, in 2006, as an initiative by Tuscany’s elected regional
councillor for health. He funded a research unit, MeSLab, led by Sabina Nuti
at the elite Scuola Sant/Anna in Pisa, to develop what became the Tuscan PES.
The regional councillor aimed to drive improvement by using that PES in
deciding performance-related pay for the chief executives in its 12 local health
authorities. They were responsible for planning and running healthcare for
their populations.

By 2012, 12 ‘regions’ had voluntarily chosen to use the Tuscan PES in the
network of the Inter-Regional Performance Evaluation System (IRPES).
Each region processed its own data and used the same set of indicators for
benchmarking. The results were shown by region and by health authorities.*
Figure 8.7 shows how the Tuscan dartboard displayed 160 indicators across
eight dimensions (population health, efficiency, user and staft satisfaction,
meeting strategic goals, types of care, and governance) for the two regions of
Marche and Tuscany. The dots represent the performance of the composite
indicators and are organised into segments for each dimension of perfor-
mance. Indicators with excellent performance are in the green zones near
the centre of the dartboard; those with poor performance are in the red
zone on the outer circle. The health of the population is reported above the
dartboard to highlight that it represents the ultimate goal towards of every
health district.

Comparing two regions, Figure 8.7 clearly shows that, on most indica-
tors, Tuscany had better performance than Marche. The dartboard ranks
performance but avoids the crudity of systems that aggregate performance
across multiple indicators to give a single rank (as in star rating and the
annual health check). Such crude rankings cast an unjustified shadow on
those delivering a high-quality service in an organisation with a poor ranking
in aggregate and vice-versa.

In the Tuscany region, MeSLab presented results to six-monthly stock-
take meetings of the senior managers and clinicians, and heads of depart-
ments of the districts and region. Managers and clinicians in Tuscany were
closely involved in the development of the indicators and were trained by the
SantAnna School of Advanced Studies in the use of this information. Those
whose service performed poorly on an indicator could learn from those who
performed well.
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Figure 8.7: The Tuscan system dartboards displaying the health
performance of two regions, Tuscany and Marche, in 2015
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One evaluation of Italy’s ‘natural experiment’ with different systems of gov-
ernance in its 21 ‘regions’ compared performance across 14 indicators in 2007
and how that had changed over the next five years.*” This showed that all five
‘regions’ that published rankings improved their performance. The perfor-
mance of Lombardy deteriorated markedly. This is the only region in Italy that
has persisted with trying to make hospital competition work.* Tuscany had
good performance in 2007 and improved to be the best in 2012. In 2015 the
regional councillor for health decided to end its system of performance-re-
lated pay for chief executives in making savings in response to a financial
crisis. However, this change had no effect because its performance evaluation
system was still used to hold them to account for performance and had
become embedded in a social process of collegial benchmark competition.
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(b) Marche
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Notes: Each ‘dartboard’ shows performance in that region on a wide range of different
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performance indicators, specific to each area of health system operations. The white dot

shows how close to the central target aspiration performance got, across five ratings

from very good (green) to poor (red). In this figure, Tuscany (with almost outcomes within
the green and yellow zones) clearly performs better than Marche (where few results are

in green zones, and others spread out more into the orange and red zones).

8.4 Managing the commons

Like all healthcare systems, the NHS struggles with competing demands on its
common pool of resources. The nature of that collective action problem was
vividly captured by the English economist William Forster Lloyd. In his 1833
pamphlet, he used the analogy of shepherds sharing the commons for grazing
their sheep. Each shepherd gains if he can increase his sheep over his allotted
number but, if they all do, that results in the unrestrained overgrazing of the
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commons and all shepherds then lose any grazing at all. Lloyd’s pamphlet was
developed by Garrett Hardin into the economic theory of the “Tragedy of the
Commons, which was published in Science in 1968. He argued that the only
way to resolve the tragedy was by assigning property rights, even though that
would result in injustice, because that outcome ‘is preferable to total ruin’
Since then, however, Elinor Ostrom’s substantial body of empirical research
showed that groups of small to moderate size could manage common-pool
resources without assigning property rights. The principles of how to do
that for healthcare have been developed by Ronald Dworkin, Norman Dan-
iels and James Sabin, and they offer different approaches at the national and
local levels.

We generate our common pool of resources for healthcare when we are
able to work by paying for others who are too sick, too young or too old to do
so. For Ronald Dworkin, that frames our willingness to pay for insurance for
healthcare over a lifetime:

Most young people on reflection would not think it prudent to buy
insurance that could keep them alive by expensive medical inter-
vention, for four or five months at the most, if they had already lived
into old age. They would think it wiser to spend what that insurance
would cost on better health care earlier, or on education, or training
or investment that would, provide greater benefit or more impor-
tant security.™

Norman Daniels has argued that we ought to give priority to services directed
at the young because that helps them survive into old age and they have greater
potential life years to gain from treatment. This is a key way to achieve
greater equity in life expectancy.®™ A tension in the NHS constitution is that
it aims to be available irrespective of age and ‘to promote equality through ...
particular attention to groups or sections of society where improvements in
health and life expectancy are not keeping pace with the rest of the population’

The systems of resource allocation in the NHS aim to allocate resources to
local populations according to need. But the way those resources are used
shows dramatic unwarranted variations in patterns of expenditures and rates
of treatment for different types of care.”” The local systems that deliver health-
care have evolved over time in different ways. They were not designed to make
optimal use of our limited resources. To do that we need to reorganise our
local healthcare systems (prevention, primary and hospital care, and rehabili-
tation) for different conditions.

Daniels and Sabin proposed a process for doing this in their ‘Accountability
for Reasonableness’ framework.”® This requires the development of a ration-
ale, based on relevant evidence, reasons and principles, for making decisions
in a process that is publicly accessible and that allows scope for revisions and
appeals, and regulation to ensure these conditions are met. A start on doing
this was made in the NHS in meetings with stakeholders (including patients,
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carers, doctors, nurses, managers, treasurers) to compare the value for money of
different interventions along the care pathway for the same condition (for exam-
ple, stroke, low back pain). These analyses typically show that most resources are
consumed by hospital admissions that produce little value. As a result, only lim-
ited resources are available for undertaking the early interventions that are high
value and can prevent the worsening of people’s condition and need for hos-
pitalisation. Hence there is considerable scope to increase the value produced
by the NHS by reallocating how we as a society use our resources.”

Conclusions

As Arrow explained in 1963, markets will fail for healthcare. There is strong
evidence that:

o User charges as a means of cost control belong in the firmament of
zombie economics.

« Providing information for insurers and users on the performance of
hospitals has little impacts on their market shares.

o Purchasers fail to contract selectively with providers of healthcare.

But there are working examples of effective to alternatives to markets in
healthcare. The UK and Canada developed effective systems of cost control
based on universal coverage, financed by taxation, free at the point of deliv-
ery. These are obviously more equitable than the patchwork of arrangements
of incomplete coverage in the US, characterised by high user charges, spend-
ing the highest share of GDP across the OECD, and exceptionally having
falling life expectancy. We can improve performance of providers of health-
care by developing well-designed systems of public reporting that can lead to
improvements. These systems generate high-powered incentives from their
impacts on the reputations of those who provide services. (This is also what
was found to be the main impact from publishing information on school
performance in exams in England and Wales, as described in Chapter 7.)
Looking back to the various radical policies of the coalition government
from 2010 to 2015, it is difficult to decide which did most harm: cuts in
funding for local government and social care?®® Universal credit?®! Finance
of undergraduate university education?*? Abolition of schemes to enable
children from poor families to benefit from education?*® But it seems that,
out of this rich cornucopia, the prime minister, David Cameron, believed that
it was Dr Lansley’s ‘monster’ reorganisation, which subjected the English NHS
to unnecessary and misconceived radical reform (and relegated adult social
care to malign neglect). Thankfully, that third abortive attempt to make an
internal market work in the NHS has been abandoned. But Lansley’s monster
also had the collateral damage of fatally undermining England’s public health
capability to respond to a global pandemic - the subject of the next chapter.
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9. Playing the opening and middle games
against Covid-19

There is no doubt that the Prime Minister [Johnson] made some
very bad misjudgements and got some very serious things wrong. It
is also the case that there is no doubt that he was extremely badly let
down by the whole system. It was a system failure.

Dominic Cummings, chief adviser to PM Boris Johnson
(July 2019 to mid-November 2020), giving evidence
to a House of Commons committee on 26 May 2021.!

Ingmar Bergmans classic film The Seventh Seal was set during the worst
global pandemic in human history, the Black Death. It centres on the story of
a Swedish knight, who, on his return home from the Crusades, plays a chess
match for his life against Death. Inevitably he loses. Chess offers an analogy
for the ‘game’ against Covid-19: the opening game took place in 2020, before
effective vaccines had been developed. The middle game occurred after these
vaccines were available. And the end game has unfolded in countries after
mass vaccinations, where Covid-19 has become like regular flu. Both in chess
and in battling a pandemic, having an effective strategy is absolutely vital in
the ‘opening game, because mistakes in the initial moves have fatal conse-
quences. The first section of this chapter charts the UK government’s chaotic
start at the onset of Covid-19 in 2020, when the government played the initial
moves against Covid-19 like a beginner at chess, who knows how the pieces
move but blunders in the absence of a strategy. The following sections con-
sider later changes in UK policymaking, when the PM and ministers switched
strategy, reluctantly (and slowly) accepting the need for repeated lockdowns
of the economy - to keep the Covid-19 burdens on the National Health Ser-
vice within the bounds that the NHS could cope with. The last section of this
chapter considers the ‘middle game, beginning in 2021, when the UK gov-
ernment performed superbly in speedily procuring, licensing and deploying
anti-Covid vaccines.
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9.1 The opening game

On 12 December 2019, Boris Johnson led the Conservative Party to a land-
slide victory in the UK general election with the promise ‘to get Brexit done’
On 24 January 2020, his government recognised the threat Covid-19 posed
to the UK by convening the first meeting of its committee for responding to
emergencies in the Cabinet Office Briefing Room A (COBRA). However, the
prime minister himself did not attend.? On 29 January, the first recorded cases
of Covid-19 were confirmed in Britain.? On 30 January, the director-general of
the World Health Organization (WHO) declared that the Covid-19 outbreak
constituted a public health emergency of international concern.* The same
day the Italian government proclaimed a national health emergency for six
months, and suspended flights to and from China.’

For Boris Johnson, however, 31 January was: ‘the moment when the dawn
breaks and the curtain goes up on a new act in our great national drama ...
potentially a moment of real national renewal and change’: that was the day
that the UK formally left the EU.* And four days later he made clear that, for
his government, the real threat from Covid-19 was overreaction:

When barriers are going up, and when there is a risk that new dis-
eases such as coronavirus will trigger a panic and a desire for market
segregation that go beyond what is medically rational to the point of
doing real and unnecessary economic damage, then at that moment
humanity needs some government somewhere that is willing at
least to make the case powerfully for freedom of exchange, some
country ready to take off its Clark Kent spectacles and leap into the
phone booth and emerge with its cloak flowing as the supercharged
champion, of the right of the populations of the earth to buy and sell
freely among each other. And here in Greenwich in the first week
of February 2020, I can tell you in all humility that the UK is ready
for that role.”

A month later, on 2 March 2020, Boris Johnson finally attended a COBRA
meeting on the pandemic for the first time (its sixth).® David Calebss letter to
The Guardian on 11 January 2022 pointedly asked: ‘Is it my imagination that
during the pandemic Boris Johnson has attended more unlawful gatherings
[i.e. parties in 10 Downing Street that broke lockdown regulations] than he
has Cobra meetings?”® The chaotic way that decisions were made by the John-
son government in 2020 is described by Jonathan Calvert and George Arbu-
thnott, investigative journalists for the Sunday Times, in their book Failures of
State,”® and by Dominic Cummings, in his oral evidence to a joint meeting
of the Science and Technology Committee and the Health and Social Care
Committee of the House of Commons, on 26 May 2021 (Figure 9.5)."" All
three criticised the Johnson government for its deadly delayed decision on the
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first lockdown, made only on 23 March, and are righteously indignant about
that delay later being repeated for the second and third times in November
2020 and January 2021.

One interpretation of these delays is that Johnson’s role model was the
mayor of Amity in Stephen Spielbergs film Jaws, who gives priority to
the town’s prosperity, in ordering the beach to remain open, despite over-
whelming evidence of the presence of its massive man-eating shark."? Jaws
was an updated exploration of that theme in Henrik Ibsen’s play, of 1882,
in which a Norwegian town’s medical officer, Dr Stockman, proposed clos-
ing its new municipal baths after he discovered its water supply was toxic
and posed ‘the gravest possible danger to the public health’ The town mayor
won public support for keeping the baths open and Stockman became Ibsen’s
Enemy of the People.”® Johnson was determined to avoid that fate.'"* Dominic
Cummings reported that, after April 2020, Johnson’s view was that the first
‘Lockdown was all a terrible mistake. I should have been the mayor in “Jaws”
We should never have done lockdown 1%

For many British people, every step we take by the 500-metre-long Covid
Memorial Wall in London (Figure 9.1) makes us wish that, back in February
2020, we had had a prime minister with a different view. Yet at least Johnson

Figure 9.1: The National Covid-19 Memorial Wall in London
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was not Donald J. Trump, the 45th president of the US. On 27 February 2020
he made clear that his view of Covid-19 was that ‘one day, it’s like a miracle, it
will disappear’'” That was the first of 38 such predictions. On 24 April 2020, he
proposed, on a live nationwide broadcast, ‘interesting’ treatments that official
scientists might test (in randomised controlled trials?):

So, supposing we hit the body with a tremendous - whether it’s
ultraviolet or just very powerful light ... supposing you brought the
light inside of the body, which you can do either through the skin
or in some other way ... And then I see the disinfectant where it
knocks it out in a minute. One minute. And is there a way we can
do something like that, by injection inside or almost a cleaning?*®

Imagine what it would feel like if you were there as Deborah Birx, the coro-
navirus response coordinator in the White House, who sat in silence. Later,
in March 2021, she said that she thought every day about what she ought to
have done."”

9.2 ‘Following the science’

A strategic response in the opening game against Covid-19 required a model

because of our incapability in making sense of its complex interactions of
feedback and delay:

o between a new case being infected and infecting others (with Covid-19
whilst asymptomatic) and experiencing symptoms, being diagnosed,
possibly requiring admission to hospital or an intensive care unit
(ICU), and (eventually) death or recovery;

o in the reporting of data on observable outcomes (infections, admis-
sions to hospitals and ICUs, and deaths);

o in the effects of actions taken to stop the spread of the disease on
observable outcomes.

We learn quickly when feedback is instant, but not when it is delayed, as in
using a shower for the first time. Peter Senge illustrates our failure in learning
by doing’ within a system with multiple components that give delayed feed-
back using a famous example — the MIT ‘beer game’?° There are three players:
a retailer, a wholesaler and a microbrewery. The wholesaler responds with a
lag to a change in the order from the retailer, and the microbrewery responds
to the wholesaler also with a lag. In the game, the retailer knows customer
demand, the wholesaler knows demand from the retailer, and the micro-
brewery demand from the wholesaler. The game begins with a stable weekly
demand on the retailer for four cases a week. When that is increased to a new
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stable weekly demand of eight cases a week, the retailer is initially under-sup-
plied and so keeps on increasing his weekly demand until it is met. By this
time the microbrewery is on a schedule of ramping up its production to meet
ever-increasing demands. Chaos ensues. Senge’s book The Fifth Discipline is
about the need to develop models to designed for such systems to understand
what is going on and how to intervene.

For a government to formulate a strategy for a pandemic it needs a model
of that complex system. But the initial moves against Covid-19 had to be
made with neither good understanding of nor good data on the progress of
the disease. That created what John Kay and Mervyn King describe as radical
uncertainty.’ The mantra of the UK government in its initial moves of the
opening game against Covid-19 was that it was ‘following the science’ But
the ‘science’ it chose to follow proved to be inadequate for the radical uncer-
tainty that undermined our capability to model how the disease would spread.
The ‘science’ government needed was what Michael Lewis describes as ‘red-
neck epidemiology’™: developing a simple model that could use the limited
data that were available; and not starting with a complex model and wait-
ing for the data that it required to become available. In January 2020, Carter
Melcher (one of Lewis’s ‘redneck epidemiologists’) used the available data
from Wuhan and estimated that the range of expected deaths from taking no
government action in the US could range from 900,000 to 1.8 million.?* In
April 2023, the total number of deaths attributed to Covid-19 in the US was
over 1.1 million.” For the UK, the comparable range would have been from
180,000 to 360,000, and actual Covid-19 deaths were over 210,000. In March
2020, however, ‘a senior health official said the UK would do well if it man-
aged to keep the coronavirus death toll below 20,000 people™™ — that number
was exceeded by 19 April 2020.%

The players in the beer game were unable to make sense of a step change
in demand. Pandemics are frightening when the rate of infections increase,
not in step changes but exponentially. That means the larger the number,
the greater is the rate of increase. ‘Exponential growth bias’ describes the
common belief that the future will always increase at a steady rate. (It is
well known in the world of finance, where people typically underestimate
the benefit of compounding interest in savings.) The nature of exponential
growth is the subject of the fairy tale about Sissa ibn Dahir, an impoverished
mathematician, who invented the game of chess in mediaeval India. When
his king, Shihram, insisted on offering him a reward, Sissa asked for one
grain of rice for the first square of the board and the number to be doubled
on each successive square (from 2 to 4 to 8 to 16 and so on). The king was
disabused of his belief that such a reward was quite inadequate when he
learnt that, before the 30th square was reached, his whole kingdom’s supply
of rice was exhausted. (The pay-off from the 64th square has been estimated
to be enough rice to cover the entire country of India with a layer a metre
high.*)
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What determined whether the increase in the number of cases with Covid-
19 was exponential was the rightly famous R number: the average number
of people infected by one infected individual. The number of cases increases
exponentially if R is greater than one, stays at a constant rate if R equals one,
and decreases if R is less than one. When the R number in England was greater
than one, ministers seemed as bewildered as King Shihram. They would say
things like: ‘No one could imagine that two weeks ago this is where we would
be today’ Prior to the UK’s first lockdown, on 23 March 2020, cases were dou-
bling every three days and peaked, on 10 April, at 70 cases per million. If that
exponential growth had continued unchecked, then 45 days later everyone
in England would have been infected and ‘herd immunity’ would have been
achieved - with devastating consequences in deaths and illness.

The beer game is played for low stakes without the players being exposed
to media coverage as they blunder along. The Covid-19 ‘game’ was played for
the highest of stakes, and its key players were subjected to intense unrelenting
pressure from all kinds of media. They faced the systemic combination of feed-
back and delay, radical uncertainty and exponential growth. That meant that
waiting until there was strong evidence that Covid-19 posed a serious threat
would be acting too late.”” Given the high drama of a president and prime min-
ister in denial about the pandemic’s arrival and seriousness, the US and the UK
each needed a public health organisation with the expertise, authority and inde-
pendence ‘to speak truth to power; like Germany’s Robert Koch Institute (RKI).

In 2005, the German government developed its first National Pandemic
Plan and, in 2008, it decided to develop the RKI into a modern public health
institute for the control of infectious diseases.?® The RKI employed 700
scientists and was headed by experts in microbiology and infectious disease
epidemiology.” It had been founded, in 1891, as the Royal Prussian Institute
for Infectious Diseases, and later led by Robert Koch (who won the Nobel
Prize in Medicine in 1905 for his discovery of the tuberculosis pathogen). The
RKI revised Germany’s National Pandemic Plan based on experience of
the 2009 outbreak of swine flu.*® That meant that the country was ‘metic-
ulously prepared for a pandemic’® The RKI recognised the urgency and
importance of scaling up testing and tracing for Covid-19:

Once it became clear that the spread of the virus was serious, a
reporting system involving the RKI and all public health offices
came into play. Plus, a detailed ‘epidemic strategy’ lying in the
drawer for years outlined payment structures for laboratories for
diagnostic tests. There were no questions, nor any disputes, about
costs and accounting.*

In response to the 2020 emergence of Covid-19, the RKI published risk assess-
ments, strategy documents, response plans, daily surveillance reports on the
disease, and technical guidelines, and worked with national and international
public health authorities as channels for distributing communication.”® The
RKI followed ‘the South Korean model of widespread testing and isolation
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that helped flatten the curve of new infections in Germany’.** South Korea
had learnt from following the SARS and MERS epidemics of 2002/03 and
2015% and it had a lower number of deaths than would be expected until
October 2020.%

In January 2020, one of the first diagnostic tests for Covid-19 was developed
in Charité University Hospital in Berlin (where Robert Koch had worked).?”
The RKI then developed a highly effective system of testing, tracking and
tracing.’® The institute:

o urgently scaled up testing, tracking and tracing (its testing capacity
was 50,000 people per day by mid-March 2020);

o developed a smartwatch app by 7 April that ensured privacy with a
decentralised, anonymous approach to contact warning, which asked
individuals to report their positive test status via the app, and Blue-
tooth connections between phones would trigger alerts to people who
had come into contact with someone who tested positive;

o hired and trained ‘containment scouts’ to support understaffed local
authorities; and

o from April 2020 implemented gathering data by monitoring its spread
in local communities and nationally through representative screening.

The RKTI’s National Pandemic Plan enabled the German federal government
to take timely action to restrict the spread of the Covid-19 infections:*

o from 28 February, all travellers entering country from high-risk areas
(for example, China or Italy) were required to provide information on
previous exposure and contact details;

o from 10 March, mass meetings of over 1,000 people were prohibited;

o from 18 March all non-EU citizens were barred from entering the
European Union for 30 days; and

o from 10 April all travellers to Germany were required to quarantine
for 14 days.*

o The RKT’s national guidelines required hospital patient cases discharged
to care homes to have tested negative or undergone quarantine at an
isolation area for 14 days.

9.3 Making astrology look good

The concern over delays in the global response to Ebola in 2014:

prompted calls for measurement and transparent reporting of coun-
tries’ public health capacities [and] a need to better understand and
measure—on a transparent, global, and recurring basis—the state
of international capability for preventing, detecting, and rapidly
responding to epidemic and pandemic threats."
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To meet that concern, experts produced a ranking of 195 countries, in Octo-
ber 2019, of how well each was prepared for the next global pandemic. The
Global Health Security (GHS) Index categorised countries into three divi-
sions. The governments in the US and the UK were sitting pretty as winner
and runner up in the first division, hence they could relax. Germany lan-
guished in the second division and was ranked 14th. When compared with
countries’ subsequent performance, these pre-Covid judgements of health
systems’ preparedness made astrology look good (like economic forecasting
- see Chapter 3).

So how did the UK and the US compare with Germany? The reliability of
data on cases diagnosed with, or confirmed deaths from, Covid-19 can vary
over time and location. Figure 9.2 gives estimates of confirmed deaths from
Covid-19 per 100,000 in 2020 from Mathieu et al for the US, Germany and
the UK.** Figure 9.2 also gives five sets of estimated rates of excess deaths
(over what would be expected from past data for normal periods) for the US,
Germany, and either the UK as a whole or separately for England and Wales
or Scotland, by the WHO, The Economist, Islam et al, Parildar et al and Kontis
et al.* These estimates aim to avoid variations in the reliability of diagnosing
Covid-19.* Figure 9.2 shows that the WHO estimate for Germany, which was
published on 5 May 2022, was an upper outlier, and it was later found to be
wrong.” This error was acknowledged by the WHO in 2023.* The WHO rate
for 2020 is higher than the estimate by Kontis et al, which was from mid-Feb-
ruary 2020 to mid-February 2021.* The other three studies give estimates for
2020.% Their lowest estimate of the number who would have survived in the
UK, or England and Wales, with Germany’s mortality rate from Covid-19,
was 40,000. That is equivalent to two jumbo jets crashing each week from
March to December in 2020. (Tragically, even though we have reached the
end game against Covid-19 in the UK, systemic failings in access to the NHS
mean that scale of loss continued into 2022. Analysis by The Times found that
that there were 50,000 excess deaths in 2022, the highest number since 1951,
except for 2020.%)

9.4 Hindsight bias and fighting the last war

In 2020, Boris Johnson framed his government’s policy choice on Covid-19
like the town mayors in Amity and Norway: acting to either ‘save lives’ or pro-
tect the economy. The German government correctly framed the decision as
one between either acting expeditiously or with a delay — which would result
in greater loss of lives and suffering, longer more draconian lockdowns, and
consequent damage to the economy. Germany had a 5 per cent loss in GDP
in 2020 compared with 2019, which was about half that of the UK.*® But the
governments that acted expeditiously in the face of radical uncertainty could
have been proved wrong, and been judged later with the bias of hindsight, as
described by Daniel Kahneman:
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Figure 9.2: Estimated excess deaths and confirmed deaths from
Covid-19 in 2020
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Hindsight is especially unkind to decision-makers who act as agents
for others - physicians, financial advisers, third-base coaches,
CEOs, social workers, diplomats, politicians. We are prone to blame
decision makers for good decisions that worked out badly and to
give them too little credit for successful outcomes that appear obvi-
ous only after the fact. ... When the outcomes are bad, the clients
often blame their agents for not seeing the handwriting on the wall
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— forgetting that it was written in invisible ink that became logical
only afterward. Actions that were deemed prudent in foresight can
look irresponsibly negligent in hindsight.*

Hindsight brings an unforgiving glare when the counterfactual - that is, what
would have happened otherwise - is obvious. Decisions over lockdowns are
still contested. The delays over their imposition in England did not seem to
‘cut through’ with the public at large. (What did were the 14 parties held dur-
ing lockdowns in 10 Downing Street investigated by Sue Gray.”*) The counter-
factual would have been obvious if the government had imposed a lockdown
and, as Trump predicted, like a miracle Covid-19 had disappeared. So, what
happened to lead institutions of public health that recommended preventive
actions against swine flu epidemics that failed to materialise, in 1976 in the
US, and in 2009 in the UK and Germany?

During a local outbreak of swine flu at an army base (Fort Dix in New Jer-
sey), in 1976, Dr David Sencer, the director of the US’s Centers for Disease
Control (CDC), convinced the federal government to implement a policy of
mass vaccination. Some people were paralysed and died from side effects of the
vaccine. Mark Moore featured that as a case study of how not to create public
value. His list of its downsides included: setting a precedent for exposing the
government to damage claims, weakening trust in immunisation, damaging
the credibility of the CDC, and tarnishing the reputations of Sencer and Pres-
ident Ford.* Mark Moore argued that, in 1976, Sencer ought to have recom-
mended stockpiling vaccines, so that the country would have been prepared
for rapid mass vaccination against swine flu, if that were to prove necessary.”

Michael Lewis explains that one consequence of the swine flu mistake was
that federal governments undermined the independence of the director of the
CDC, who ceased to be a tenured civil servant chosen from within the agency
itself. Instead, he or she became a presidential appointee who (much later on)
could be sacked in a tweet by Donald J. Trump in 2020.> In 2020 the CDC
began its pandemic policies with restricted testing for patients who had been
in China and were already in intensive care. There was hence a lack of evi-
dence of its domestic transmission within the US, and the CDC downplayed
the threat of the virus.”” Lewis argues that:

The American institutions built to manage risk and respond to a
virus had been engaged in a weird simulation of a crisis response
that did not involve actually trying to stop the virus.*®

He concludes that CDC was ‘stuck in an infinite loop of first realizing it was
in need of courage, and then remembering that courage didn’t pay’® Char-
ity Dean, the heroine of Michael Lewis’s book, was the youngest person ever
to be appointed as chief health officer of a county in California (Santa Bar-
bara).®® She demonstrated the professional courage needed to recommend
the timely preventive actions, which was so lacking in the leadership of CDC
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and in public health at the state level in California. She despaired at what she
saw as CDC’s aim, which had been to convince the world that containment
was not possible.’ In June 2020, she was driven to resign, wondering: ‘Why
doesn’t the United States have the institutions it needs to save itself? [emphasis
in original].®

On 10 June 2009, WHO raised its alert level about swine flu becoming a
global pandemic to the highest and warned countries to prepare for a second
wave of cases. The director-general, Dr Margaret Chan, declared that “The
world is moving into the early days of its first influenza pandemic in the 21st
century ... The virus is now unstoppable’®® The UK’s response in 2009 was
led by Liam Donaldson, the chief medical officer for England. The govern-
ment implemented his recommendation to stockpile vaccines in case they
were needed. Because of uncertainty over how this pandemic would develop,
projections indicated the most likely outcome, and the best- and worst-case
scenarios. The last features in the media that are in ‘the bad news business.
That dominated the front-page news of the Daily Mail of Friday, 9 July 2009.
Its banner headline was:

Swine flu: it’s getting serious
The subheading was:

Medical Chief: 65,000 could die, one in three could be infected, and
retired GPs are being recruited to fight pandemic

Six months later, however, after the worst case did not materialise, a January
2010 headline in the Daily Mail ran: ‘After this awful fiasco over swine flu, we
should never believe the State scare machine again’ The article went on to say:

So the Government, as the Daily Mail has revealed, is trying to get
rid of £1 billion-worth of unwanted swine flu vaccine - because the
deadly epidemic they were promising us all last year never materi-
alised.®*

(By comparison, the estimated costs of Covid-19 in 2020 were £250 billion to
the UK economy and £370 billion to the public purse.®) In June 2010, the Con-
servative-Liberal Democrat coalition government published the White Paper
for the NHS in England that laid out the third failed design to try to make
competition work in the NHS (‘Dr Lansley’s monster’ — see Chapter 8).% It also
removed the regional and local infrastructure for public health in the NHS and
so undermined England’s institutional capability to respond to a pandemic.
In 2009 the federal government in Germany also stockpiled vaccines against
swine flu on the advice of the RKI. There too a key newspaper, Der Spiegel,
asked: “‘When the next pandemic arrives, who will believe their assessments?’¢
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Figure 9.3: Organogram of pandemic preparedness and response
structures in the UK and England — August 2019, UK Covid-19 Inquiry
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Yet the German government apparatus understood that pandemics are like
a game of Russian roulette. Just because you have the good luck to survive
one shot does not mean you will continue to be lucky on the next. The RKI
remained intact and revised its pandemic plan.

‘Dr Lansley’s monster” established Public Health England (PHE) as a new
national agency in England, at arm’s length from, and subservient to, the
Department of Health and Social Care.® PHE’s chief executive was an expe-
rienced official from the Department of Health and Social Care, who joked
on his appointment that his public health credentials could be fitted ‘on a
postage stamp.” The chief medical officer, who remained in the department,
played a central role in developing policies for Covid-19. The transfer of
directors of public health and their teams from the NHS to local authorities
often resulted in the function being stripped of resources and postholders
experiencing a loss of power and influence.”” Local directors of public health
were accountable not to PHE but to their elected councillors, who were forced
to make draconian cuts to staff and services under the government’s auster-
ity programme. They had to reduce their budgets by nearly 30 per cent for
2019-20 (from the 2010-11 funding levels).”? England abandoned a hierarchy
for public health but lacked Germany’s integrated system of close federal-
Laender (regional state) cooperation. Figure 9.3 is an organogram of the ‘Pan-
demic preparedness and response structures in the UK and England - August
2019, which was painstakingly developed by legal counsel for the UK’s Covid
Inquiry.” In its bewildering complexity it is hard to understand the relation-
ships between PHE, the chief medical officer and local directors of public
health. Evidence to the Covid Inquiry, as reported in The Guardian, was that,
for directors of public health, ‘Communication from central government was
so poor during parts of the Covid pandemic that [they] relied on TV and
newspapers to find out about key decisions’™

Although Scotland’s mortality rates have consistently been 20 per cent
higher than England, ”® Scotland’s excess mortality in 2020 was at least 10 per
cent lower than England and Wales (in each estimate of Figure 9.2). Britain’s
devolved governments were spared the Lansley redisorganisation of public
health. So, did devolution save lives in Scotland from Covid-19?

9.5 Herd immunity by default in England

In January 2020, like their colleagues in Germany, UK scientists developed
one of the first diagnostic tests for Covid-19.7¢ In October 2021, the joint
report from the Health and Social Care and the Science and Technology
Committees was published. It was heavily critical that the UK’s leading posi-
tion in diagnostics was squandered (unlike in Germany). The consequence
was that the UK moved into a state of permanent crisis.”” The report criticised
PHE for not learning from South Korea: quickly expanding testing capacity,
developing effective systems to track and trace those with the disease, and
imposing travel restrictions and social distancing.”
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In 2016, PHE had organised a simulation exercise about how to handle the
onset of a pandemic. Called Project Cygnus, it showed that the UK was alarm-
ingly vulnerable after a pandemic had become rampant. In 2017 it resulted
in a long slate of recommended steps to reduce the vulnerability of England
and the UK. The subsequent lack of action was in part because the govern-
ment was preoccupied by the real and present danger from a no-deal Brexit.”
And Brexit continued to dominate the agenda for ministers and officials, as
Camilla Cavendish lamented in 2019.%° Project Cygnus was not designed to
test the capability of the UK to prevent a pandemic becoming rampant.®!

PHE was restructured (again) in the midst of the pandemic. In 2020, com-
menting on its demise, Gabriel Scally pointed out that the agency ‘was never
intended to be a mass provider of microbiological testing services to the pop-
ulation’® On 21 February 2020, PHE’s chief executive posted a blog claiming
that, because of its robust systems of infection control, diagnosis and testing,
there had been no positive cases that week in the UK. In fact, it has been
estimated that there were then about 1,600 cases, and Covid-19 was already
spiralling out of control.®* As the pandemic spread across England, PHE rap-
idly found that it was unable to control the spread of infections and ran out of
testing capacity. These shortfalls meant that:

o On 12 March PHE was forced to abandon all community testing and
contact tracing, a major reason why ‘herd immunity’ became the UK
government’s policy by default.®*

o The subsequent black-out on Covid-19’s spread then contributed to
‘the delay in the critical decision to instigate a nationwide lockdown’®

« PHE mounted only inadequate testing of people arriving in Britain
from abroad, which resulted in an underestimate of the number of
cases being imported.®

In later public statements, the government denied that it was following ‘herd
immunity’ policies: that letting things rip early on was the best way to gener-
ate quickly natural protections from reinfection.” ‘Herd immunity” had three
main political attractions.® First, a lockdown was the last thing that Prime
Minister Boris Johnson wanted to do. Second, ‘herd immunity’ was initially
tavoured by some advisers and civil servants in Whitehall because it would
also bring the peak of Covid-19 infections forward to the spring/summer of
2020, and so it would not occur during the regular winter crisis in the NHS,
which lasts from December to February.® Third, Conservative ministers and
some advisers believed that ‘behavioural fatigue’ would set in and that the
British public would not accept a lockdown for a significant period. That
belief had no basis in behavioural science and was later proved to have been
wrong, except for those in 10 Downing Street.”

The meaning of the government’s endlessly repeated mantra that it was ‘fol-
lowing the science’ was explained on 11 March 2020 in a ‘fireside chat’. It took
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Figure 9.4: The fireside chat between PM Boris Johnson and Dr Jenny
Harries
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place in the study of 10 Downing Street, between Boris Johnson and Dr Jenny
Harries (then deputy chief medical officer), and it was broadcast on Twitter
(Figure 9.4).

Johnson: Tell us the value of wearing face masks, you see face
masks all around the place. Is there any point to that?

Harries: If a health professional has not advised you to wear a
face mask, it’s usually quite a bad idea. People tend to



236 HOW DID BRITAIN COME TO THIS?

leave them on, they contaminate the face mask and then
wipe it over something. So, really it’s not a good idea and
doesn't help...

Johnson: And it’s noticeable that there are some countries where
they have banned big sporting events and they’ve stopped
mass gatherings of one kind or another. Tell us why, so
far, the medical advice in this country is not to do that.

Harries: In this country we have expert modellers looking at what
we think will happen with the virus. We've looked at what
sorts of interventions might help manage this as we go
forward and push the peak of the epidemic forward. And
in general, those sorts of events and big gatherings are
not seen to be something which is going to have a big
effect. So, we don’t want to disrupt people’s lives unduly.

Johnson: Right, there’s obviously people under a lot of pressure,
politicians and governments, so they may do things that
are not necessarily dictated by the science.

Harries:  So, as a professional, I am absolutely delighted that we are
following the science and the evidence. There are other
things we can do in this country and the timing of that is
really important...

Johnson: And the timing is very important isn’t it?

Harries:  Critical. Absolutely critical. If we put it in too early we
will just pop up with another epidemic peak later on.
If we leave it too late we will have missed the boat.
Because we have such brilliant modellers we are pretty
confident we will know the right point. We have got very
clear advice about when we should intervene and that’s
exactly what I think we should do, which is what we’re
advising you as a government.

The Johnson government used its Scientific Advisory Group for Emergencies
(SAGE) as a key part of its claim to be ‘following the science’ SAGE’s terms of
reference were ‘coordinating and peer reviewing, as far as possible, scientific
and technical advice to inform decision-making’”* As the Institute for Gov-
ernment pointed out, ‘in the initial months, ministers put too much weight on
SAGE, relying on it to fill the gap in government strategy and decision making
that it was not its role to fill** In early 2020 the experts on SAGE lacked the
data they required to develop models that would give a sound basis to chal-
lenge the policy of ‘herd immunity’, which was favoured by a prime minister
whose hero was the mayor of Amity.”® The unanimous view at the meeting
of SAGE on 13 March was that ‘measures seeking to completely suppress the
spread of Covid-19 will cause a second peak’*® The Institute for Government
observed that: ‘At times the prime minister and ministers waited until the sci-
entific evidence was overwhelming rather than using it alongside other inputs

to make their own judgements.”’
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9.6 Lockdowns — a later part of the opening game

For Dominic Cummings, Tim Gowers made the vital contribution of ‘red-
neck epidemiology. Gowers is a brilliant professor of mathematics at
Cambridge - winner of the Fields Medal (the mathematics equivalent of a
Nobel Prize). His analysis showed that ‘we can’t infect 60 per cent of the pop-
ulation in a matter of months without overwhelming the hospitals and hav-
ing to let a very large number of people die untreated’®® According to the
Financial Times, in three days Dominic Cummings drove SAGE to reverse its
recommendation for ‘herd immunity. And that volte-face was still opposed
by some scientists because they feared this would lead to a second peak.”
Michael Lewis describes the frustration of Charity Dean in her lowly position
within the state of California. The implication is that, with better access to
the governor, things might have played out differently there.!® Jeremy Hunt
rightly described Dominic Cummings (in March 2020) as ‘the most powerful
person in Downing Street after the Prime Minister” and asked why, given
Cummings’s doubts about the policy of ‘herd immunity, he did not advise
Boris Johnson ‘to cancel the Cheltenham Gold Cup (held on 10 March, that
attracted 250,000), or the Champions League [European football] matches,
or to lock down the borders—the things that could have prevented a lock-
down’'”” Cummings explained what it felt like then to challenge ‘the science’
of ‘herd immunity’ and the courage this required as a lone individual:

I was incredibly frightened - I guess is the word - about the con-
sequences of me kind of pulling a massive emergency string and
saying, ‘The official plan is wrong, and it is going to kill everyone,
and you've got to change path) because what if 'm wrong? What
if I persuade him [the PM] to change tack and that is a disaster?
Everyone is telling me that if we go down this alternative path, it
is going to be five times worse in the winter, and what if that is the
consequence?'®

The issues that consumed the bandwidth of the prime minister’s office on
12 March 2020 were vividly captured by Cummings’ testimony:

[1t] started off, with us thinking, ‘Okay, today is going to be all about
covid and whether or not we are going to announce the household
quarantine’ ... Suddenly the national security people came in and
said, “Trump wants us to join a bombing campaign in the mid-
dle east tonight and we need to start having meetings about that
through the day with Cobra as well” ... Then, to add to that day
— it sounds so surreal it couldn’t possibly be true - The Times had
run a huge story about the Prime Minister and his girlfriend and
their dog, and the Prime minister’s girlfriend was going completely
crackers about this story and demanding that the press office dealt
with that.'**
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Figure 9.5: Dominic Cummings (Boris Johnson’s former chief of
staff) giving evidence to the joint session of Health and Social Care
Committee and Science and Technology Committee on 26 May 2021

Source: Parliament Live, available under the Open Parliament Licence X%

In the week starting 16 March, an expert team from Imperial College led
by Neil Ferguson (a key member of SAGE) had produced a compelling report
warning that the NHS would soon be overwhelmed by demand for intensive
care beds.'” The disease was then spreading exponentially, which meant that
every week counted. Ferguson told the Science and Technology Committee
that if the national lockdown had been instituted even a week earlier ‘we
would have reduced the final death toll by at least a half’'” The joint report of
the two select committees observes:

It seems astonishing looking back that—despite the documented
experiences of other countries; despite the then Secretary of State
[of Health] referring to data with a Reasonable Worst Case Scenario
of 820,000 deaths; despite the raw mathematics of a virus which, if
it affected two-thirds of the adult population and if one percent of
people contracting it died would lead to 400,000 deaths—it was not
until 16 March that SAGE advised the Government to embark on
a full lockdown ... and not until 23 March that the Government
announced it.!%

In early 2020 the blunders made by the UK government, compared with
Germany, included:

o Excess deaths in care homes. The UK government, having delayed
lockdown for fear that NHS hospitals would be overwhelmed, issued
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guidance on 19 March 2020 that they must discharge patients who did
not satisfy a specific set of requirements. On 2 April 2020 the shortage
of testing resulted in the Department of Health clarification that ‘neg-
ative [coronavirus] tests are not required prior to transfers/admissions
into the care home’'” Discharges of patients to care homes with Covid-
19 imperilled both other residents and the staff who worked there, and
clearly caused many premature deaths. In the first Covid-19 wave,
excess deaths in care homes were 16,600 in the UK and 3,500 in Ger-
many (which has 40 per cent more people aged over 65 than the UK)."'°

o The failure of the NHS app for contact tracing. On 10 April 2020, Google
and Apple announced that they were going to develop decentralised
apps, where the matching between infected people and their list of
contacts happened between their phones (as in Germany). Two days
later, Matt Hancock, then secretary of state for health and social care,
announced the development of an NHS app, which was designed to use
a central database, owned by a health authority, to do the matching and
storing the sensitive data. It was abandoned in June 2020 and so became
yet another yet another government IT disaster."! (In that highly com-
petitive field, Anthony King and Ivor Crewe awarded the Titanic Prize
to another failed NHS system: the NHS National Programme for IT,
which was estimated to have cost over £30 billion in the 2000s.'1?)

o No border controls. In May 2020 a global map showed the UK to be the
only country without controls on international arrivals.'”* Dominic
Cummings later explained that this was based on advice to Johnson
that before April 2020 it would have no effect, and afterwards because
it would destroy the travel industry."*

The judgement of the joint select committees was that it is clear the first lock-
down was called too late, it is not however possible to make such a clear-
cut judgement about the second lockdown’ (on 31 October 2020).""* This is
because it was only in December 2020 that it was definitely known that the
alpha variant of the virus was significantly more transmissible than the initial
strain of Covid-19. But Dominic Cummings was frustrated over the delay of
the second lockdown:

I think the same thing happened in the autumn as happened in
January: it was bad policy and bad decisions. ... the Prime Min-
ister made some terrible decisions and got things wrong, and then
constantly U-turned on everything.''

Calvert and Arbuthnott point out: ‘By allowing the virus to proliferate for over
a year, the government had significantly increased the risk it would mutate
into something more dangerous.'”” They are heavily critical of delays in the
second lockdown'® and of the shambolic handling of the third lockdown,
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which was introduced in a rush on 4 January 2021 after a brief non-lockdown
period over Christmas sparked a surge of cases from festive get-togethers.'”

Figure 9.6 gives the cumulative number of deaths from Covid-19 from
March 2020 to March 2023 and the periods of the three lockdowns. With-
out taking account of the systemic lags in data reporting for cases and deaths
reporting, Figure 9.6 might be taken as suggesting that the lockdowns in
the UK and England caused the numbers of cases to peak. The explanation
is that lockdowns were delayed until it was clear surges were occurring and
that failing to act would overwhelm the NHS and result in large numbers
of deaths.

Figure 9.7 compares the numbers of cases and deaths for the UK and Ger-
many in the opening and middle games against Covid-19. It shows that in
January 2021 the number of cases of Covid-19 in the UK peaked (at 880 cases
per million people), exactly during the normal ‘winter crisis’ of the NHS. It
also shows that in Germany the number of cases fell so much more quickly
after the lower initial peak in March 2020, and that in the UK the high case
fatality rate in the first wave explains why there were so many more deaths.

Figure 9.6: The cumulative numbers of people in England who died with
Covid-19 from March 2020 to April 2023
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Figure 9.7: Daily new Covid-19 cases and deaths per million population
in the UK and Germany, March 2020 to June 2021
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9.7 Failures of outsourcing

In 2009, the government stockpiled personal protective equipment (PPE) to
respond to that year’s swine flu threat. In 2016, Project Cygnus (see Section
9.5) had highlighted the importance of PPE for any time when a pandemic
became rampant. Lackadaisical handling of the PPE stockpile, and the export
0£279,000 items to China in February 2020, meant that, when the UK urgently
needed PPE, it was in global competition for just-in-time contracts with exist-
ing suppliers.'” So the Department of Health and Social Care looked to pro-
cure from potential suppliers who had never produced PPE before. Chapter 6
described the inadequacy of England’s institutional arrangements for out-
sourcing. In November 2020 the National Audit Office report was heavily
critical of the department for its many inadequacies in procuring PPE: much
equipment arrived too late to help or proved to be unusable or unsuitable.'>
Dominic Cummings described the department as a ‘smoking ruin’'** Mem-
bers of Parliament and the public expressed concerns to the NAO about the
quality of the PPE delivered through contracts awarded to suppliers through
the VIP lane (or ‘high-priority lane’), which were suggested by government
officials, ministers’ offices, Conservative Members of Parliament, senior NHS
staff and other health professionals. In March 2022, the National Audit Office
reported that 46 of the 115 contracts awarded before May 2020 to VIP lane
suppliers did not go through the eight-stage due-diligence process.'* And
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‘53 per cent of VIP lane suppliers provided some PPE items that are classified
as not currently suitable for front-line services.'” Scandals around this epi-
sode have rumbled on, with the Department of Health and Social Care taking
legal action for breach of a government deal awarded in June 2020.'%

For Nick Macpherson, permanent secretary to the Treasury from 2005 to
2016, however, NHS Test and Trace ‘wins the prize for the most wasteful and
inept public spending programme of all time.'*® On 20 May 2020, after the

Figure 9.8: The high transaction costs of outsourcing Test and Trace

Question

1. Could a complete
contract have been
specified?

2. Was the buyer able to
assess the adequacy
of the quality and
costs of what was
supplied?

3. Was there supply-
side flexibility?

4. Were there many
buyers?

5. Was a transactional
relationship between
buyer and supplier
adequate to cover all
aspects?

6. Was there scope for
suppliers to behave
with opportunism?

7. Was the buyer a
skilled purchaser?

High transaction costs in using a market

No. The task was highly complex and the future was
radically uncertain. For the first three months call
handlers (e.g. students or staff previously at travel
centres) were on fixed contracts.'® In June and August
2020 they were idle for 99 per cent of their time."*

In September 2020 it had far too many call handlers
supposed to arrange tests or track carriers with nothing
to do," yet at the same time it faced an acute shortage
of lab testing capacity (with long turnaround times and
potential users told to go to test sites hundreds of miles
away from where they were'??).

No. And it would have been costly to try to find out
if the supplier were overcharging for the volume and
quality of services supplied.

No. There was the ‘fundamental transformation’ to one
supplier after the contract had been let.

No. The supplier had to invest in equipment and staff
that were specific to the buyer.

No. The buyer had to trust the supplier.

Yes. The buyer was vulnerable to being overcharged for
an excessive or inadequate volume of services of poor
quality.

No. The contract was one-off. The service was complex
and uncertain. The MIT beer game (Section 9.2)
illustrates that you do not learn how to handle complex
systems of feedback and delay by ‘learning by doing’
The select committees pointed out that Test and Trace
lacked the modelling capability it needed.'**
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intense phase of the first lockdown, Boris Johnson told the nation that ‘we
have growing confidence that we will have a test, track and trace operation
that will be world-beating and, yes, it will be in place by June 1st.'** The gov-
ernment decided to boldly go where no other government had gone before: to
outsource what was misleadingly called ‘NHS Test and Trace’'** That brand-
new and extemporised organisation aimed to develop a centralised national
system from scratch both for administering tests, and for tracing people
exposed to contact with Covid-19 carriers.'*

Test and Trace did not involve the public health departments in local
authorities. It was outsourced to key firms of management consultants; some
were paid more than £6,000 a day to bring in ‘skills’ lacking in government.'*’
They designed and recruited staff for call handling. Private labs and some uni-
versity labs delivered the testing components. Chapter 6 developed a frame-
work based on Oliver Williamson’s analysis of where high transaction costs
make contracting problematic. Figure 9.8 applies that framework to outsourc-
ing Test and Trace. The answers to each of the seven questions entail high
transaction costs, and explain why Test and Trace failed extravagantly, at a
cost of £13.5 billion in 2020-21."** And the assessment of the joint report by
two select committees was: ‘Were it not for the success of the Vaccine Task-
force and the NHS vaccination programme, it is likely that further lockdown
restrictions would have been needed in Summer 2021°%°

9.8 Vaccines — the middle game against Covid-19

Blunders in the opening game of chess would be expected to offer dismal pros-
pects for even making it to the middle game. But the ‘middle game’ against
Covid-19 offered a fresh start in which the UK/England was an exemplar of
inspired decisive leadership. A quite different set of strategies needed to be
developed and implemented around an anti-Covid-19 vaccine for its pro-
curement, regulation and roll-out. In contrast, the slower-moving EU deci-
sions (which included Germany) blundered on all three aspects. Figure 9.7
also shows that the number of Covid-19 cases in the UK fell below those
in Germany in February 2021. That is because in the middle game against
Covid-19 the UK did so much better than Germany.

Unlike lockdowns, successes in these elements of the strategy for the mid-
dle game appealed to Boris Johnson because they promised a quicker route
back to economic recovery. In May 2020, Kate Bingham, a life sciences ven-
ture capitalist, was asked to lead the UK’s Vaccine Task Force (VTF). She ini-
tially refused because she knew that a successful Covid-19 vaccine was ‘the
longest of long shots.** Thankfully she changed her mind. She later made
clear that Sir Patrick Vallance, the government’s overall chief scientific officer
(located in the Department of Business and Industry), was a key figure in
developing the institutional arrangements that enabled England’s successes
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in procurement by the VTE and rapid approval of the vaccine for use on
patients by the Medicines and Healthcare Products Regulatory Agency
(MHRA). Bingham oversaw delivery of the VTF’s overriding objective, as set
in May 2020, which was to secure the quantity of vaccines needed ‘to vacci-
nate the appropriate UK population against Covid-19 as soon as possible’™*!
Her experience gave her direct access to vaccine companies and she was
empowered to have direct access to the key senior ministers with the author-
ity to make decisions quickly. She brought inspired leadership to an extraor-
dinary team of talented and dedicated staff who were stunningly successful.
By March 2021, the UK had secured early access to 457 million doses of eight
of the world’s most promising vaccines.'*?

We expect decisions on procurement of vaccines to be informed by their
estimated costs and benefits.'*® Kate Bingham could make a strong case in
two short sentences.' If a vaccine were to bring an end to further lockdowns
(without an increase in the number of infections), that would save weekly
costs of about £5 billion to the UK economy and £7 billion to the public
purse.'*® Hence, given high confidence in vaccine safety in the UK, it was
worth paying a high price to procure an ample supply of vaccines. But the
VTF was required to produce a 100-page justification of the strategic eco-
nomic, commercial, financial and management cases (but not the scientific
case); give monetary estimates of the impact of vaccines on British economys;
and reconcile differences in the value of life as assessed by the Department of
Transport (£2 million) and Department of Health and Social Care (£0.5 mil-
lion)."* Bingham was later obstructed in trying to promote to the public the
merits of being vaccinated and subjected to hostile briefing against her, much
of which she discovered came from advisers inside 10 Downing Street.'*” As
her husband, Jesse Norman MP, rightly pointed out, ‘she has earned nothing,
and does not expect to earn anything from her work as chair of the Vaccine
Task Force.!*

Brexit helped the UK in the middle game compared with Germany,
because Germany’s procurement and regulation of vaccines were done at the
EU level, which aimed to ensure fairness across its member states.'*” Coordi-
nation across governments made the process of procurement cumbersome.
There was an intrinsic conflict between procuring quickly and agreeing with
the manufacturers the degree of liability that they would accept if anything
went wrong.”® The benefits of vaccines to the different governments also
depended on what percentages of their citizens thought that vaccines were
generally safe. Figure 9.9 shows that just before Covid-19 arrived this pro-
portion ranged from a high 80 per cent in Portugal to a low 40 per cent
in Bulgaria.

By procuring jointly at scale across multiple countries, the EU did succeed in
agreeing lower prices with vaccine suppliers than had the UK and the US for
most vaccines. The costs per dose for each vaccine for Pfizer/BioNTech were
£12in the EU, £15 in the UK and £16 in the US. For AstraZeneca, the costs per
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Figure 9.9: The percentage of opinion poll respondents in 2018 who said
that the vaccines in use were safe across European Union countries
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shot were £1.56 for the EU, £2.17 in the UK and £2.89 in the US."** But Chris
Bickerton, writing in the New York Times in May 2021, observed that:

When vaccine producers hit problems, Europe quickly found itself
at the back of the line — while Israel, the United States and Britain,
which had spent much more per capita on vaccines, enjoyed suc-
cessful rollouts.'*?

The approval of a vaccine by regulators entails difficult judgements over when
there is sufficient evidence from randomised controlled trials (RCTs) to justify
its approval, while trading off the risks to patients from Covid-19 and from the
vaccin€’s side effects, especially for subgroups of the population. Kate Bingham
gave high praise to Dr June Raine, chief executive of the UK’s MHRA, for rec-
ognising the urgency of approval. Raine pioneered a close partnership with the
producers of the vaccines by organising rolling reviews and encouraging the
sharing of data from the trials immediately they were generated.”** The UK was
the first country in world to authorise with due rigour both the Pfizer/BioN-
Tech and AstraZeneca (AZ) vaccines for all people aged over 18, on 2 and 30
December 2020.*° The European Medicines Agency (EMA) had to be much
more conscious of public anxieties over vaccine safety and authorised Pfizer/
BioNTech and AZ vaccines for people aged over 18 on 21 December 2020 (19
days later) and 29 January 2021 (30 days later). The EU Commission president,
Ursula von der Leyen, observed, ‘We were late in granting authorisation’'*®

Kate Bingham singled out AstraZeneca for high praise. By the end of 2021,
it had supplied two billion doses of its cheap vaccine, sold on a non-profit
basis to 178 countries around the world. It is likely to have saved more lives
than any other vaccine.”” But, in early 2021, regulators and government com-
mittees faced two difficulties with the AZ vaccine.

First, although there was compelling evidence that the risk of dying from
Covid-19 increased dramatically in the older age groups, early evidence
showed the vaccine to be of proven effectiveness only in people aged under
55.1%% (At that stage, people aged 65-74 and 75-84 were eight and 20 times
greater to die from Covid-19, respectively, than those aged 40-49.'*°) Pres-
ident Macron of France publicly suggested that the AZ vaccine would not
work in the elderly.'*

Second, when the AZ vaccine was rolled out, rigorous monitoring for possible
side effects showed a low but troubling rate of blood clots, some of which were
serious and resulted in deaths. Chancellor Merkel of Germany was reported
to have decided not to take it.*' Both the MHRA and EMA emphasised, how-
ever, that the risks from blood clots from the AZ vaccine had to be compared
with the higher risks of not being vaccinated.'®> The EMA concluded that:

the benefits of the AstraZeneca COVID vaccine, with the latest
data suggesting an 85 per cent reduction in hospitalisation and
death from COVID disease, far outweigh any possible risks of the

vaccine.'®?
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What is perplexing is why the governments in Germany and other Euro-
pean countries wrongly framed key decisions, in early 2021, as who ought
to receive the AZ vaccine. Germany began by restricting the AZ vaccine to
those under 65,'** then paused its use altogether,'” and then later restricted
its use only to those over 60.'* The UK’s Joint Committee on Vaccination and
Immunisation (JCVI) broadly followed the recommendations of the MRHA.
The AZ vaccine was prescribed and indeed targeted and prioritised for those
aged 65 and over from the start. Later, when evidence of risks of blood clots
became available, the JCVI recommended vaccination by Pfizer/BioNTech
instead if that were available, but still recognised that the risk from the AZ
vaccine was less than from Covid-19.

The national roll-out of England’s vaccination programme by PHE, the
NHS and general practitioners was a triumph. It was directed at those at
high risk without the tergiversations over the AZ vaccine that occurred in
Germany. The first persons in the world received the Pfizer/BioNTech on 8
December and the AZ vaccine on 4 January. The UK hit its target of offering
a vaccine to everyone in its top four priority groups by mid-February 2021,

with more than 20 million people having had their first jab.'”

Conclusions

There were multiple systemic failings by the UK government in the ‘opening
game against Covid-19. Careful leadership and courage were conspicuously
lacking, albeit with one noble exception. Dominic Cummings could see that
‘herd immunity’ would lead to a catastrophe, and had the courage to act as
a lone voice to challenge its acceptance. Money was wasted scandalously on
unusable PPE and the extravagant calamity of the outsourced ‘NHS’ Test and
Trace. By contrast, in the ‘middle game) the VTF led by Kate Bingham showed
how an expert dedicated team could deliver in ‘the longest of long shots’ And,
in their rapid and rigorous approval of vaccines, the MHRA led by June Raine
showed the urgency that was so lacking by PHE in early 2020. The UK was the
first in the successful roll-out of vaccines, which was accomplished smoothly
through PHE, the NHS and primary care. But those successes also prompt
troubling thoughts. Thankfully, Patrick Vallance, the chief scientific officer,
recognised how inadequate the existing machinery of government would
have been in procuring vaccines. Bingham identified the biggest threat to the
success of the VTF to have been ‘Large parts of Whitehall’ and felt at times
like Alice in Wonderland acting scenes out of Monty Python.'*® She did not
demur from Dominic Cummings’s description of the Department of Health
and Social Care as a ‘smoking ruin’'®’

In August 2020, between the first and second lockdown, the government
announced that a new UK Health Security Agency (UKHSA) would be estab-
lished. This is responsible for the health protection functions of former PHE,
‘NHS’ Test and Trace, and the Joint Biosecurity Centre. It took more than a
year for UKHSA to become fully (?) operational (in October 2021). Dr Jenny
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Harries (the official who explained how the UK was ‘following the science’
in March 2020 in a fireside chat with PM Johnson) is its first chief executive.
This was a surprising appointment because, as the report of the Public
Accounts Committee of June 2023 points out: ‘despite her expertise in the
science of public health (she) did not have experience in the other elements
of running a complex organisation’'” She faced four challenges: first, ‘creating
a FTSE 50 sized company through a merger of three entities, with different
systems and cultures, in six months’; second, ‘decreasing its workforce from
18,000 to 6,700 full-time equivalents’; third, its creation was so rushed that
it lacked appropriate arrangements for governance; and, fourth, the Depart-
ment of Health and Social Care supported the UKHSA in ‘a very light-touch
way’; that is, the department’s ‘Audit and Risk Committee had discussions on
two occasions about the risks facing UKHSA in its establishment. The sys-
tems of governance of UKHSA are so inadequate that the Comptroller and
Auditor General:

was unable to give an opinion on whether the accounts were ‘true
and fair’ or on whether the transactions recorded in the accounts
were applied to the purposes intended by Parliament.'”*

We can see why Boris Johnson was keen to ensure the public inquiry into
Covid-19 would not report until after the next general election. In June 2023,
the UK Covid-19 Inquiry began its investigation into the first of its four mod-
ules, resilience and preparedness.'”> Chapter 1 of this book cited the Report
of the Public Inquiry (the Kennedy Report) into the scandal at the Bristol
Royal Infirmary (BRI), which diagnosed the systemic failings in the NHS
that allowed that scandal to continue in the 1980s and 1990s.'” It described
my recurrent thought experiment, when I was working for the Commission
for Health Improvement, in 2001: If we had reviewed the BRT’s systems for
clinical governance, would we have discovered the failings there in paediat-
ric cardiac surgery? The Kennedy Report published in 2002 did not consider
that question. The inquiry into Covid-19 must quickly make recommenda-
tions for better institutional arrangements than those displayed in Figure 9.3,
which look to be even worse with the rushed creation of the UKHSA. Since
2000, there have been outbreaks of SARS-CoV in 2002, swine flu in 2009,
MERS-CoV in 2012, Ebola in 2014 and 2018, and Covid-19 in 2020."7* The
government needs to act decisively to transform the UK’s resilience and
preparedness for the next pandemic.

I end this chapter with two striking contrasts that powerfully make the case
of a country that has lost its way.

In June 2023, the Public Accounts Committee reported that:

Three years after the start of the COVID-19 pandemic, the Depart-
ment of Health and Social Care (the Department) has spent £14.9
billion of public money overpaying and over ordering significant
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volumes of Personal Protective Equipment (PPE), COVID-19 med-
icines and vaccines. The Department will never use a significant
proportion of the PPE purchased, which will end up being burnt at
a significant cost to the taxpayer.'”

In June 2021, to enable schools to help their pupils make up for lost learning
from school closures during lockdowns, the education recovery tsar, Sir Kevan
Collins, was reported to have proposed that they be allocated £15 billion. Only
£1.4 billion was allocated by ministers — about £50 extra per pupil per year.!”®

In June 2022, Lord Agnew, the minister responsible for Whitehall efficiency
and responsible for efforts to counter fraud, resigned in the House of Lords
‘given the lamentable track record that we have demonstrated since I took up
this post nearly two years ago.'”” In contrast, the Post Office was able, between
2000 and 2014, on evidence from a faulty Post Office IT system, to prosecute
736 subpostmasters and postmistresses ... for theft, fraud and false account-
ing in their branches’'”® That miscarriage of justice is the subject of another
ongoing public inquiry.'”

What follows is a short Afterword that argues that we need a new political
settlement.
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10. Afterword: re-engaging with public
governance

Political writers have established it as a maxim, that in contriving
any system of government, and fixing the several checks and con-
trols of the constitution, every man ought to be supposed a knave
and to have no other end, in all his actions, than private interest.
By this interest, we must govern him and, by means of it, notwith-
standing his insatiable avarice and ambition, co-operate to the
public good.!

David Hume (1777)

10.1 Pathologies of neoliberalism

Ronald Reagan began his 1981 presidential address by remarking on how, in
the US,

The orderly transfer of authority as called for in the Constitution
routinely takes place, as it has for almost two centuries, and few of
us stop to think how unique we really are. In the eyes of many in
the world, this every-four-year ceremony we accept as normal is
nothing less than a miracle.

That address is remembered, however, for setting out the case for neoliber-
alism in one sentence: In our current crisis, government is not the solution
to our problems: government is the problem.? In 1989, towards the end of
Reagan’s second term, he drafted an executive order to establish a new gov-
ernment agency. It was to act on the findings of the secret Project Socrates, led
by Michael Sekora, which had diagnosed the underlying cause of America’s
declining competitiveness. That project found that the falling competitiveness
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of the US was the consequence of its institutions shifting their focus from
technological innovation to ‘increasingly sophisticated economic shell games
to maximize profits’ (emphasis in original).” That was the outcome of taking
seriously Friedman’s 1970 doctrine that:

there is one and only one social responsibility of business — to use its
resources and engage in activities designed to increase its profits so
long as it stays within the rules of the game, which is to say, engages
in open and free competition without deception [or] fraud.*

Reagan’s term of office ended before his executive order could be signed.” His
successor, President George Bush, abolished Project Socrates. In the 2000s
and 2010s, increasingly sophisticated economic shell games continued to be
played in the financialisation of the economies of the US and UK, with four
pathological consequences.

The primary pathology is the corrosive impact of financialisation on what
used to be great companies in the real economy (see Chapter 5). The mission
of maximising shareholder value overturned almost all other arguments
about what was needed to build great corporations — by making money the
core mission and sole rationale of the organisation and those who work for
it. In the 1990s, Boeing was the world’s most commercially successful air-
craft company, thanks to the success of its 747 aircraft, which was designed
and developed by people who ‘eat breathe and sleep the world of aeronaut-
ics’® After its takeover by McDonnell Douglas 20 years ago, Boeing’s core
mission became ‘improving the company’s financial profile’” In 1976, Fred
Hirsch wrote:

In principle, individual maximisation can be held to its social pur-
pose — making the best of opportunities for all - so long as it oper-
ates on the basis of properly designed and implemented rules; yet
individual maximisation means manipulating these rules too.?

In 2018, in Indonesia, Boeing’s 737 Max 8 airline, ‘which was practically new,
crashed minutes after takeoff, killing all 189 people on board’® In 2019, in
Ethiopia, another Boeing 737 Max 8 crashed, again killing all 346 people on
board.’” On 22 September 2022, the New York Times reported that:!

Boeing reached a $200 million settlement with U.S. securities reg-
ulators on Thursday to resolve an investigation into claims that the
aircraft manufacturer and a former chief executive had deceived
investors about problems with its 737 Max plane ... The aircraft
manufacturer last year reached a $2.5 billion settlement with federal
prosecutors as part of a deferred prosecution agreement ... Last year,
a group of Boeing directors agreed to a $237.5 million settlement
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with shareholders who accused them of failing to adequately oversee
the company, allowing the lapses that led to the crashes.

The secondary pathology is the consequences of major shocks to the body
politic in the US and the UK as a consequence of the 2008 Global Financial
Crisis. Everyone could see that the rules of the game in the institutions of
financialisation were privatising gains and socialising losses and that under-
mined trust in our institutions. Fiona Hill was brought up as the daughter of
an unemployed miner and midwife in Bishop Auckland and went ‘From coal
house to White House, becoming an adviser on foreign affairs to US Presi-
dents George W. Bush, Barack Obama and Donald Trump. She saw the same
pathologies led to those in the deindustrialised areas, which had been left
behind, to vote for new political settlements: in 2016, for Brexit in the UK,
with its promise to ‘take back control, and Donald Trump in the US, as the
45th president, with his promise to Make America Great Again (MAGA)."
Brexit now makes the British economy look like a team of athletes who used
to struggle to compete in the Olympics and have decided to go on a fast-food
diet: they can still run but not compete effectively.”” Trump’s refusal to accept
his defeat in the presidential election of 2020 resulted in that infamous day
of 6 January 2021, when five people died in the Capitol in Washington. That
ceased to be Reagan’s miracle of ‘orderly transfer of authority’*

The third pathology is a set of direct malign consequences from the growth
of the UK financial sector and its lobbying power. John Muellbauer and David
Soskice highlight the following:

o lax regulation and generous tax treatment of capital gains and hedge
funds;

o a seamy underbelly of the UK financial and property service sector,
abetted by the UK’s overseas territories, making international tax eva-
sion easier;

o credit-fuelled property booms, and high property prices; and

o diminished productivity growth."

The fourth pathology is, perhaps, the most troubling of all: the low productiv-
ity of the UK as compared with other countries in Europe, and the UK’s rate of
increase in productivity over the decade to 2018, which was the lowest in the
last 250 years.'® The UK’s stagnating economy is why there have been histor-
ically high levels of taxation and failing services (for example, nearly 26,000
waiting more than one year for treatment in the NHS)."” Those struggling to
deliver front-line services are trapped in a vicious circle of being underpaid
and overworked, which creates problems of retention and recruitment, and
so staff leave. The government’s plans to tackle staff shortages in emergency
care were deemed to have been misdirected for a demoralised and burnt-
out workforce seeing high rates of people leaving, and a social care system
devastated by years of squeezed budgets and bad pay’*®
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10.2 Second thoughts on markets and quasi-markets

The quintessential neoliberal philosopher Robert Nozick, in 1974, argued
that the market ought to be allowed free rein. He carefully chose what then
seemed to be an innocuous example: the willingness of baseball fans to pay
to watch one of the sport’s greatest players, Wilt Chamberlain." In his book
What Money Can’t Buy: The Moral Limits of Markets, Michael Sandel offers
troubling examples of what the rich can now buy: access to an elite university,
shooting endangered black rhinos, and the right to immigrate into the US.*
He still has the ticket from when he was 12 years old and went, with his father,
to watch their baseball team, the Minnesota Twins, play in the World Series.
They lost and he was devastated. There was then little difference in the prices
of admission for the two types of seats, box seats and stand seats. The market
for sport is now financialised. In 2012, a box seat to see the New York Yan-
kees costs $260.%' I remember, when I was 18 and at school, paying out of my
pocket money to watch George Best play for Manchester United at Old Traf-
ford. Those who now pay up to £239 to watch a game at Manchester United
are buying not only hospitality but also exclusivity.” Sandel’s argument is that
these changes have undermined how watching sport used to develop a strong
sense of belonging to the same local community.

Timothy Besley responds to Sandel’s book by showing that economists have
recognised the problems he illustrates when only money matters.”> I noted
above that Julian Le Grand’s quasi-market theory is that this encourages
those who are ‘knights, who are altruistic, and discourages ‘knaves, who are
driven by self-interest, because the former are rewarded and the latter penal-
ised by changes in market shares and funding. Timothy Besley and Maitreesh
Ghatak question the efficacy of seeking to generate incentives from financial
gains and losses for those who have chosen to work in not-for-profit organ-
isations.” They argue that high performance of public services follows from
matching their missions to the motivation of those who deliver them. For
example, teachers who derive intense satisfaction from educating the young
are committed to their calling as professionals and do not seek large financial
rewards.” This approach stands in radical contrast to the mission of maximis-
ing shareholder value and financialisation by re-emphasising the core mission
of the organisation and those who work for it. Chapter 8 showed that health-
care is an exemplar for where markets fail and where effective alternatives
have been implemented.

We would expect a quasi-market for schools to work best in cities. But it
failed in London, which is why the Blair government launched the London
Challenge. This combined ‘experimentation on the ground, [and] rapid feed-
back and learning by advisers and officials, with strong project management
across different strands of the policy’. It ran from 2003 to 2011 and improved
the performance of secondary schools in inner London local authorities from
being ‘the worst performing to the best performing nationally’? It has had an
abiding impact. In 2019, Farquharson, McNally and Tahir showed that more
than three-quarters of local authorities where at least 70 per cent of primary
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school leavers met the expected level in reading, writing and maths were in
London.” They also found that the impacts of poverty, as indicated by eligi-
bility for free school meals (see Chapter 7) on attainment at GCSE in London
schools was around half of that in the rest of the country. They emphasise that
this was ‘entirely driven by better performance among disadvantaged pupils,
meaning that lower educational inequality in the capital is a result of “level-
ling up” rather than levelling down’*

Although Julian Le Grand and Samuel Bowles start from David Hume’s
maxim, with which this chapter began, they argue for, and against, the use of
market mechanisms as a system of governance of public services. Le Grand
was aware of the risk that introducing quasi-markets could crowd out altru-
ism by turning ‘knights’ into ‘knaves’* Samuel Bowles argues in The Moral
Economy that this is what quasi-markets are designed to do, because individu-
als are motivated either by altruism or by market mechanisms, but not both.*
And, as these processes cannot be separated (as is required for quasi-markets
to work), market mechanisms undermine, rather than reinforce, ‘knightly’
behaviour. Market mechanisms also typically fail to provide sanctions for
‘knaves’ because it is so problematic for a failing provider (school, university
or hospital) to exit the market. What happens instead to failing providers in a
quasi-market is that they continue to provide a poor service with inadequate
funding. That is what happened to the comprehensive school of Chelmsley
Wood council estate, and was found by the Institute for Fiscal Studies for
schools in England (see Chapter 4).

Hume observes that ‘it appears somewhat strange’ that his political maxim
‘that every man must be supposed a knave ... should be true in politics which
is false in fact’* Indeed, it is reasonable to assume that most who choose to
deliver a public service start out aiming to be ‘knights. So, we require a more
discriminating system of governance than treating all as if they were ‘knaves
Ian Ayres and John Braithwaite lay out the principles of regulatory discrim-
ination of a strategy of tit-for-tat based on the conduct of those providing
services: being punitive for ‘knavish’ and persuasive for ‘knightly’ conduct.*
Adam Oliver proposes a system of governance by reciprocal altruism, which
offers an alternative to a market mechanism. Reciprocal altruism has two dif-
ferent systems of negative reciprocity, which sanctions unacceptably poor per-
formance by ‘knaves, and positive reciprocity, which encourages excellence
from ‘knights’*® Diagnoses of, and remedies to, the pathologies of neoliber-
alism have been developed by those known as ‘behavioural economists. That
raises an obvious question: isn't all economics about human behaviour? To
which the answer is: not when it is based on mathematical models abstracted
from institutions and human behaviour.

David Hume’s close friend Adam Smith has a strong claim to be the first
‘behavioural economist’* His Theory of Moral Sentiments emphasised the
importance of sympathy, that we feel loss more acutely than a gain of sim-
ilar magnitude, and introduced the concepts of positive and negative reci-
procity.®® Scholars of Smith’s work have sought to reclaim the breadth of
his vision of society from its misrepresentation by neoliberal economists
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(including Ludwig von Mises, Friedrich von Hayek and Milton Friedman).
Glory Liu reviews the scholarly literature on what is known as ‘Das Adam
Smith Problem, namely the cognitive dissonance between the Theory of Moral
Sentiments and the Chicago School’s version of Smith as ‘an economist who
believes in the social productiveness of self-interest alone, and whose meta-
phor of “the invisible hand” illustrates how free markets — not government
- protect and promote individual freedom’* Jesse Norman’s book on Smith
lucidly sets out how ‘In Friedmanite fashion [the discipline of economics] has
long been overly preoccupied with its own models rather than the real-world
phenomena they are supposed to represent. *’ In 1976, Milton Friedman won
the Nobel Prize in Economics and celebrated the 200th anniversary of the
publication of The Wealth of Nations in his paper Adam Smith’s Relevance
for today’?® Jesse Norman describes that paper as a ‘master class in adjusting
the facts to fit one’s own theory’: Friedman was being economical with the
truth in his account of Smith’s position on Britain being overgoverned,
the efficacy of free markets, and the importance of the ‘invisible hand’** Schol-
ars of Smith’s work have sought to reclaim the breadth of his vision of society
from its misrepresentation by neoliberal economists (including Ludwig von
Mises, Friedrich von Hayek and Milton Friedman). Jacob Soll argues that they
failed to understand that Smith’s thought was grounded in Cicero’s economic
vision in which ‘good morals ... drove a healthy market.* Glory Liu points
out that Barack Obama cited Smith:

They who feed, clothe and lodge the whole body of the people
should have such a share of the produce of their own labour to be
themselves tolerably well fed, clothed and lodged.

Obama translated that to mean ‘if you work hard [you] should make a decent
living [and] be able to support a family’*"" The failings of neoliberalism to
deliver a promised land after 40 years of trying can be understood as a conse-
quence of a fundamental misreading of Adam Smith. In economic behaviour,
what matters is not only, or even primarily, money.

10.3 Governing by reciprocal altruism

In the UK, teachers, doctors and nurses, who provide vital public services,
were three of the top four most trusted professions in 2020 (the other was
engineers).” The reputational damage from ‘naming and shaming’ mem-
bers of these professions for unacceptably poor performance brings a loss of
esteem that undermines their core identity - like being unfrocked in public.
The regime of ‘star ratings’ is an exemplar of how that sanction of negative
reciprocity tackled unacceptably poor performance in the English NHS.
If ‘naming and shaming’ does not work, then negative reciprocity requires
dismissal — as applied in the ‘star rating’ regime (see Chapter 8).



AFTERWORD 269

Negative reciprocity is, however, limited in scope: it can be effective only
when performance is unacceptably poor, for example if waiting time at a hospi-
tal for a hip operation were three years (and the target were 18 months) but not
if it were 19 weeks (and the target were 18 weeks). Positive reciprocity encour-
ages high performance through collegial benchmarking with recognition for
high achievement by peers and the public. Timothy Besley and Maitreesh
Ghatak describe that kind of competition as sustaining and supporting the
mission of excellence to deliver outcomes that benefit citizens.*’ Positive rec-
iprocity is encouraged through recognition of excellence by awards in a pro-
cess of ‘naming and faming), for example from winning a Nobel Prize.* In the
US, the Sammies are annual awards of medals that highlight excellence in
the federal workforce.”” Our honours system does not do the same for our
public servants. Positive reciprocity is most effective in concert with negative
reciprocity. For example, it would have been futile to try to develop collegial
competition for developing care of high quality at Mid Staffordshire hospital
between 2006 and 2010 (see Chapter 1).

Oliver argues against trying to use the same system for both positive and
negative reciprocity.* But that is what we do for public services in England
with, for example, NHS star ratings, school league tables, and inspections by
the Care Quality Commission and OFSTED. Christopher Hood argues that
it is easier to implement punitive policies, such as negative reciprocity, in
big countries because of the substantial relational distance between the gov-
ernment and those who deliver public services.”” This may explain why the
devolved government in Wales stopped publication of school league tables,
and did not follow England in implementing a regime similar to ‘star ratings’
in its NHS, with consequent worse outcomes in Wales than in England.*® Oli-
ver argues that positive reciprocity of learning through collegial competition
against benchmarks needs to operate at a regional scale. Regions need to be
large enough that there are enough producers of public services to learn from
each other but small enough that the key players in each organisation can
meet in the same room at the same time to learn from those delivering excep-
tional performance, as in the London Challenge. As so often in the case in the
UK, that was a localised one-off exercise.”” We need to institutionalise that
capacity to learn as integral to our running of devolved public services, as in
the network of the Interregional Performance Evaluation System across and
within Italian regions (see Chapter 8). Veneto, which is part of that network,
showed more resilience when Covid-19 hit Italy than did Lombardy, which is
the only region in Italy that persisted with trying to make hospital competi-
tion work. At the end of March 2020, Pisano et al reported that the mortality
rates per 100,000 were six in Veneto and 50 in Lombardy.*”

George Akerlof and Rachel Kranton developed the economics of identity,
which explains the power of negative and positive reciprocity for public ser-
vices as compared with financial incentives.” Negative reciprocity defines
what is, and is not, acceptable behaviour. They describe the initial rite of pas-
sage for new cadets at the United States Military Academy at West Point (‘R
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day’). They are stripped to their underwear, have a severe haircut, are put into
uniform and required to salute and address an older cadet ‘until they get it
exactly right, while being reprimanded for even the smallest mistake’® The
mission of West Point is:

to educate, train, and inspire the Corps of Cadets so that each grad-
uate is a commissioned leader of character committed to the values
of Duty, Honor, Country and prepared for a career of professional
excellence and service to the Nation as an officer in the United
States Army.>

West Point has developed processes to develop a cadre for whom reciproc-
ity (not self-interest) is fundamental. Akerlof and Kranton highlight the
profound sense of identity imbued within that cadre. For example, a soldier
would rather risk his life than let down his peers and, after leaving military
service, will experience acute disappointment on being offered jobs by poten-
tial future employers who assume that only money matters.*

If we look to developing governance based on reciprocal altruism, the UK’s
current constitutional arrangements look like one hand clapping. England has
the scale for negative reciprocity but lacks a regional organisation for positive
reciprocity. The devolved countries are at the scale for positive reciprocity but
lack the relational distance for negative reciprocity. Devolution in England
remains problematic because, as I found, officials in Whitehall devolve power
as willingly as a leech gives up sucking blood (see Chapter 1). A review of
devolution in Manchester pointed out that devolution in England has resulted
in ‘very little local autonomy, major areas not devolved and hardly any tax
raising powers.” But the evidence from more than 20 years of fuller devo-
lution to national governments within the UK has shown them to be more
vulnerable to producer capture, which is why their schools and hospitals have
tended to perform worse than in England.” Devolution to Scotland, Wales
and Northern Ireland is necessarily asymmetric because the scale of England
dwarfs that of the other countries. That means that it makes no sense to have a
Parliament for England.” That does not, however, justify our two deficiencies
compared with proper federal arrangements.*

First, our public services are funded by taxes on a UK-wide basis without
a constitutional basis for agreeing what should be the UK-wide elements of
policy: for example, charging for medicines and other prescriptions (which
continues in England only) or not charging tuition fees for undergraduate
education (which continues in Scotland only). Second, one promise of federal
arrangements is that they offer a laboratory to experiment with different kinds
of governance so enable learning about which works. We have experiments
across the UK but lack the capability to learn from them, partly because we
lack a federal institution to negotiate arrangements for reporting performance
across our countries. Over time it has become increasingly difficult to com-
pare public services’ performance across the four countries of the UK - a
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blind spot that reduces the scope for citizens to put pressure on their govern-
ments to remedy their shortcomings.”® Requiring each government to collect
basic data, following common definitions, so that performance can be com-
pared and lessons learnt, does not constrain the different parts of the UK from
having different priorities or pursuing different policies. This was recognised
in the Concordat on Statistics of October 2021 in which the UK government
and devolved administrations agreed on the objective of producing ‘coher-
ent/comparable statistics at the UK and disaggregated levels’® But, in August
2023, it was reported that the UK statistics authority had problems in being
supplied with comparable NHS data.*!

The development of performance monitoring at the national and regional
levels in Italy offers a good model for a new constitutional settlement for the
UK in which there is full devolution to regions within England combined
with effective scrutiny of their use of public money and by the devolved coun-
tries of the UK. An example is the performance agreements linked to funding
for government departments as implemented by the Treasury under Gordon
Brown in the Blair government in the early 2000s.°* In a new constitutional
settlement, the Treasury would report to the public on how effectively their
taxes are being used by the devolved countries and English regions. And these
bodies would develop their own systems of comparing performance of local
providers of public services by developing collegial competition between
them. These services would include healthcare, and all education except for
an elite set of internationally competitive research-intensive universities.
Regions would also look to develop means of better use of our resources for
healthcare along the pathways of care and education over a lifetime.

10.4 A new political settlement

In 2022, Peter Hennessy, writing in A Duty of Care, hoped Covid-19 would
be followed by a new political settlement, as after the 1942 Beveridge Report
(see Chapter 3).° William Beveridge set the agenda for the Attlee government
with his five giant evils: Want, Idleness, Disease, Ignorance and Squalor (see
Chapter 3). This is a game you can play. My take on our current five giant evils
is as follows:

o Want (or poverty and lack of means) was caused by the economics
of less eligibility for the unemployed. Beveridge showed that the UK
could have afforded to abolish it in the 1930, and how that could be
done in the 1940s, in a system of social security. In modern Britain,
Want has re-emerged as a giant everywhere. The high cost of housing
in a financialised market is a primary cause of poverty. And, contrary
to Adam Smith’s view of a well-ordered society, all too often having a
job offers no escape. In-work poverty means too many have to trade off
heating and eating, or childcare versus employment.
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o Idleness was a consequence of market failure that sustained armies of
unemployed people over a decade. Now regulatory failures of com-
plex markets generate Insecurity in our future supplies of privatised
water and energy, from toxic social media (the murders of Jo Cox
and David Ames give menace to the anonymous death threats our
MPs receive every week), in our financial institutions, and from the
existential threat of climate change and developments of artificial
intelligence (AI).

o Disease was prevalent from lack of access to healthcare. Now we have
Ill-health from overall policy systems so designed that many people
‘freely’ choose ways of living that have resulted in ‘epidemics’ of obesity
and diabetes.**

o Ignorance was caused by lack of access to secondary education. Now
we have Miseducation, with degrees awarded by our bloated univer-
sity sector, from which only 25 per cent of graduates earn enough to
pay back their student loans in full. Uniquely across the OECD, our
younger generations of people in the UK are no more numerate or
literate than those born four decades earlier.”

o Squalor was caused by the mismatch between where people lived and
opportunities for employment, leading to very poor living environ-
ments. While some problems here have been ameliorated by post-war
economic growth, rundown areas remain on almost the same scale,
leaving people living in them vulnerable to Despair, where those on
benefits or with gloomy jobs see no escape for themselves (or their
children) from a life of drudgery, low pay and low status. In the US,
despair is a leading cause of deaths from drugs and suicide.*

Beveridge’s 400-page report was focused on tackling Want. (His recommen-
dation for the governing principles of what became our NHS was because
this would tackle Want - and, of course, Disease.) He described the five giant
evils in two short paragraphs. It is beyond the scope of this book, and my
knowledge, to suggest how we tackle what I have suggested are our five giant
evils. Indeed, the purpose of this book is to inform debate over their causes, so
others more expert than I can debate how we ought to tackle them. I conclude
with the following observations on our systems of governance.

o We are still living in the Thatcher settlement based on neoliberalism as
if there were no alternative. Indeed, Colin Crouch, in 2011, described
what failed to follow the Global Financial Crisis as The Strange Non-
death of Neo-liberalism.*’

o For neoliberalism to die, we need a new political settlement: the ena-
bling state, which recognises that now market failures are the problem
of government. As Chapter 5 argued, it would be a mistake to go back
to the Attlee settlement based on the state ‘rowing’ This new settlement
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is where the state steers different systems of governance: regulating
markets where they can work effectively (not just for shareholders and
senior executives) and developing alternatives where they do not.

o Effective devolution is vital to developing an enabling state in the UK,
with consequent radical changes in the skills, staffing and attitudes of
those working in Whitehall and Westminster.
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HOW DID BRITAIN COME TO THIS?

A century of systemic failures of governance

If every system is perfectly designed to get the results it gets, what is wrong with the
design of the systems that govern Britain? And how have they resulted in failures in
housing, privatisation, outsourcing, education and healthcare? In How Did Britain Come
to This? Gwyn Bevan examines a century of varieties of systemic failures in the British
state. The book begins and ends by showing how systems of governance explain scandals
in NHS hospitals, and the failures and successes of the UK and Germany in responding to
Covid-19 before and after vaccines became available.

The book compares geographical fault lines and inequalities in Britain with those that
have developed in other European countries and argues that the causes of Britain’s
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