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Thiemo Fetzer

Austerity and Brexit

There is an ongoing debate as to the causes of the UK’s
vote to leave the European Union. While much of the earlier
literature has focused on mostly descriptive patterns, few
robust empirical contributions exist. The rare exceptions
are three papers that have identified some causal links,
which are however, hard to separate from one another.
Algan et al. note that Leave support appears structurally
higher in parts of the UK that saw steep rises in unemploy-
ment in the wake of the 2008/2009 crisis." Colantone and
Stanig suggest that parts of the UK most exposed to im-
port competition from low income countries between 1988
and 2007 saw higher support for Leave in 2016.2 Fetzer, on
the other hand, finds a causal link between individual- or
regional-level exposure to austerity and support for Leave.®

Politicians across the EU rightly ask themselves whether
the UK with Brexit may be just the first domino to fall in the
eventual unravelling of the EU. And hence, understanding
why and how the UK ended up voting to Leave the EU is
important. In particular, a crucial question is to what extent
the UK’s domestic political and economic developments —
many of which may be detached from the issue of the UK’s
membership in the EU - played a potentially more impor-
tant role in shaping the 2016 EU referendum than is widely
appreciated. To understand why the UK voted to leave the
EU, it is imperative to understand the dynamics that led to
the EU referendum to be called in the first place. As such,
understanding the UK’s unique electoral dynamics prior to
the 2016 referendum is just as important as understanding
why the vote ended up with a narrow victory for Leave.

© The Author(s) 2020. Open Access: This article is distributed under the
terms of the Creative Commons Attribution 4.0 International License
(https://creativecommons.org/licenses/by/4.0/).
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In this article, | explore some of the notable patterns and
observations in UK politics and economics that | argue
play a pivotal role in the run up to the EU referendum. This
highlights that the UK’s specific national context, domestic
economic policy choices and economics matter a fair bit.
Yet, the social and economic context of the UK is shared
across many countries, highlighting the need for progres-
sive economic policymaking to tackle the underlying struc-
tural economic failures.

Domestic politics prior to 2016

The only party in the UK’s political system that stood on a
political platform of leaving the EU was the United King-
dom Independence Party (UKIP). The party was estab-
lished in the wake of the Maastricht Treaty and, from the
late 1990s, started to increasingly contest UK elections. In
the 2005 Westminster elections, UKIP fielded 496 candi-
dates across the 650 constituencies. In 2010 it fielded 558
candidates, while in the consequential 2015 general elec-
tion, UKIP fielded candidates in 624 out of 650 potential
constituencies. Across European elections, which use an
electoral system that gets much closer to proportional rep-
resentation, UKIP did quite well electorally already in 2004,
securing around 15.6% of the vote (albeit on low turnout).

Yet, it remains that prior to 2010, UKIP performed quite
poorly in most national polls. And even in May 2010, as
unemployment reached record levels in the wake of the
2008/2009 crisis and despite fielding candidates in most
constituencies, UKIP won only 3.1% of the popular vote.
The 2010 election produced a three-way split and a hung
parliament with the Conservatives winning 36.1% of the
popular vote (but gaining 47.1% of the seats); Labour com-
ing in second with 29% of the popular vote and the Liberal
Democrats in third with 23% of the popular vote. The hung
parliament resulted in a Conservative-led coalition govern-
ment, in which the Liberal Democrats were by far the mi-
nority partner with one-sixth of the number of seats that
the Conservatives held. While UKIP was only a minor play-
er in national politics prior to and including 2010, from then
onwards, the party started to significantly pick up votes in
local elections, most notably from 2013 and particularly in
the 2014 European election and the 2015 general election
(see Figure 1).

The relevance of UKIP’s electoral support for the 2016
Leave vote has been documented broadly. At the individual
level, a vote for UKIP in the 2014 European election or the
2015 general election almost certainly implied support for
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Figure 1
UKIP support across elections over time
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Notes: Figure presents the average UKIP vote share across the Euro-
pean, Westminster and local elections since 2000.

Source:T.Fetzer: Did Austerity Cause Brexit?, in: American Economic
Review, Vol. 109, No. 11, 2019, pp. 3849-3886.

Leave in 2016.* This pattern at the individual level also holds
in aggregates. Figure 2 highlights the tight relationship be-
tween support for UKIP in the 2014 European elections and
support for Leave in the 2016 referendum quite clearly.

UKIP’s voter base, to a significant extent, included protest
voters. In the 2014 European election, in which UKIP came
out first securing 26.6% of the popular vote, only 43% of
UKIP voters cited that they support UKIP because they
wanted the UK to leave the EU or were unhappy with Eu-
rope. The second most frequent response, with 26%, indi-
cated that UKIP voters wanted to send a message to the
other three parties or to voice their protest. Despite the topic
dominating the 2016 EU referendum, only 18% of UKIP vot-
ers cited immigration as their reason for supporting UKIP.
This highlights that individual electoral support for UKIP in-
cludes a mix of motivations — from classical EU-scepticism
to pure protest, which was consequential in 2016.°

What can explain UKIP’s post-2010 surge? Before making
the case that the answer to this is found in the UK’s domes-
tic economic policy decisions in the wake of the 2008/2009
crisis, it is imperative to understand that even the paltry 13%
performance of UKIP in the 2015 general election was con-
sequential in bringing about the 2016 EU referendum. The
answer is found in the UK’s first-past-the-post electoral
system in which UKIP’s 13% popular vote in 2015 resulted
only in a single seat in the Westminster parliament. Fetzer
highlights that post 2010, UKIP started to attract significant

4 SeeE.Alabrese,S.O.Becker, T.Fetzer,D. Novy: Who voted for
Brexit? Individual and regional data combined, in: European Journal
of Political Economy, Vol. 56, 2019, pp. 132-150; T. Fetzer, op. cit.

5 YouGov: YouGov/The Sun Survey Results, Technical Report, 18
March 2014.

amounts of anti-austerity protest votes from a broad set of
backgrounds that may conventionally be associated either
with non-voting or with support for Labour or the Liberal
Democrats — which, until then, was seen as the classical
protest party. In England, the Conservatives won 59.9%
of the seats with only 40.9% of the vote. The fragmenta-
tion of votes across four other opposition parties — Labour,
UKIP, Liberal Democrats and the Greens — allowed the Con-
servatives to claim victory in England. The outright majority
across the UK was secured due to Scotland being effective-
ly lost to the Scottish National Party by both Labour and the
Conservatives.

The resulting surprise Conservative election victory directly
led to the 2016 EU referendum due to Prime Minister David
Cameron’s announcement, prior to the years’ local elections
in January 2013, that he would hold a referendum on EU
membership if he won an outright majority in the next gener-
al election. Nobody expected this to happen. Rather, almost
unanimously the Conservatives were expected to continue
in a coalition government with the Liberal Democrats. The
Liberal Democrats, as the countries’ most explicitly pro-
European party, would not have entered into such a coali-
tion government. Yet, UKIP, by splitting the opposition vote,
helped grant the Conservatives an outright surprise election
victory, forcing Cameron to call for a referendum and deliv-
er on his pledge. The rest is history that is still being made.
What can explain the consequential surge post 20107 | ar-
gue that austerity, as the defining element of UK economic
policy since 2010, offers an important explanation.

Austerity as defining economic policy since 2010

The UK’s defining domestic economic policy under the Con-
servative governments since 2010 can be subsumed under
the term ‘austerity’. Fetzer shows that the sharp increase in
support for UKIP between 2010 and 2015 was to a signifi-
cant extent caused by austerity.” | estimate that around 6%
to 11% of the support for Leave in 2016 can be attributed
to individual- or regional-level exposure to cuts. Austerity
entailed deep cuts to public spending, which were imple-
mented along three main pillars.

1. Budget cuts for day-to-day spending across most West-
minster departments which took almost immediate effect
with the announcement of the autumn budget in 2010.

2. Nominal freezes on most public salaries and benefits.

3. Substantive and ongoing deep reform of the UK’s so-
cial security system — most of which was set in motion

6 T.Fetzer,op.cit.
7 Ibid.
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Figure 2
Support for UKIP in 2014 European election and the Leave share in the 2016 EU referendum
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Source:T.Fetzer: Did Austerity Cause Brexit?, in: American Economic Review, Vol. 109, No. 11, 2019, pp. 3849-3886.

through the Welfare Reform Act 2012, with many policy
changes taking effect starting in April 2013. It is the third
pillar that is most notably studied in Fetzer.®

To illustrate the magnitudes and implied compositional
changes in public spending, Figure 3 suggests that, starting
in 2011, spending for welfare and social protection dropped
significantly, declining by 16% in real terms, falling to levels
that had last been seen in the early 2000s.° Public spend-
ing on education contracted by 19% in real terms, while ex-
penses for pensions steadily increased, suggesting a signifi-
cant shift in the composition of government spending.’® The

8 T.Fetzer,op.cit.

9 Ibid.

10 The deep cuts to public spending on education were further exac-
erbated by increases in tuition fees. Formally the tuition fee caps for
undergraduate studies was raised from 3,225 to 9,000 British pounds,
implying that the privately born cost of further education steeply rose
across most of England and Wales (Scotland does not charge tuition
fees to Scottish or EU students — but does levy them on English and
Welsh students).

ZBW - Leibniz Information Centre for Economics

impact of austerity across these three main items of public
spending is self-evident: public spending cuts were dispro-
portionately borne by the current working age adult popu-
lation (who are mostly benefiting from social security pay-
ments) and the future generation (who benefit from publicly
funded education), highlighting that government spending
became increasingly age-biased.

A second significant component contributing to the cuts in
government spending was nominal freezes on most public
salaries and benefits. Public sector employees earning more
than 21,000 British pounds saw, from 2011 to 2013, a freeze
of their salaries, while wage growth has been capped at 1%
since 2014. Similar freezes were introduced for most welfare
benefits, resulting in real term wage and benefit cuts as in-
flation rates were consistently above 1% throughout this pe-
riod. As such, public sector employment became increas-
ingly unattractive, contributing to staffing and staff retention
problems across most government entities — particularly in
the National Health Service (NHS). There, staffing shortages
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Figure 3
Government spending along the age divide: Growing
age bias of public spending
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annual CPI with 2015 being the base year.

Source:T.Fetzer: Did Austerity Cause Brexit?, in: American Economic
Review, Vol. 109, No. 11, 2019, pp. 3849-3886.

were exacerbated by cuts to maintenance grants which help
nurses in training to cover the cost of their training. The civil
service shrank from around 519,000 employees in 2010 to a
low of 411,370 in 2016 - declining by around 20% (see Fig-
ure 4).

Austerity was mostly implemented by means of cutting
spending — not by raising revenues. Rather, tax-free allow-
ances, whose full benefits are only reaped by people with
incomes above the tax-free allowance were significantly
expanded. Corporation tax rates were drastically reduced
from 26% to now 19%. Similarly, very generous pension tax
credits were only marginally cut. The most salient dimension
of the austerity programme, however, were the cuts to the
UK’s social welfare system and cuts to local government
funding — which provide many of the day-to- day services
that citizens use.

Local government spending cuts

Most government ministries saw direct cuts to their budg-
ets. The only departments sheltered from cuts were the
Department for International Development and the Depart-
ment for Health, which funds the NHS. Yet, even the NHS
experienced real cuts de facto as it was not spared by the
wage squeeze making primary care jobs less attractive,
while at the same time it experienced significant increases
in demand due to the UK’s ageing population. Most salient
to many citizens were the dramatic cuts to local government
finances.

Figure 4
Impact of public spending cuts on public
employment
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Notes: Data from the Annual Civil Service Employment Survey for the
United Kingdom provided by the Office for National Statistics.

Source: Author’s own illustration.

Funding for the Ministry of Housing, Communities and Lo-
cal Government, which equips local councils with a signifi-
cant part of their funding, was cut in real terms by between
30 and 40%, putting pressure on local councils to provide
services — in an overall environment of increasing demand
due to population growth and limited independent revenue-
raising abilities." Figure 5 highlights the depth of cuts across
local governments in England indexed to 2007. This figure is
neither accounting for inflation nor population growth; yet,
the patterns are quite obvious. Social care spending rap-
idly increased. In 2017-18, English councils’ core budgets
totalled about 44 billion pounds. Spending on adult social
care absorbed the largest and growing share at 35%. The
ageing population along with the cuts to central government
support grants implied that councils had to cut spending on
items deemed non-essential — the parts of spending that
most elastically responded were planning and development
(@ nominal contraction of 43%), housing (nominal contrac-
tion of 35%) and culture (hominal contraction of 25%).

The cuts were highly salient. Police forces had to cut their
staff by 17.3% since 2010, which mechanically implies fewer
police forces deployed to the street,”? possibly undermin-
ing perceptions of public safety. Cuts in the culture domain

11 D. Innes, G. Tetlow: Delivering Fiscal Squeeze by Cutting Lo-
cal Government Spending, in: Fiscal Studies, Vol. 36, No. 3, 2015,
pp.303-325.

12 R. Disney, P. Simpson: Police workforce and funding in England
and Wales, IFS Briefing Note No. BN208, 2017, The Institute for Fiscal
Studies.
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Figure 5
Council spending shock across local authority
districts in the UK
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Notes: Figure plots nominal spending across major local council spend-
ing priority areas. The underlying data is from the local government finan-
cial statistics for England provided by the MHCLG.

Source: Author’s own elaboration.

implied the closure of community centres, public parks and
libraries, which in many cases produced significant local up-
roar and may have undermined community cohesion. The
dramatic cuts to planning and development spending, natu-
rally the most elastic component of spending, indirectly pro-
vided a further economic shock to regional economies and
undermined council plans to invest in more public housing
—in the wake of an already mature housing crisis, an inelas-
tic housing supply and substantial cuts to locally provided
housing services, which most often benefit poor and vulner-
able groups in society. Fetzer et al. highlight that housing
benefit cuts implemented in 2011 are sharply and causally
associated with an increase in evictions, statutory home-
lessness and actual rough-sleeping adding to the percep-
tion of local economic decline.” The fact that around one-
third of UK rough sleepers come from other EU countries
may have vastly exacerbated the perception of the extent
to which immigration may create pressure on the welfare
system (despite immigration from the EU being fiscally very
positive for the UK)."*

Wealthier communities and districts, on average, were bet-
ter able to cope with the funding cuts as they could mobi-
lise other sources of funding. As such, the impact of local
council budget cuts is likely to have further exacerbated the

13 T. Fetzer, S. Sen, P.C. Souza: Housing insecurity, homelessness
and populism: Evidence from the UK, CAGE Working Paper, 2019.

14 See S.O.Becker, T. Fetzer: Has Eastern European Migration Im-
pacted British Workers ? CAGE Working Paper, 2013.
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Figure 6

Social protection vis-a-vis state pension spending in
real terms per capita over time
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Source: Author’s own elaboration.

already vast regional economic inequalities within the UK."®
Austerity and, in particular, the cuts to local government
budgets, were hugely unpopular.

In 2014, 60% of the British Election Study respondents in-
dicated that they thought that cuts to local services in their
area had gone either too far or much too far. Only 6% of re-
spondents indicated that they thought cuts had not gone
far enough or not gone nearly far enough - the remainder
thought that cuts were about right. Contrary to some beliefs,
austerity was not popular among UKIP voters.

Welfare reforms and hollowing out of social protection

The central pillars of austerity were substantive cuts
and ongoing reforms to the welfare system. Beatty and
Fothergill highlight that, in particular, disabled working-
age adults and single parents were disproportionately af-
fected by spending cuts.’® Most welfare reform measures
were implemented through the 2012 Welfare Reform Act,
which took effect in April 2013. These biggest elements
combined were expected to reduce welfare spending by
around 18 billion pounds by 2015. The extent of cuts is
quite visible. Figure 6 presents real welfare spending per
capita over time, distinguishing benefits targeted at pen-
sioners and benefits that are not specifically targeted to-

15 D.Innes, G. Tetlow, op. cit.
16 C. Beatty, S. Fothergill: Hitting the poorest places hardest: The
local and regional impact of welfare reform, Technical report, 2013.
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wards pensioners. The notable drop in welfare spending
per capita from 2012 to 2013 by around 10% in real terms
highlights the significant cuts that this entailed — despite
unemployment levels in 2013 remaining near the 2012 re-
cord high, highlighting that these reductions do not mask
broad reductions in the demand for welfare due to an im-
proving economy.

Compositional spending changes. The steady rise in
spending for the state pension highlights that the Coa-
lition government’s design of austerity implied winners
and losers, with many pensioners actually seeing the
value of their state pensions increase. This is due to the
so-called triple lock, which was introduced by the Coa-
lition government and ensures that the state pension
would grow by the minimum of either 2.5%, the rate of
inflation or average earnings growth. The Institute for Fis-
cal Studies estimates that between April 2010 and April
2016 the value of the state pension increased by 22.2%,
compared to 7.6% average earnings growth and 12.3%
growth in prices.”” Hence, the real value of state pensions
increased, while the working-age adult population in
employment saw a decline in real incomes by 4.7%. For
many, real incomes in 2019 have still not recouped their
pre-crisis levels.

Ecological fallacy. The observation that state pensions
grew faster than real employment incomes may come as
a puzzle to some commentators who have studied the
EU referendum. The common assertion is that it was
the older cohorts that voted predominantly in support
of Brexit.® An analysis of the data would suggest that
older people, on average, were significantly more likely
to support Leave in 2016. Naturally, many pensioners
would have been indirectly exposed to the consequenc-
es of austerity in their communities, for example, due to
an increase in rough sleeping or more visible high street
shop closures. Further, simply looking at the 2016 EU
referendum data is very misleading as it fails to highlight
an important compositional effect. A significant share
of the older electorate that voted Leave in 2016 would
have voted Leave if there had been a referendum, say,
ten years ago, simply because EU-scepticism has always
been much more pronounced among the older demo-
graphic. Yet, what proved consequential after 2010 was
the sharp increase in support for UKIP, much of which

17 IFS: Would you rather? Further increases in the state pension age v
abandoning the triple lock, 2019, pp. 4-7.

18 B. Eichengreen, R. Mari, G. Thwaites: Will Brexit Age Well?
Cohorts, Seasoning and the Age-Leave Gradient, Past, Present and
Future, NBER Working Paper No. 25219, 2018; E. Alabrese et al.,
op. cit.; F. Liberini, A.J. Oswald, E. Proto, M. Redoano: Was
Brexit Caused by the Unhappy and the Old?, IZA Discussion Paper
No. 11059, 2017.

was due to working-age adult’s switching their support to
UKIP - often out of pure protest and, in the context of the
2016 Referendum campaign on the basis of misleading,
deceitful and unrealistic promises, most of which have
since been debunked.

Indirect effects of cuts. The real cuts to transfer incomes
further exacerbated regional economic divergence — as
the cuts themselves contributed to the sluggish economic
recovery in the early 2010s. The primary rule of thumb on
the geographic incidence of most benefit cuts suggests
that the impact of the welfare reforms was felt the hard-
est in the parts of the UK that already were most deprived
prior to 2010." Fetzer estimates that for every pound
lost in transfer income, local economies contracted by
around 2-2.5 pounds.® The projected annual savings of
around 18 billion pounds from the welfare cuts alone in-
directly contributed to the UK’s economy being up to 45
billion pounds smaller. The VAT or broad tax receipts on
that foregone economic activity could have easily paid
for the UK’s annual net contribution to the EU’s budget.
The indirect economic effects were concentrated in the
retail sector, accelerating its already underway struc-
tural transformation and may have further contributed to
the perception of local economic decline. This has often
been subsumed under the notion that political populism
provides a harbour for the economically “left behind” or
the “places that do not matter”.2" In the case of the UK,
the sharp increase in support for UKIP after 2010, which
helped bring about the 2016 EU referendum, has mostly
domestic origins.?

Austerity exacerbated existing socio-economic
cleavages

To summarise, it is quite evident that austerity exacerbat-
ed existing social and economic cleavages across the UK
and across the constituent nations of the UK (Scotland
was spared some of the impact of the cuts). Naturally, it is
not the only factor that played a role in shaping the 2016
EU referendum outcome, but given the evidence, it is hard
to deny that it played an important role. Specifically, aus-
terity is likely to have furthered already existing and devel-
oping cleavages in society that have been documented in
much of the descriptive work around the 2016 EU referen-
dum, which points to a set of fault lines along which Leave

19 C.Beatty, S.Fothergill, op. cit.

20 T.Fetzer, op.cit.

21 A. Rodriguez-Pose: The revenge of the places that don’t matter
(and what to do about it), in: Cambridge Journal of Regions, Economy
and Society, Vol. 11, No. 1, 2018, pp. 189-209.

22 T.Fetzer, op.cit.
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versus Remain seem to be aligned.? In particular, support
for Leave versus Remain appears to be distinctly different
between

e rural and urban agglomerations

¢ high- and low-skilled groups

e manual versus non-manual workers
e able-bodied versus disabled

e young versus old

® natives versus migrants.

Consistent with patterns documented elsewhere, and
recently summarised in a review by Fetzer and Gold, the
welfare state and the UK’s internal redistribution system
—through transfers to local governments — helped moder-
ate some of the structurally broadening cleavages.? Many
of these developments featuring the hollowing out of the
middle class, growing job polarisation, increasing eco-
nomic insecurity and growing inequality have common
roots. The economic roots are found in import competi-
tion from low income countries,? offshoring,?® structural
transformation,?” along with the rise of automation,? and
skill-biased technological change more broadly.?® Further,
even though most evidence highlights that migration has
no adverse effect on natives’ economic prospects on av-

23 See e.g. S.B. Hobolt: The Brexit vote: a divided nation, a divided
continent, in: Journal of European Public Policy, Vol. 23, No. 9, 2016,
pp. 1259-1277; M. Goodwin, O. Heath: The 2016 Referendum,
Brexit and the Left Behind: An Aggregate-Level Analysis of the Re-
sult, in: The Political Quarterly, Vol. 87, No. 3, 2016, pp. 323-332; S.O.
Becker etal., op. cit.

24 T. Fetzer, R. Gold: What Drives Populist Votes? A Selected Over-
view of Recent Insights, New Forum Working Paper, 2019.

25 D. Autor, D. Dorn, G. Hanson, K. Majlesi: Importing Political
Polarization? The Electoral Consequences of Rising Trade Exposure,
CEPR Discussion Paper No. 11511, 2016; I. Colantone, P. Stanig,
op.cit.; C.Dippel,R.Gold, S.Heblich: Globalization and Its (Dis-)
Content: Trade Shocks and Voting Behavior, NBER Working Paper
No. 21812, 2015.

26 D.H. Autor, D. Dorn, G.H. Hanson: The China Syndrome: Local
labor market impacts of import Competition in the United States, in:
American Economic Review, Vol. 103, No. 6, 2013, pp. 2121-2168; K.
Scheve, M.J. Slaughter: Economic Insecurity and the Globaliza-
tion of Production, in: American Journal of Political Science, Vol. 48,
No. 4, 2004, pp. 662-674.

27 R. Rogerson: Structural Transformation and the Deterioration of
European Labor Market Outcomes, in: Journal of Political Economy,
Vol. 116, No. 2, 2008, pp. 235-259; D. Rodrik: Premature deindustri-
alization, in: Journal of Economic Growth, Vol. 21, No. 1, 2016, pp. 1-
33.

28 B.Caprettini, H.-J. Voth: Rage Against the Machines: Labor-Sav-
ing Technology and Unrest in England, 1830-32, 2017; G. Graetz, G.
Michaels: Robots at work, forthcoming, in: Review of Economics
and Statistics, Vol. 100, No. 5, 2018, pp. 753-768.
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erage, it is still possible to have very localised adverse ef-
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economic developments produce distributional effects
that create winners and losers, and may increase (per-
ceived) economic insecurity. The natural answer is that
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