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EXECUTIVE SUMMARY

A sea-change occurred in the early 1980s in the way the UK economy was organised. From then on, until the
present day, openness to trade, light-touch regulation of commerce and free competition have been the
watchwords, alongside low income tax rates and constraints on trade union action. Most importantly, the removal
of a raft of restrictions on banks and building societies, combined with the abolition of controls on the international
movement of capital, allowed a huge expansion in household borrowing. These liberalisation measures extended
an earlier trend including the bonfire of war-time restrictions, international trade agreements to reduce tariffs, the
move to floating exchange rates between 1971 and 1973, and the switch from direct to indirect controls on bank
lending in 1971. However, even by the late 1970s the UK economy was still strongly managed by government.
Controls were still in place on capital movements, investment, prices and incomes. Trade unions remained powerful
and the basic rate of income tax was at 30% with the top rate at 83%. Most lending to households was still
undertaken by heavily controlled building societies. Government economic policies prior to the late 1970s still
aimed to maintain full employment although the practice had become more difficult to achieve. After 1979 policy
switched decisively towards controlling inflation, firstly through monetarism and later by using interest rates to
meet inflation targets.

It is often taken for granted in media and policy making circles that more structural economic reforms, involving
greater labour market flexibility, will increase the efficiency of the economy. This assumption may arise because
liberal markets are linked to a political philosophy of individual freedom and responsibility. It may also be because
many economists in business and academia have a presumption that private sector organisation of economic
activity is superior to any state intervention. We make no such assumption. Instead, the purpose of this report is
to assess the factual evidence on the macro-economic impact of liberal policies on the UK economy. In particular
it is to assess their impact on the growth of GDP, productivity, employment, unemployment and inflation. The
report shows that GDP and productivity have grown more slowly since 1979 than over previous decades, contrary
to widespread belief. Although inflation and industrial disruption were reduced after 1980, unemployment and
inequality have been higher. The volatility of the economic growth has also been much greater. The fluctuations in
GDP have come in large waves in contrast to the ripples of the 1950s and 1960s.

Any support for the conventional wisdom that the liberal market regime since 1979 has had a favourable impact
on growth of the UK economy thus depends on a view that economic performance would have been worse after
1979 even if the previous ‘corporatist’ regime had been maintained. One view is that the high inflation of the
1970s would have continued as a problem if a liberal market regime had not been adopted from 1979, leading to
slower growth. However price inflation fell sharply from 1980 in all advanced economies irrespective of the economic
policy regime.

An important post-1979 change that should be taken into account is the slowdown in growth in the volume of
world trade in goods from the mid-1970s. A likely cause of the slowdown was the ending of the long recovery in
the war-torn economies of Europe and Asia, but the switch to floating exchange rates may have played a role. We
estimate that the growth in real per capita GDP in the UK would have slowed from 2.6% per annum to 2.2% per
annum due solely to the impact of slower growth in the volume of world trade. Assessed against this more slowly
growing benchmark trend, per capita GDP in the UK exceeded the trend in the late 1980s and in all years from
1994 to 2008. It then fell well below the trend and now looks unlikely to regain it for many years, if ever.

We argue that per capita GDP was maintained at levels above this trend after 1979 only by the build-up of high
household debt levels. Once debt, and the rising property prices supported by rising debt, reached unsustainable
levels, as it did by 2007, the banking system crashed and the level of GDP fell much further below previous trends
than in any period since the Great Depression. The UK economy now appears to be developing permanently on a



lower and slower long-term trajectory than for any period in the last 80 years. Our view is that the Labour
Government was misled into believing that the economic growth rates of 1997-2007 could be sustained, and
hence kept up a growth in public spending higher than might otherwise have been the case. A belief that the trend
growth of the economy had increased during this period was held by the Treasury and by many academic
economists. The politicians can hardly be blamed for accepting this professional advice.

Growth in per capita GDP is the arithmetic sum of growth in productivity (GDP per hour), hours worked per
employee, employment rates and the ratio of working-age to total population. It is clear that productivity has
grown at a slower rate in the post-1979 liberal market period than previously. This is associated with the decline
of manufacturing, a casualty of free market policies and globalisation. Manufacturing had, and has, consistently
faster productivity growth than service sectors. The conversion of the UK economy to one based overwhelmingly
on services has reduced the rate of productivity growth from around 2% per annum thirty years ago to less than
1.5% per annum today. For many years from 1982 to 2005 the falling rate of productivity growth was offset by a
rising employment rate to generate a growth in per capita GDP not far below the pre-1980 trend. Even with
employment rates recovering between 1982 and 2007, rates were however generally lower after 1979 than before
this date and unemployment much higher. Other factors helping to maintain the growth of per capita GDP were
a slower annual decline in average hours worked, and generally favourable changes in the proportion of the
population who were of working age. Without these offsetting changes in employment rates, hours worked and
dependency ratios, per capita GDP in the UK would have grown by 1.6% per annum on average since 1980.

Inflation, de-regulation and privatisation

The main improvements in the liberal market era have been lower inflation and a greatly reduced rate of industrial
disruption. More than anything else it was the huge rise in inflation during the 1970s and associated industrial
disruption that stimulated the change in economic policies from 1979 onwards. UK inflation was generally a little
higher than in the USA or G7 average over the 1950s and 1960s and again in the 1980s. It was in the period 1971-
77 that inflation rose well above the US or G7 average levels, averaging seven percentage points above the level of
inflation in the USA, and peaking at just below 25% in 1975. However UK inflation had returned to a level close
to the US and G7 averages by 1978, although the subsequent breakdown of wage controls, a new oil price hike
and a near doubling in the rate of VAT led to an increase in inflation in 1979 and 1980.

The main improvement relative to the G7 average came not with the Thatcher Government’s monetarist policies
over the 1980s but following the UKs ejection from the European exchange rate mechanism (ERM) in 1992. After
1992 UK price inflation was generally below the G7 average, due initially to high unemployment and after 1996
to a large appreciation in the Sterling exchange rate. However UK price inflation has returned to its traditional
position, a little above the G7 average, since the large depreciation of Sterling in 2008. It was only in the exceptional
1993-2007 period that the UK had lower inflation than the G7 average. Otherwise inflation relative to other major
economies in the post 1979 period has been similar to the 1950s and 1960s.

While the high inflation of the 1970s is often viewed as the culmination of earlier corporatist policies, it can just as
easily be treated as a temporary aberration that was on its way out by the time the Thatcher government took
office in 1979. Inflation was high in all major economies in the 1970s due to high deficit spending in the USA, the
resulting collapse of the Bretton-Woods exchange rate system and the associated quadrupling of world oil prices
in 1973. The corporatist era’s policy regime of wage and price controls in a context of strong unionisation was
unable to deal well with this disruptive situation and policy mistakes were made. The threshold wage agreements
introduced by the Heath Government in 1973, caused prices to soar in 1974 following the oil price increase, but
rises in unemployment were kept smaller than would otherwise have been the case. Inflation is likely to have been
somewhat higher after 1980 than it actually was if corporatist policies had continued, but unemployment would
have been much lower.



Other projected gains from liberal market policies have not been realised or not sustained. Total taxation is no
lower now relative to GDP than in the 1970s. The enterprise boom in new firm formation did not outlast the 1980s
and new firm formation rates are now only a little higher than in the decades prior to 1980. If business investment
was expected to have risen from its low rates in the pre-1980 period, then the expectation was not realised. Nor
has the record of research and development spending improved. Indeed it has worsened. Again this is likely to
reflect the loss of manufacturing with the UK experiencing the largest proportional loss of any industrial nation.

Any consideration of the changes in business regulation in the post-1979 period is complex. The prices and
incomes controls of the pre-1980 period did not work well and arguably had a limited impact on inflation. Such
controls would in any case have become redundant as global inflation came down over the 1980s and 1990s.
Regional development controls on manufacturing investment did help regions with high unemployment but were
in abeyance by 1979. Although such controls were abandoned, a regime of grant-based incentives has continued
up to the present albeit one regulated through EU state aids rules. The huge success of a low business tax regime
in attracting multi-national firms to the Republic of Ireland shows that regional attraction measures can be very
effective.

The growth of new regulations over recent decades, many EU-wide, in health and safety and other areas are part
and parcel of a higher standard of living. Countries with more controls, including Germany, Austria and Sweden,
do not appear to suffer a significant overall productivity penalty. OECD studies suggest that, among deregulation
measures, it is free trade that has most impact. We argue that most of the tariff reductions on trade in goods had
already been introduced by 1979. Nevertheless it remains true that, on average, the post 1979 period experienced
much freer trade than the preceding decades. Other regulations, including labour market rules, appear to have
had a limited impact. UK attempts to derogate from EU labour regulations are likely to have done little to increase
economic growth or productivity over recent decades. We conclude that the regulatory regime before 1980 had
little negative impact, and the fact that the UK has had a somewhat lighter regulatory regime than other EU
countries since has done little to increase economic growth or productivity.

It was the de-regulation of bank lending which had most impact after 1979. Financial de-regulation, undertaken
initially in 1971 and more determinedly after 1979, led to faster growth in GDP up to 2007 but eventually left a
highly indebted household sector and a devastated banking sector. Since the financial crash of 2008 the UK economy
has languished further and further below the pre-2008 trend and seems most unlikely ever to regain that trend.

The impact of privatisation on industrial efficiency has been judged in most studies to have been limited. This was
surprising because privatisation improved corporate governance, and freed companies from political interference
and from Treasury financial controls which were likely to have constrained investment. Commercial objectives
including profitability became more dominant and firms improved efficiency in marketing, innovation and finance,
and were able to diversify into overseas markets, becoming large multinational companies. Even so, studies across
privatised companies have concluded that either there were no long run effects on UK output or that it was tough
regulation rather than privatisation per se that gave rise to welfare gains for consumers. Studies of individual
privatisations show mixed results. Only some studies detected clear performance gains and a number confirmed
that the main gains occurred in the run up to privatisation. In general however efficiency gains were, as expected,
more likely when accompanied by competitive markets or effective regulation.

The official historian of UK privatisation concludes that ‘the strident claims of ministers during the 1980s and
1990s about the benefits of privatisation were exaggerated and the true picture is more of a mixed one’. It should
also be borne in mind again that any efficiency gains at company or sector level only lead to macro-economic gains
if redundant labour is re-employed in productive activity. The persistently high unemployment of the 1980s and
1990s indicates that there was insufficient re-employment to growing sectors and fits our observation above that,
far from improving, the trend growth in GDP per hour deteriorated substantially from the early 1980s.



[t is true that the retreat of state involvement in the UK has avoided repetitions of some of the commercial failures
of the corporate age including nuclear power (AGRs), Concorde and launch rockets. However other countries, and
notably France, persevered longer with these technologies and now have more successful firms in these areas than
does the UK. Nor was it the case that government commercial failures were confined to the corporate period.
Commercial blunders were equally possible in a regime of liberal markets, as shown by the mis-selling scandal over
privatising pension provision as personal pensions in 1985, and the attempt to privatise vocational training as
individual learning accounts in 2000.

Relative productivity performance

Much of the support for the liberal market reforms comes from a belief that the UK's economic performance
improved relative to Western European competitors although not, it should be noted, relative to the USA. Other than
the support of what we regard as inappropriate theories currently dominant in much of university economics, and
in some quarters a philosophy of individual freedom, it has been the UK's improved performance relative to major
European competitors that has underpinned the consensus around the economic benefits of market liberalisation.

In the immediate post-war years, levels of productivity and per capita GDP in the UK were well above those of most
of Western Europe. The advantage had disappeared by 1979 as productivity in other EU countries improved faster
than in the UK, but after 1979 the UK matched or bettered growth in per capita GDP in the original EEC members.
There is however little evidence, as we have argued, that this improvement in relative growth was caused by any
improvement in the actual growth of UK GDP. Rather, the improved relative performance was caused by a dramatic
slowing in the growth of continental EU economies from the early 1970s onwards. GDP in the EU6 countries grew
rapidly at an annual rate of 4.5% per annum from 1950-73, slowing to 2.5% per annum in 1973-79 and only
1.6% per annum from 1979-2007.

By 1980 French and German labour productivity levels were approaching 90% of US levels and had little further
room to converge, while their hours worked per employee continued to fall. Moreover there was no compensating
rise in employment rates, including in Germany until the Hartz labour market reforms of a decade ago. As a result,
growth in per capita GDP slowed within the EU6. These conditions did not apply to the UK, where labour
productivity was only 75% of the US level in 1979 and has never subsequently reached 90%. With less globalisation
and hence a slower decline in manufacturing we believe that productivity growth would have slowed down less
after 1979 than it actually did. On the other hand a more unionised UK is likely to have continued to reduce hours
worked per employee as in the EU6 countries.

One of the proximate causes of slow productivity growth in the UK has been the low rate of investment both by
businesses and government. Data from the IMF show that the UK has consistently had the lowest rate of total
investment of any major economy. The investment rate in the liberal market era has been even lower than in the
previous corporatist decades, but both were low. OECD data shows that business investment has been the lowest
of any major economy since 1980.

Our conclusion is that UK growth in per capita GDP did not improve after 1979 and even the achievement of
keeping close to pre-1980 growth rates was attained by keeping working hours from falling further. Labour
productivity has remained below that of France and Germany and has fallen further behind the USA. There is little
to suggest that liberal market policies in the UK contributed to convergence with other European economies.

One confidence-sapping characteristic of the pre-1980 decades was the continuous decline in the UK share of world
trade in goods. This decline appeared to cease after 1980 initially due to the growing production of North Sea oil
and gas combined with high oil prices. The longer trend has been a continued decline in the UK share of world trade
at much the same rate as before 1980. Once again there is little to suggest a sustained improvement in performance
due to liberal policies. Instead the UK current account on the balance of payments has been continually in deficit
since 1983 in sharp contrast with earlier decades. This has occurred despite a growing surplus in trade in services.



Slow Growth in Future

The future implications of the analysis in this paper are serious. The trend in productivity growth in a UK economy
heavily denuded of manufacturing by decades of globalisation is unlikely to be much above 1.4% per annum.
Growth in the employment rates did offset declining productivity growth from the early 1980s, but this offset
cannot be sustained in future. With the employment rate in 2014 once again close to a peak, there will be little or
no future secular growth in employment rates. Even worse, a projected decline in the proportion of working-age
people, due to an aging population, will reduce the long-term trend in growth of per capita GDP by a further 0.5%
per annum. If the average number of hours worked per employee continues to decline, even at the slow rate of
recent decades, a further 0.3% per annum will be subtracted from the growth rate of per capita GDP. The trend
growth rate of per capita GDP would then be only 0.6% per annum. If this sounds alarmist, we should note that
observed growth over the decade to 2014 has been only 0.4% per annum. We thus expect the UK to experience
the secular stagnation that Lawrence Summers projects for the USA, but the reasoning involves fundamental
trends in sectoral productivity and demographics rather than the demand-side factors invoked by Summers.

Discussion

The main contention of this paper is that financial liberalisation was the sole aspect of the liberal market reforms
introduced into the UK, initially in 1971-73 and more consistently from 1979, which materially increased the rate
of economic growth. The freeing up of finance led to a huge, and eventually unsustainable, expansion of household
borrowing. This temporarily accelerated the growth of consumer spending and hence GDP and of house prices,
butin 2008 contributed to a banking crisis and the longest recession for over a century. Other than this unsustainable
boost to demand from financial liberalisation there is little evidence that other liberal market policies taken together
improved the trend rate of economic growth in the UK even temporarily, although they may have been advantageous
in other ways. Evidence that the growth rate was poor in the post-1979 liberal period also lies in the consistently
high level of unemployment which has averaged 8% since 1979, (not including the concealed unemployed on
sickness benefits), compared with 3% in the three previous decades.

The liberal market reforms were one attempt to stem the rate of decline in the UK share of world trade. Joining the
EEC in 1973 in the expectation of tying the UK economy to fast growing markets had been another. While post-
1979 liberal reforms may have had some success in improving management and industrial relations, they have also
allowed UK firms to relocate production to emerging economies, helping the extreme de-industrialisation of the
UK economy. As far as EU membership is concerned, the UK actually joined one of the world’s slower growing
trade blocs, as growth slowed permanently in France, West Germany and other EEC nations just as the UK acceded.

Margaret Thatcher regarded the British in 1979 as a “a brave people who were stifled and controlled by a bureaucratic
state that penalised the good and rewarded the bad, stifled innovation, while generating feckless welfare
dependency”. The policies designed to reduce bureaucracy, promote innovation and reduce welfare dependency
clearly did not succeed in raising rates of economic growth. Even in 2007 government current spending was higher
as a percentage of GDP than it had been in 1979. Welfare dependency rose by 50% during the Thatcher-Major
years and remains at this level today. Attempts to reduce taxation through lower public spending were also only
temporarily effective and did not survive the first post-Thatcher recession in 1990/91. Levels of business investment
in the UK have remained low compared with all major competitors. Company formation rates rose only briefly and
are now not much higher than before 1980. Expenditure on R&D has also remained lower than competitors and
indeed the UK is the only major country in which R&D expenditure has been trending downwards relative to GDP.
The erosion of manufacturing has left the UK with a permanently lower rate of productivity growth. OECD research
shows that less regulated labour markets do not lead to a better economic performance. Even trade restrictions
like the 11% cap placed on car imports since 1977 have served the UK well as Japanese car manufacturers
subsequently set up production plants in the UK.



What was achieved by liberal economic policy was a reduced level of industrial disruption and weaker trades
unions, although in part this was due to higher unemployment. It is difficult to estimate the direct economic impact
of improved labour relations and lower level of industrial disputes. Common sense indicates that less disruption
should be a good thing in itself but not necessarily if the result has been a weakening of wage bargaining power
that has allowed a resurgence of extreme income inequality. We note that the UK economy grew consistently and
well through the 1950s and 1960s even with poor industrial relations, as it did in the USA with extra-ordinarily
high strike levels by British standards. Moreover, the idea that high inequality is necessary for enterprise and
innovation also receives little support from the data. Recent research from the IMF suggests that increasing
inequality is not associated with faster growth in GDP or higher productivity.

This report attempts to lay out the facts of UK macro-economic performance under contrasting policy regimes. It
does not attempt to say much in detail about alternatives to the current liberal market regime. We can say that
while we believe a framework of competition between companies and organisations promotes productivity growth,
the evidence appears to show that this is not necessarily sufficient to generate adequate growth in productivity. In
complex economies like the UK, in which governments are inevitably involved in supporting the economy, the
extreme assumption that free markets will generate optimal outputs is shown to be untrue. The evidence suggests
that policies aimed at maintaining full employment generated better growth outcomes than policies that instead
targetted inflation. The main reason is likely to be the greater certainty engendered when governments maintain
demand at a high level. This encourages company investment and skill formation. Persistent tightness in labour
markets also promotes rapid sectoral change as low productivity sectors run short of labour which is attracted to
higher paying sectors. The problem with liberal market regimes is that they leave demand management to an
unco-ordinated private sector. Bank lending, chiefly to households fills the gap vacated by governments and has
negative impacts on house prices and ultimately on bank viability. Aggregate demand is usually too low, resulting in
high unemployment which while depressing inflation has permanently unfavourable social effects. Our conclusion
is that a wider range of varieties of capitalism are available to policy-makers than is commonly assumed.



INTRODUCTION

The economic crisis in the UK, which began in 2008, has been the deepest and most prolonged for over a century.
The level of output, or gross domestic product (GDP), is now 20% below the pre-2008 trend’, and the cumulative
loss of income since 2007 is equivalent to a whole year’s GDP. Even with the recent upturn in growth, no economic
forecaster currently expects any of this lost income to be recouped in future. In other words there is no anticipated
convergence back towards the pre-2008 trend?. That trend had been well established at least since 1948 when
modern records began. Since there was also continuous growth from the early 1930s to 1948, this means that the
UK economy is in new territory and beyond the adult experience of anyone currently alive.

This is an appropriate time to question whether the UK is following the most appropriate form of capitalism. The
conventional wisdom, notwithstanding the recent recession, is that the liberal market policies followed since Mrs
Thatcher's election victory in 1979 (and in part also a few years earlier) remain the best model for the UK economy
albeit with additional safeguards to prevent future banking collapses. This belief is based on a view that liberal
market policies reinvigorated a failing economy and underpinned a resurgence of UK prosperity from 1980
onwards. For several decades this view appeared to be supported by the facts on the ground as well as by a
rejection of Keynesian economic theory by many university economics departments. The 364 mainly Keynesian
academic economists who warned in 1981 that Thatcherite austerity policies would prolong the slump in GDP
were proved to be wrong?. However it slowly became clear that a substantial part of the unexpected recovery in
prosperity from the early 1980’s onwards was accompanied by a huge increase in household indebtedness. As a
result a small group of economists, including our mentor Wynne Godley, came to view the growth of recent
decades as unsustainable*. In Wynne Godley's view the ratio of household debt to income could not continue
rising without limit and when it stopped rising the economy would go into recession followed by slower growth.

Most people, including most economists, still view the period 1979 — 2007 as one of faster economic growth and
greater prosperity compared with earlier decades, as well as one of lower inflation, more enterprise, greater
industrial peace and higher efficiency in the privatised, formerly state-owned, companies®. In this report we ask
whether this benign view of the post 1979 world is a true reflection of the economic facts. The aim is not to
conduct an exercise in economic history for its own sake, but to investigate the extent to which the post-1979
switch to a liberal market regime is an essential underpinning for our prosperity. Those who believe in the free
market economy must be able to show that economic performance after 1979 was better than it would have been
under the "corporatist’ economic policies of earlier decades. The starting point in doing this should be to show that
the actual performance was better than had been the case during the decades prior to 1979.

The report shows that the most important economic indicators, including growth in GDP per head, were in fact no
better in the post-1979 decades. This makes it incumbent upon supporters of liberal market policies to explain why
this supposed superior economic system did not produce the goods. The end of the 1979-2008 period also saw
the largest recession for a century, and this in itself is an indictment of a liberal market regime. While it is not the
purpose of this paper to describe the causes of the recent economic crisis in detail, we can say that a major factor
was the build-up of household debt over three decades of financial liberalisation, leading eventually to a vastly

The trend used here for GDP per head is 2.55% per annum; see chart 1 below.

The UK economy would have to grow at an unprecedented 5% p.a. every year to regain the trend within ten years.

The letter to the Times from the 364 economists asserted that “present policies” announced in the 1981 Budget, “will deepen the depression, erode the industrial
base of our economy and threaten its social and political stability”. The letter was co-ordinated from Cambridge University, and one widely recognised set of
forecasts in line with the sentiments of the letter was produced by the Cambridge Economic Policy Group (CEPG) (of which we were members at the time). The
Cambridge Economic Policy Review April 1981 contained a 5 year projection that with unchanged policies, GDP would decline by 10% between 1980 and 1985.
In the event the economy grew by 13% over this period. On the other hand the CEPG were correct in predicting that unemployment would rise to 4 million, at
least when the ‘hidden unemployed’ i.e. those transferred onto Invalidity benefits, are included.

4 Godley W (1999)

It is the growing inequality of incomes, and most recently the long recession since 2007, that have begun to cast doubt on the liberal market approach, or at
least on the financial deregulation aspects of the liberal market model.



over-extended banking system dependent on loans backed by over-valued housing assets. The value of housing
had been greatly increased by easily available credit in a liberalised banking system, and individuals were willing to
gear themselves highly to realise huge capital gains. As Minsky clearly predicted® years before the crash, credit-
based bubbles end in economic crashes. The demand for credit disappears once house prices begin to fall;
economies move into recession as the supply of credit dries up from troubled banks.

The economic crash of 2008-9 has of course caused many to question the validity of the liberal market model. The
main international policy response to these questions has been to strengthen rules on bank reserves to avoid future
financial stresses causing the collapse of major banks. Otherwise the liberal market economy remains intact. This
paper asks the more general question, extending well beyond banking, of whether liberalising the economy,
several decades before the crash, led to faster economic growth and greater stability as modern economic theory
suggests it should.

The report begins by setting out our view of the main features characterising the liberal market policies that have
been adopted over the past three or four decades. It then compares the performance of the UK economy over the
thirty year period beginning in 1950, with the thirty years from 1980, focussing initially on the growth of GDP per
head in the UK. We show that the performance of GDP per head was no better in the decades after 1980 onwards
than it had been in earlier decades. Despite the change to a more liberal deregulated market, there were reasons
to expect that growth would have been slower in the second period — principally a slowdown in the growth of
world trade. In our view, the impact of slower growth in world trade on UK growth of GDP was offset by increased
spending financed by a rapid rise in household debt. Such a rise in debt could only ever be temporary even if it
lasted for several decades. Once it reached a peak the slower underlying performance of the economy would
inevitably be revealed. We believe that this has happened since 2008.

This analysis is followed by sections which examine performance in a number of areas, including productivity,
unemployment and inflation, and in the conduct of economic policy on issues such as industrial disputes, taxation,
regulation and privatisation. We conclude that, even allowing for factors such as the slowing in growth of world
trade, the evidence for an absolute improvement in UK economic performance after 1979 is at best mixed and that
the main support for liberal market reforms is the view that UK performance improved relative to its European
competitors. This claim is examined in detail and it is shown that the relative improvement that took place was the
result of slower productivity performance by European countries and not of any improvement in UK performance.
[t is also shown that while the UK's declining share of world trade stabilised for a twenty year period from the early
1970s, this improvement went into reverse from the mid-1990s and by 2012 was close to the pre-1980 trend rate
of decline. The paper concludes with a discussion of economic performance and conduct of policy in the two
periods and suggests what reforms to the liberal market framework might improve performance and provide a
wider share of the benefits to the UK population.

6 Minsky H (1986)



Liberal Market Policies Defined

While we do not propose to conduct a lengthy review of the nature of liberal market policies, the broad
characteristics can be summarised as follows:

They are:

* Free markets including:
e Free trade, low tariffs and absence of non-tariff barriers
* Free movements of capital and labour
* Light regulation of business and labour markets
* Light-touch regulation of banking and removal of restrictions on Building Society activity
* Private ownership of marketable production and services
* Low income taxes (among other things to encourage enterprise)
* Weak trades unions with limited legal immunities

* Strong competition law

The contrasting policy regime that dominated the three decades prior to 1979 is often described as ‘corporatist’”.
During the 1950s, 1960s and 1970s the economy was highly regulated with relatively high tariffs on trade®,
controls on capital movements, large-scale industrial subsidies and regional investment controls, cartels and weak
competition rules, substantial public ownership of production®, and close involvement of powerful trades unions
in determining economic policy'®. Wage and price controls were also intermittently in force during periods of high
inflation, and average and marginal income tax rates were high by post-1980 standards.

Industrial conditions in most of the pre-1979 period could be summed up in the then common aphorism ‘the
British Disease’. This was shorthand for an economy typified by poorly trained and ineffective management,
sometimes appalling industrial relations and high wage inflation. Poor labour relations were characterised by
constant demarcation disputes in several traditional sectors, and especially in shipbuilding, by over-manning and
absenteeism, as well by a high level of strikes and other disruptions. These shortcomings are documented in Corelli
Barnett’'s two books on the UK economy in and after the Second World War''. Barnett shows how these were
problems of long standing, largely untouched by wartime exigencies and only lightly addressed in plans for post-
war reconstruction which instead emphasised social reform™. In his view the problems began in the very poor
working conditions of the early industrial revolution and continued without a pressing need for reform through
much of the 19" century as long as the UK had few foreign competitors. Once US, German and competition from
other economies became increasingly acute towards the end of the 19% century, complacency and stubborn
resistance to change meant that the UK lost its prime mover advantages but retained its dysfunctional industrial

7 We recognise that the move towards free markets pre-dated Mrs Thatcher’s government and included inter alia the end of the Bretton Woods system of fixed
exchange rates in 1973 and the end of direct restrictions on bank lending under Competition and Credit Control, also in 1971.

8 The average effective rate of protection fell from 9.3% in 1968 to 4.7% in 1979, and 1.2% in 1986 (Ennew et al. (1990). Membership of the EEC in 1973 and
the European Single Market legislation contributed to the fall in protection but tariff rates were falling more widely under the various GATT rounds.

° Employment in public corporations was close to 2 million from 1961-81 (8% of all employment) and fell steadily to 370,000 (1.3%) on the eve of the Labour

general election victory in 1997. Since then public corporation employment has remained in the range of 1 -1.3% of total employment.(excluding NHS Trusts

and publically-owned banks).

Crafts (2011) op. cit. p11 describes UK industrial relations in the post-war decades as ‘idiosyncratic and unreformed’ ‘characterised by craft control, multi-

unionism, legal immunities for trades unions and strong but decentralised collective bargaining’ with ‘increasing trades union density and the proliferation of

shop-stewards’.

Barnett C. (1986 and 1995). Further details on industrial conditions in 1950 and their subsequent reform are given in annex A. For a critique of Barnett’s views

see Annan N (1990) pp.454-460. Schumpeter J.A. (1942)

=)

Although growth in GDP has accelerated in 2014 and is expected to remain above trend in 2015 and 2016 we regard this as a temporary boom driven by
business investment which is catching up after a five years of low investment.

The reforms came from what Barnett terms the ‘New Jerusalem’ movement. The reforms included the NHS, housing construction, higher pensions, free
secondary education and policies to maintain full employment.
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system'3. This complacency extended into the education system which reformed slowly and with little regard to
technical (as distinct from scientific) education. The small technical stream of the 1944 Act’s tripartite system
withered on the vine and it was not until the 1960’s that an attempt was made to break the university-oriented
grammar school dominance of secondary education through the introduction of comprehensive schools'. It was
also not until the 1960s that there was the introduction of a tertiary-level technical stream in the Colleges of
Advanced Technology and the opening of the UK's first Business schools in 1985™.

Much of this was to change after 1979 in an attempt to reform Britain's industrial ills through the strengthening
of market disciplines. Fixed exchange rates had already been abandoned internationally by 1973 and a start had
been made on UK financial deregulation in 1971'. Capital controls were quickly removed in 1979 followed by
wage, price and investment controls. Over the 1980s a whole series of deregulatory measures were introduced in
the financial and commercial sectors'’. Although the overall level of taxation was not permanently reduced there
was a major switch away from high marginal income taxes and towards indirect taxes. Competition law was
strengthened'® and new trades union laws introduced. Finally, a major programme of privatisation transferred the
ownership of many public corporations to the private sector. In some cases this was a reversal of earlier
nationalisations, but in the utilities this was a sell-off of organisations that were originally developed by local or
central government. Education was slower to change. Comprehensive schooling was continued and extended but
without notable success in emulating the technical streams of the education systems of Germany, Switzerland,
Sweden or Finland. The Polytechnics expanded and largely pursued a vocational focus but never lived up to their
promise of rivalling German or Swiss tertiary-level technical education. After 1992 they became universities and
although some have maintained a strong focus on vocational subjects others have not.

The key question is whether these liberal market reforms led to faster economic growth and higher productivity
across the UK economy as a whole. There is a widespread consensus that the market liberalisation reforms since
1979 strengthened the competitiveness of the UK economy, ending a long period of relative economic decline and
introducing a sustained period of rapid and stable growth. For instance Professor John Van Reenan, Director of the
Centre For Economic Performance at the LSE, wrote in April 2012, ‘"Mrs Thatcher’s reforms helped to end a century
of relative UK economic decline’™®. The widely quoted economic historian Professor Nick Crafts takes a similar
view??, Crafts (2011) concludes that “applied economists in the UK are now generally agreed that strengthening
competition in product markets is good for productivity performance”. Crafts reviews a range of studies which
shows that price-fixing and cartels, market concentration, separation of ownership and control, and strong trades
unions all tend to reduce growth in productivity, as do barriers to trade and to new entrants in a sector. Andrew
Sentence, Chief Economist at PwC and former Monetary Policy Committee member, views the quarter century from
1982 to 2007 as a ‘golden age'?'.

These examples immediately reveal a contradiction at the heart of economic thinking about this period. Everyone
regards the post-war period up to the 1970s as one in which the UK economy grew more slowly than its main
competitors in Western Europe (but not the USA which had a similar growth rate to that in the UK). Yet, the same

@

Barnett (1986) argues that industrial failures left the UK unable to successfully fight the second war alone. It was only with huge imports of American machine
tools and electronic components, financed by lend lease and Commonwealth credits that it was possible to produce the necessary aircraft, radar and other war
production. See Barnett C (1995) e.g. chapter 2.

Barnett C (1986) page 302.

Barnett C (1986) page 303.

In the Competition and Credit Control Reforms. See Goodhart C A E (1984)

See Lawson N (1992) Annex 5 for a list of deregulation initiatives in the financial sectors.

Anti-trust law was strengthened by the Competition act of 1998 and the Enterprise Act of 2003. Crafts (2011) states that these Acts increased the independence
of the competition authorities, removed the old ‘public interest’ defence, and introduced criminal penalties for running cartels, Crafts op. cit. p13. By international
standards UK competition rules were still weak in 1995 but were much stronger by 2005.

The Times April 16 2012.

N Crafts (2011). For instance p19, ‘'when competition was strengthened in later decades [i.e. after the 1950s and 1960s] there was a strong productivity
response.’

The Times May 9 2012. Note that Sentence’s period handily omits the two deep recessions which immediately preceded and immediately followed his 1982-
2007 period.
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people frequently refer to the 1950s and 1960s as a ‘golden age’ of relatively low unemployment and moderate
inflation. By 1979 it was relative decline which dominated interpretations of the post-war period. The economic
turbulence of the 1970s led to a reaction to the ‘corporatist’ model which had prevailed under both Labour and
Conservative governments until 1979. High inflation, frequent and damaging strikes, and dissatisfaction with the
performance of some nationalised industries all contributed to the Thatcher victory in 1979 and the subsequent
free-market revolution?2.

22 Nigel Lawson, Conservative Financial Secretary and later Chancellor 1983-89 outlined the need for liberal market reforms in his autobiography (‘The View From
No.11". Bantam Press. 1992). His worry was “the long-term decline of the British economy” and the fact that growth “lagged well behind the rest of Europe and
Japan” (p.29). Most immediately, “over the six years from the cyclical peak of 1973 to that of 1979 ..... the British economy all but stopped growing altogether.
Excluding North Sea Oil .... the average annual rate of growth over that period was a half of one per cent” (p.29). Other concerns were the “inexorable ... rise
of inflation”, trade union power, and sinking profits (p30). Margaret Thatcher made similar points in her autobiography ‘The Downing Street years’, Harper
Collins 1993. She described the ‘democratic socialism’ of the decades prior to 1979 as ‘a miserable failure in every respect’ (p.7). Like Lawson she draws attention
to the slower growth in the UK relative to Western Europe, but adds “as the 1970’s wore grimly on, we began to fail absolutely as well as relatively” (p.7). As
far as GDP was concerned this was not true. Lawson'’s points on economic growth appear to be selective and exaggerated. The period 1973-79 includes the first
major post-war recession, caused by the quadrupling of world oil prices in 1974. In the recovery period 1975-79 annual growth in GDP averaged 2.8 % p.a. Even
excluding the contribution of North Sea Oil to GDP, growth over the 1975-79 period averaged 2.0 % p.a.



EVALUATING THE IMPACT OF
FREE MARKET REFORMS SINCE 1979

The economic changes undertaken since the 1970s are so numerous and interwoven that an evaluation is necessarily
complex. In this paper we focus primarily on growth and productivity in the macro-economy and on unemployment
and inflation, although we will have something to say about the impact of individual changes such as privatisation,
deregulation, innovation and enterprise policy. The starting point in making a judgement on the impact of the
liberal reforms is to conduct comparisons. Our main comparison is of UK economic performance in the three
decades since 1979 with that in the three preceding decades. In doing so, we also compare UK performance with
other advanced economies over the same two periods to address the issue of relative growth and decline. A
number of studies have investigated the impact of deregulation and increased competition by comparing individual
sectors and firms?3. These studies are valuable and informative, but also partial. A necessary starting point in our
view is to look at the performance of the UK economy as a whole, and to use sectoral and other studies as an aid
to interpretation. The 30 years since the election victory that brought the Thatcher government to power is a long
enough period to attempt an assessment of the impact of this revolution on the UK economy?.

The salient facts
Per capita GDP

Looking back over the past sixty years, the evidence now clearly shows that there was no sustained improvement
in the trend growth of per capita GDP in the UK after 19792, Indeed, per capita GDP has only returned to the pre-
1979 trend, at the pinnacle of the 1980s boom in 1989 and again temporarily in the decade 1998-2007 (chart 1).
The current level of per capita GDP in 2014 is 20% below what it would have been if the 1950-79 trend had
continued. This suggests two things. Firstly, any claim that market liberalisation in the UK has raised the growth
rate in per capita GDP depends entirely on the view that in the absence of the liberal reforms the trend would have
deteriorated after 1979. Second, the superior trend over the three decades before 1979 was achieved despite the
presence of all of the corporatist apparatus listed above which is now generally regarded as damaging to economic
growth and productivity. As well as high marginal income tax rates and higher inflation (the latter being mainly
confined to the period from the late sixties to the early eighties), much of the period was also characterised by
wage, price and investment controls?®, fixed exchange rates, greater public ownership, subsidisation and regulation
of industry, as well as alleged poor management and restrictive labour practices?’, together with a less favourable
record of strikes and industrial relations. Any claim that the economic record has been better under a more liberal
economic regime must explain why faster growth was possible under the more corporatist and interventionist
regime that characterised the period up to 1979.

~
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These studies are summarised in Crafts( 2011) op cit. Crafts and Toniolo (1996) also examine contrasts in growth and productivity between the golden age
(1950-73) and the following period for a range of European countries, although not directly in the context of deregulation.

It is also 40 years since the antecedents of the Thatcher revolution in the form of the liberalisation of banking under the Competition and Credit Control reforms
and the introduction of market determined exchange rates. See Goodhart C A E (1984).

25 Some economists argue that 1973 is a better candidate than 1979 as the key turning point in post-war economic history. There is some merit in this idea and it
does seem true for the USA. However, as can be seen in chart 3, the later 1970s were reasonably close to the 1950-79 trend for GDP per head. The final year,
1979, was only 1% below this trend and closer to the trend than virtually any later year. The year 1979 was also only 2.5% below the 1950-73 trend and closer
to this trend than any subsequent year. If GDP from North Sea is excluded then the year 1979 is 4% below the 1950-79 trend and still higher than almost any
post-1979 year. See also, footnote 22 for details on economic growth in the later 1970s.

Through much of the 1950s consumer rationing and significant tariffs were also in force

27 N Crafts (2011)
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Chart 1: Real GDP per capita in the UK (£000, 2010 price reference year)
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Sources of data: GDP in constant prices (chain-linked 2010 reference year) from ONS UK National Accounts Dec 2013. Population is
from the same source. The trend is fitted by least squares regression to real GDP per head over the period 1950-79. The trend in 1950
is 1% below the actual GDP per head. This accords with Dow'’s estimate of the position of the economic cycle in that year (J.C.R Dow
The Management of the British Economy 1945-60 NIESR CUP 1965).

On the first issue, i.e. the need to show that a continuation of the corporatist regime after 1979 would have led
to a poorer economic record than it actually did prior to 1980, there are two possible reasons for expecting a
worsening economic growth performance in the UK irrespective of the domestic policy regime. First, world trade
grew more slowly in the second period. Secondly the progressive adoption of free trade under GATT rules could
have reduced the growth of UK exports by exposing uncompetitive firms to greater international competition.

Table 1: Growth in Export Volumes (% per annum)

World Exports Volume (manufactures) 8.9 6.4
UK Exports Volume (goods & services) 4.3 4.3

Sources of Data: World Trade Organisation World merchandise exports, production and gross domestic product, 1950-2010, and ONS
Exports and imports of goods and services. ONS data is available for UK exports of goods and services separately from 1955. The growth of
world exports of manufactures was rather faster for 1955-79 than for 1950-1979 at 9.6% pa. UK goods exports growth slowed from 4.5% p.a.
to 4.0% p.a. between the two periods. Growth in services exports slowed from 5.6% pa to 4.7% pa.

On the first of these two possible reasons, it is true that world trade in manufactures grew considerably more
slowly in volume terms in the three decades after 1979 than in the previous three decades (Table 1). Rapid growth
in the immediate post-war decades was due both to post-war reconstruction and the dramatic reduction in tariffs
under the first six GATT rounds. There was however no slowing in the growth of the volume of UK exports of goods
and services after 1979 despite the slower growth in world trade in goods. The continued good growth rate of UK
exports after 1979, in a context of slower growth for world trade in manufactures, reflected improved cost
competitiveness through much of the next two decades. If competitiveness had not improved we estimate that
slower growth in world trade alone would have reduced growth in UK exports by 0.7% p.a. The consequent



impact on GDP growth is likely to have been of the order of about one third of one per cent per annum?® leading
to trend growth in real GDP per head of 2.2% per annum instead of the 2.55% per annum trend observed for
1950-79. In chart 2 this slower trend is added to the data already seen in chart 1.

Chart 2: Real GDP per capita in the UK projected to 2015 (2010 price reference year)
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Sources of data: GDP in constant prices (chain-linked 2010 reference year) from ONS UK National Accounts Dec 2013. Population is from the
same source. The upper trend is fitted by least squares regression to real GDP per head over the period 1950-79. The lower trend allows for
the slower growth of world trade after 1979 (see footnote 28). The projected section of the GDP/POPN line 2013-25 assumes growth of 2%
and 2.8% in the investment-boom of 2014 and 2015. From 2016-25 we assume slow growth of 1% pa based on a view that UK
Governments will need continued austerity policies as they attempt to achieve a falling ratio of public debt to GDP

A reasonable expectation might be that per capita GDP would follow a 2.55% per annum trend before 1979, but
after 1979 would follow a slower, 2.2% per annum, trend due to the slower growth in world trade. Chart 2 also
shows that actual GDP per head was above this slower trend briefly in the late 1980s and more persistently from
1993-2007. However since 2008 actual GDP per head has been well below even this slower trend. The chart also
shows our projections based on continued austerity policies which suggest that actual GDP will stay well below this
trend for at least a decade and probably much longer. Our interpretation is that the deviations of per capita GDP
from the slower trend over the period 1979-2014 were determined by changes in household debt. Household
debt rose rapidly over the 1980s, and again from the mid-1990s (see chart 26 below) but has fallen since 2008.
Our estimate is that the magnitude of the impact of growing debt on GDP was large enough to more than offset
the negative impact of more slowly growing world trade in the post 1979 period?°. The relationship between debt
and GDP is discussed further in Annex B.

28 \We take a Keynesian view that the main exogenous variables driving growth in UK demand are exports and government spending (with consumer spending and
private investment endogenous). Since exports are around half of the combined exogenous expenditure, demand for GDP will decline by about half of the
reduction in growth of exports. UK export volumes grew by 4.3% pa in the pre-1979 period while world trade in manufactures was expanding at 8.9% p.a. If
world trade had continued to grow at this rate in the three decades after 1979, then UK exports might have also continued to grow at 4.3% pa. The slower rate
of growth in world trade in this post-1979 period would have reduced the growth rate of UK exports to 3.8% p.a. This is calculated as the observed growth rate
of UK exports 1979-2007 at 4.5% p.a. adjusted for the fact that by 2007 actual export volumes in the UK were 22.2% above the expected volume based on the
growth of world trade and the UK's falling share of that trade (i.e. 1.045 divided by 1.0072 which is the annual growth rate required to achieve a cumulative
growth of 22% over 28 years). The reduction in export growth between the two periods is thus 0.7% p.a. If the impact on GDP is half of this, then this impact
would be around 0.35% p.a.

Household debt rose by 7% p.a. in real terms over the period 1979-2007 compared with 4.4% p.a. over the previous three decades. Our econometric equation
for real consumer spending suggests that a 7% p.a. increase in real household debt raised real household consumption by 1.35% p.a. This in turn would raise
real GDP by 0.9% p.a. The same calculation for the earlier 1950-79 period suggests that rising debt boosted real consumer spending by 0.44% p.a. or GDP by
around 0.3% p.a. The increase in the boost to GDP in the post-1979 period was thus of the order of 0.6% p.a.
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On the second point, i.e. potentially negative impacts on UK exports of greater openness to trade, much of the
reduction in tariff barriers to trade undertaken through the various GATT had already occurred by 1979. Average
trade-weighted tariffs on goods declined from around 50% when the GATT was signed in 1947 to 4.7% after the
Tokyo round in 19793, Subsequent rounds concentrated on agricultural trade and services and non-tariff barriers.
Evidence presented below examines trends in cost competitiveness together with the UK share of world trade. The
conclusion is that there was a prolonged improvement in the UK share of world exports after 1973 but this was
reversed from the late-1990s after the Sterling effective exchange rate soared. In other words UK export performance
improved initially during the period of low tariffs (accelerated of course by the UK joining the EECin 1973) and before
Liberal Market policies such as trade union law reform can have had much influence. However these measures could
have helped to maintain the improved export performance. A more plausible influence is the low level of unit labour
costs in much the 1980s and early 1990s (see chart 23 below). After the late-1990s the UK share of world trade fell
strongly and consistently but most of this is likely to be due to reduced cost competitiveness under a strong Sterling
exchange rate. Similarly, import penetration remained stable up to the mid-1990s but has risen strongly since then.

Increased Volatility of Growth.

Economic growth also became more volatile after 1979 in the sense that departures from the long-term trend
became deeper and more prolonged, even if they were less frequent. Between 1950 and 1979 in what were then
called 'stop-go cycles’, the ‘stop’ years were slow-downs in the rate of growth rather than recessions with actual
declines in GDP. The only years in which real GDP was lower than the previous year were 1974 and 1975, following
the first global oil price hike®'. Since 1979, there have been three major recessions, with the latest one being the
deepest for a century. Departures from trend have been much more serious and prolonged in the post-1979 period
(chart 3). Many economists, including Andrew Sentence quoted above, have focussed on the lengthy period of

Chart 3: Deviations From Trend. Ratio of GDP per Head to a Trend
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Sources of data: As for chart 1. The trend for 1950-79 is the same as in chart 1. For 1979-2012 the two trends are those shown in chart 2

30 World Trade Organisation. http:/www.wto.org/english/thewto_e/whatis_e/tif e/agrm1_e.htm

31 The quadrupling of OPEC oil prices in 1973 was itself due to the depreciation of the real value of oil revenues as inflation accelerated in the late 1960s and early
1970s following US government decision to expand defence spending and social benefits without concomitant increases in tax. The most plausible explanation
for the subsequent recession (which was quite mild by post-1979 standards) was the difficulty of recycling the huge increase in OPEC revenues through a
relatively under-developed international financial system. These were eventually recycled to less developed countries at the cost of a round of sovereign defaults
in the early 1980s.




concerted growth between recessions. The period 1985-2007 has been referred to as the Great Moderation
because of its combination of growth with quiescent inflation. The recession of 2008-9 destroyed the idea that
boom and bust had been abolished and it is difficult to interpret the entire post-1979 period as one of stability.
For the UK, chart 3 suggests the opposite.

Consumers’ expenditure returned to the pre-1979 trend by the end of the 1980s and remained close to this trend
until 2007. This was a rather better performance than for GDP per head because consumers’ expenditure reversed
its previously falling trend in its share of GDP after 1979 mainly due to increased household borrowing. Lower
income taxes in the post-1979 period helped to maintain the growth of household incomes but were offset by
higher indirect tax rates. Overall taxation was higher through most of the 1980s than in the 1970s but fell after
1992 to levels a little lower than the 1970s.

Productivity

The differences in GDP growth before and after 1979 can be examined further by disaggregating per capita GDP
into components. Per capita GDP is the arithmetic product of productivity (GDP per hour), hours worked per
employed person, employment rate (numbers employed divided by population of working age) and a dependency
ratio (inverse of working age population divided by total population). The evidence on productivity shows that the
pre-1979 trend in productivity (GDP per hour) was maintained for a few years into the early 1980s but deteriorated
after that, coming to a halt after 20073 (chart 4).

Chart 4 Productivity (GDP per Hour, £000, 2010 prices)
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Source of data: GDP in constant prices (chain-linked 2010 reference year) from ONS UK National Accounts Dec 2013.
Hours worked from OECD.

Another common measure of productivity is to adjust the growth of labour productivity for increases in capital per
worker. The aim here is to estimate general features of improvements in technical knowledge and organisation. To
estimate multi-factor, or total factor productivity, we first calculate the growth of output implied by the growth of
labour and capital inputs. Multi-factor productivity is the residual between the growth of output calculated from

32 There is evidence of slow productivity growth during the 1950s when price-fixing and cartels dominated, (Broadberry S N and Crafts N R (2001) and Crafts N
(2011) op. cit. p11). However productivity accelerated over the 1960s to regain the long-term trend in GDP per hour of 3.2%pa. The trend growth rate for real
GDP per hour in the private sector from 1960-79 was 3.65% pa. This slowed to 2.75%pa from 1983-2007. The difference in these means that actual private
sector productivity in 2007 was 23% below where it would have been on the pre-1983 trend.



factor inputs and the growth of actual output and is often attributed to a variety of elements such as technical
innovation, research and development, education, training and workforce efficiency.

As a measure of capital input, we have used a series produced by ONS for the volume of capital services, which
goes back to 195033, To obtain a comparably long series for labour input, we have used a consistent series for
employment from the OECD and a series of hours per person from Conference Board data**. Table 2 shows the
resulting estimate of multi-factor productivity.

Table 2 Multi-factor productivity - historical growth rates

Percent change per annum 1950-1979 1980-2007

Output per employed person 2.25 2.17
Multi-factor productivity (MFO) 1.78 1.44

Source of data: Author’s calculations using data from ONS, OECD and Conference Board

Over the first three decades the growth rate of MFP averaged a little less than 1.8% per annum, but fell slightly in
the second period to about 1.4% per annum3®. Once again, the evidence is that productivity performance
deteriorated after 1979.

A substantial part of the slow-down in the growth of real GDP per hour can be ascribed to the decline of
manufacturing. Real output per employee in manufacturing grew at close to 3.25% p.a. throughout the post-war
period while the equivalent growth rate for non-manufacturing sectors in aggregate was under half that at 1.5% p.a.
The figures for real GDP per hour are available for sectors only since 1997 but over this period the growth of GDP
per hour is similar to that of GDP per employee. The decline in manufacturing reduced the weight of this major
sector with fast-growing productivity and by 2014 the UK economy had become heavily dominated by service
sectors with slower growing productivity. The simulations reported in Annex C lead us to believe that this factor
alone accounts for a reduction in aggregate productivity growth of around 0.35% p.a. since the 1970s. This
accounts for most although not all of the deviation from trend observed in chart 4 up until 2007. The decline in
manufacturing can itself be considered a consequence of liberal market policies. Growing globalisation with free
trade and free movement of capital led to a major transfer of actual and potential manufacturing production out
of the UK and mainly into lower cost producers in the Far East and Eastern Europe. These processes went further
in the UK than any other OECD country leading the UK to end up with the smallest manufacturing sector of any
advanced economy.

The decline in manufacturing did not however translate directly into slower growth in GDP per head. This is
because the labour released from a declining manufacturing sector has been mostly taken up in the services
including the high value-added financial and professional services, allowing these to grow faster than otherwise
would have been the case. In other words the reduced growth rate for productivity was offset by a growing
employment rate.

The level of the employment rate was generally lower after 1979 than it had been prior to 1980 despite the
expansion of the female workforce, the growth of part-time employment and most recently the increase in
employment of people aged over 64 (chart 5). It was reduced by the severe shake-out of labour that occurred in
the 1980-81 recession (mostly from manufacturing), but recovered strongly over the 1980s and then the 1990's
as large numbers of jobs were created in the services sectors. With aggregate demand maintained by burgeoning

3 See Economic & Labour Market Review, May 2011 for estimates of multi-factor productivity from 1970-2009. The series is based on the perpetual inventory
method and combines capital stocks according to estimates of rental price, rather than purchase price of capital assets. Our method uses coefficients of 0.3 on
the capital term and 0.7 on the labour term.

34 Conference Board, Total Economy database. This can be found at http://www.conference-board.org/data/productivity.cfm

35 The estimated growth rate from 1970-2007 of 0.8% per annum agrees closely with the ONS figure given in Economic & Labour Market Review, May 2011.




household indebtedness, the jobs lost in the manufacturing sector were replaced by new jobs in the services
sectors and particularly in private sector services. By 1982 the total number of people employed was only 900,000
above the level of 1950, but the strong subsequent growth in employment led to a further 5.5 million people
becoming employed by 2007. Productivity growth in the economy as a whole was slower due to the increasing
dominance of services, but as argued above this was offset by a recovering employment rate to give a growth rate
in per capita GDP that was not much below its pre-1980 trend. Although lasting for almost three decades this
offsetting process could only be temporary and we can expect a slower growth of per capita GDP in future. With
a largely service sector economy, productivity growth in the UK has become permanently slower than it was prior
to 1980 when the manufacturing sector was consistently larger. However the recovering employment rate was
bound eventually to reach a ceiling when everyone who wished to work was already employed. This point appears
to have been reached by around 2005. Since then, we would argue, the trend in growth of per capita GDP has
permanently slowed, although the long-term trend is not yet fully obvious, dominated as it is by the huge cyclical
swing brought about by financial collapse which began in 2008.

Even with a rising trend after 1982 the employment rate was on average lower through much of the post 1979
period than it had been previously (chart 5). The lower employment rate in most years contributed to a lower level
of GDP per head, but its negative impact was more than offset by a lower dependency ratio® and a cessation of
the previous falling trend in hours worked per employee (see chart 18 below). As in the USA the slowing of the
decline in hours worked per employed person has also helped per capita GDP to stay close to its pre-1980 trend
despite the slowdown in productivity growth.

Chart 5 Employment Rate (% of working-age Population)
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Source of Data: LFS Oct-Dec. Employment Rate is the number of employed people as % of Population Aged 16-64

3¢ The ratio of non-working-age to working age population grew at an annual rate of 0.75% p.a. between 1950 and 1974 reducing growth in GDP per head during
this period, but then fell by 0.55% p.a. until 2007 thus raising the growth of GDP per head in this period.



Unemployment

The clearest and largest failure of the liberal market policy era has been unemployment. The average unemployment
rate since 1979 has been 7.8%, a rate two and a half times higher than the average for 1950-79 (chart 6).
Unemployment rates have been higher than in 1979 in every subsequent year with the exception of the short
period 2000-2004. This is not what supporters of free market policies would expect. Greater competition, with
reduced regulation in business and labour markets should in theory have led to close to full employment. The fact
that it has not done so has led to the development of the currently dominant ‘New Keynesian’ school of macro-
economic theory. This attempts to explain the continuing high unemployment as the consequence of structural
changes in labour and product markets leading to a higher level of unemployment consistent with stable inflation.
Our (old) Keynesian view is that the level of effective demand has not been sufficiently high to maintain full
employment. This view is strengthened by the fact that measured unemployment is only part of the problem of
joblessness. Fothergill, Beatty and Gore (2012) argue that 900,000 people (3% of the labour force) on Employment
and Support Allowance (formerly Incapacity Benefit and before that Invalidity Benefit) should be considered to be
a form of concealed long-term unemployment.

Chart 6 Unemployment Rate (% of Labour Force)
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Inflation

More than anything else it was the huge rise in inflation during the 1970s that stimulated the change in economic
policies from 1979 onwards®’. UK inflation was generally higher than in the USA through the 1950s and 1960s
although the gap narrowed as the Vietnam War expenditure stimulated demand in the USA in the later 1960s. UK
inflation rose after the 1967 devaluation of Sterling and again from 1971 due to both the introduction of a floating
exchange rate, and the so-called ‘Barber Boom’ following the first round of financial deregulation that year. Inflation in
the US, and most other advanced economies, peaked after the 1973-4 oil price hike, but UK inflation rose by much
more (chart 7). The impact of the first oil price hike in 1973-4 was greatly magnified by inept wages polices of
1972-4 under the Heath Government in which ‘threshold’ wage increases were linked to price rises. Further
devaluation of Sterling under the post-1973 floating exchange-rate regime kept inflation high through much of
the 1970s, although the Callaghan-Healey wages squeeze of 1976-9 helped to bring down wage inflation when
global inflation was moderating. The squeeze proved too rigorous and led to the breakdown of the policy after the
Winter of Discontent and another bout of high inflation exacerbated by the second oil price hike in 1979-80.

Chart 7 Inflation Rate. Annual % Changes in Consumer Price Index
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It was this record of high inflation that caused the incoming Conservative government in 1979 to adopt its Medium-
term Financial Strategy (MTFS) which set out year-by-year targets for money supply growth. This used government
expenditure cuts and high interest rates to reduce inflation in place of wages policies. Inflation did fall rapidly in the early
1980s, but this was a global phenomenon and the UK inflation record over the period 1980-92 was the same vis-a-vis
the USA as it had been in the 1950s or 1960s, even though UK unemployment was very much higher in the 1980s. UK
inflation peaked once more at the beginning of the 1990s following an extended period of rapid economic growth
despite the fact that unemployment remained high (the Lawson Boom).

The main improvement in consumer price inflation relative to the G7 average thus came not with the Thatcher
government’s monetarist policies over the 1980s but following the UK's ejection from the European exchange rate

37 For evidence on the impact of wage indexation (threshold agreements) on the rapid acceleration of inflation in 1974, see Henry and Ormerod (1978).The
disruptive nature of the large number of strikes during the ‘Winter of Discontent’ 1978-9 was a more immediate and pressing factor underlying the Conservative
Party victory in the 1979 election



mechanism (ERM) in 1992. After 1992 UK price inflation was generally below the G7 average, due initially to high
unemployment and after 1996 to a large appreciation in the Sterling exchange rate. However UK price inflation
has returned to its traditional position, a little above the G7 average, since the large depreciation of Sterling in
2008. It was only in the exceptional 1993-2007 period that the UK had lower inflation than the G7 average.
Otherwise inflation relative to other major economies in the post 1979 period has been similar to the 1950s and
1960s. While the 1970s are often viewed as the culmination of earlier corporatist policies, they can just as easily
be treated as a temporary aberration that was on its way out by the time the Thatcher government took office in
1979. Inflation was high in all major economies in the 1970s due to high deficit spending in the USA, the resulting
collapse of the Bretton-Woods exchange rate system and the associated quadrupling of world oil prices in 1973.
The corporatist era’s policy regime of wage and price controls was unable to deal well with this disruptive situation
and policy mistakes were made which allowed prices to soar, but rises in unemployment were kept smaller than
would otherwise have been the case. However, there is no reason to believe that in the more tranquil conditions
that subsequently evolved for world inflation, traditional UK policies could not have coped and evolved, without
the extreme inflation of the mid-1970s. Inflation is likely to have been a little higher after 1980 than it actually was,
but unemployment would have been much lower.

Our conclusion is that global free trade has tended to reduce price inflation in the UK and elsewhere, but domestic
policy changes have been less important. Higher unemployment during the post-1979 years restrained wage
increases and the general abandonment of the practice of centralised sectoral wage bargaining may have put
some downward pressure on wages, but there is little obvious influence from other liberal policies such as trade
union legislation. The high inflation of the 1970s was as argued above a historical aberration brought about firstly
by the huge credit boom of 1971, the collapse of the Bretton Woods fixed exchange rate regime and the oil price
hikes of 1973-4. The attempts to control wages sparked trade union militancy, making for an economically dismal
decade, but without a repeat of these unusual conditions we take the view that inflation would have naturally
moderated.

There is some evidence from economic research that high inflation leads to lower economic growth®. However the
link between price inflation and economic growth clearly depends on the context, including real interest rates and
the drivers of inflation. Higher government spending might for instance generate higher inflation and higher
growth. Higher inflation with a fixed real interest rate could be expected to generate a larger reduction in GDP
growth than a rise in inflation without a concomitant increase in interest rates. It is thus difficult to speculate on
what impact on economic growth might have resulted from a continuation of more corporate policies after 1979.
The tendency since 2007 has been towards deflation, at least once the impact of the 2008 sterling depreciation
had worked through the UK economy. The connection between inadequate demand and low inflation or deflation
is even more obvious within the Eurozone.

38 Kahn and Senhadji (2001) in an international panel study indicate that a rise in consumer price inflation from 3% per annum to 5% per annum would be
associated with a slowing in economic growth of 0.33% per annum.



Industrial Disputes

Poor industrial relations were a particular feature of Britain not only in the 1970s but over the whole corporatist
period. They improved under the liberal market regime after 1980, and the reduction in the annual number of days
lost in strikes since the 1970s was dramatic (chart 8). The number of days lost averaged 900,000 in the 1950s and
1960s%, 1 to 2 million in the 1970s and early 1980s with a peak of 4.5 million during the Winter of Discontent of
1978-9. By the 1990s the average number of days lost had fallen to around 250,000 per annum. High unemployment
in the 1980s, the reform of trade union legislation and practice, and government determination as displayed
during the 1984 miners’ strike, all played a role. The reduction in strikes, and related industrial disruption, were
welcomed by business, and must have helped management to raise productivity in some sectors, but in any case
the worst affected sectors tended to greatly shrink or disappear. However, the impact on GDP growth is not clearly
a large one. The growth in aggregate productivity in the UK has not risen as the days lost in strikes have fallen and
indeed has been slower than before 1980.

Chart 8: Days Lost in Industrial Stoppages (no. of days per 100 population)
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Other factors are clearly involved and it seems that the reduction in industrial disruption has not been a large enough
influence to overcome other influences leading to lower productivity growth. It can also be seen that in the USA
strikes were a much larger feature than in the UK right up to 2000. As in the UK there was no obvious link between
falling strike intensity and aggregate productivity. Nor was the much higher US strike rate prior to 1979 reflected in
a slower economic growth rate than in the UK. We should note however that the high US strike rate of the first post-
war decades is widely held to have consisted mainly of predictable disputes connected directly with wage bargaining
and less disruptive than disputes in Britain including ‘wildcat’ strikes, ‘go slows’ and secondary picketing.

39 British Labour Statistics. Historical Abstract (1971) Table 197 no. of workers directly involved in strikes. The figure falls to 720,000 if the high strikes year of 1962
is omitted.



Taxation and Income Inequality

One of the chief mantras of the liberal market philosophy is that a low tax environment helps economic growth by
providing incentives for innovation and entrepreneurship and by concentrating finance for investment*®. The
Thatcher government accordingly set out to reduce the burden of taxation even though it started out by doubling
VAT rates in 1980. The most striking change in tax after 1979 was the reduction in the top rate of income tax from
83% to 40% between 1979 and 1988*'. The basic rate also came down from 30% in 1979 to 22% from 2000 and
20% from 2008. These rates were of political importance but in practice did little to reduce the total burden of
taxation or even the proportion of household income taken in tax. This was partly because the real value of
thresholds for paying basic and higher rate income taxes were allowed to fall, and also because the less politically
salient national insurance contribution rate rose after 1979. Direct taxes on incomes have in fact been higher on
average since 1979 as a percentage of GDP compared with the three previous decades*?, although direct taxation
tended to rise under Labour administrations and to stabilise under the Conservatives.

Total tax revenues fluctuated as a percentage of GDP over the years, but the average has not differed much between
the two periods. The percentage was a little lower on average before 1980 than in the three decades after 1979 but
total revenues were close to 34% of GDP in 1950, 1979, 1997 and 2011. Neither has there been a substantial
sustained transfer from indirect to direct taxation despite the initial hike in VAT in 1980. In total there has been little
to suggest that, whatever one believes about the impact of taxes on economic growth, that taxation can have played
much role influencing growth. The exception may have been a boost to enterprise from the large reduction in the top
rate of income tax. However we argue in the next section that this boost is likely to have been relatively small.

Inequality in pre-tax household incomes has risen greatly since the late 1970s until the mid-1990s in most OECD
economies The reasons are not fully clear although they are associated by some commentators with increasing
globalisation and falling trade union membership. By 2012 the level of inequality was similarly high in most of these
countries. It is notable that pre-tax income inequality rose largely during the period of Conservative government
1979-97 and has stabilised since then®. Inequality has also risen in post-tax household incomes (chart 9) but by
rather less than for pre-tax incomes. This appears to follow general international experience in that there is more
political pressure to introduce redistribution through tax systems when pre-tax inequality is high**. Nevertheless post-
tax income inequality in the UK is higher than any other OECD country with the single exception of the USA which
the UK closely resembles (chart 9). The rise in UK inequality clearly began in the early 1980s since when a large
divergence has occurred between the UK on the one hand and Germany, France, the Netherlands and Scandinavia
on the other.

40 This view is aired repeatedly in the UK press. An example is David Smith, Economics Editor of the Sunday Times 24th April 2014 “Have we learnt nothing since
the 1970s about the impact of very high tax rates on growth and incentives? Does anybody not think that the prospect of eye-wateringly high tax rates on
success will stop people striving for success, taking the risks needed to stimulate innovation?”

Top marginal rates of income tax in the UK were 98% in 1950. They had been below 10% in 1914 but had risen to 60% during WWI and then to 98% in 1941.
They remained at over 90% until 1978 when they fell to 75%, falling again to 60% in 1984 and to 40% in 1988. No further change occurred until 2010 when
a new higher rate of 50% was introduced (trimmed to 45% in 2013). Top rates in the USA have had a similar history to the UK having been at 90% until 1965
when they fell to 70% and to 60% in 1983. After briefly falling to 28% in 1988 they have subsequently been in the range 35-40%. Top rates in France and
Germany have been more stable than in the UK or USA in the range 50-65% from 1950-2005, since when they have fallen to 40-45%.

Income taxes and national insurance contributions (including employer’s contributions) averaged 20.9% of household incomes between 1950 and 1979
compared with 25.6% between 1980 and 2012.

This conclusion is based on gini coefficients for pre-tax income from Solt F. (2013). The gini coefficients were 34.3 in 1960, 35.0 in 1978, 47.8 in 1997 and 47.1
in 2011. Itis also seen in the share in total income of the top 1% of earners in the UK which fell from 10% in 1950 to 6% in 1980. The share then rose to 12%
by the late 1990s, since when it has risen more slowly and is now at 15%. The post-1980 rise in the share of the top 1% was even faster in the USA but has
hardly occurred in France, Germany, Sweden and Japan. For further details see Picketty (2014) p316.

4 Ostrey et al (2014)
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Chart 9. Inequalities in Post-tax Household Incomes (Gini Coefficients*®)

40.0
35.0
e ) K
30.0
e e» o USA
e GERMANY
25.0 -
FRANCE
20.0 e SWEDEN
15-0 TTTTTTTTTTTTTTTTTITTrITTrT T rIT I T T I T T T T T rITTTITrIT T rIT T T
OM WO AN O®WAITITNOMWOOO N LN 0
O OO ONNINOWO®RODRHNNDDNDNDO OO A
DA AN OO OO O
Lo I e B e TR R B o TR R B e IR B O R IR I o VN o\ I o I @\
Source of Data: Solt F.(2013) Standardised World Inequality Database, http://thedata.harvard.edu

It is frequently claimed that higher inequality is associated with faster economic growth but a recent IMF study
demonstrates the opposite*®. The study which examines 153 OECD and less developed countries over the period
1960-2010 concludes that lower inequality in post-tax incomes is ‘robustly correlated with faster and more durable
growth” and that ‘redistribution appears generally benign in terms of its impact on growth except in extreme
cases’. The IMF authors caution against drawing strong policy conclusions from what is a cross-sectional study but
do conclude that ‘extreme caution about redistribution — and hence inaction — is likely to be inappropriate™’. This
fits with the observation that the Scandinavian countries, with the world’s most equal distribution of incomes,
have maintained high living standards and good growth for decades. Inequality has become a social problem and
one without offsetting economic advantage.

4 Gini coefficients are measures of inequality where 0% indicates complete equality (the same income for everyone) and 100% indicates maximum inequality (one
person captures all of the income). In approximate terms a value of 50% indicates that half the population receive only 15% of the income, whereas a value of
25% indicates that half of the population receives 30% of the income.

4 Qstrey et al (2014) p4

47 Ostrey et al (2014) p26



Enterprise

One of the most often repeated claims for liberal market policies is that they would ‘unleash’ enterprise. Since
‘enterprise’ is a rather wide term it is difficult to measure either its extent or impact. For this report we examine one
measure of enterprise. This is the number of new firm formations and closures. This has been conventionally
measured through the number of businesses registered for value-added tax*®. The data shows that the number of
newly registered firms soared in the late-1980s but fell almost as much in the recession of 1990-1 (chart 10). Since
then, formation rates have been more stable in the range 4.5-5 new firms per thousand people of working-age. Our
data prior to 1980 is estimated but suggests that formation rates were around 15% lower before 1980 than they
have subsequently been. Our econometric work suggests that fluctuationsin the formation rate reflect unemployment,
house prices (which provides finance and loan collateral for start-ups) and public sector employment (which provides
alternative employment) and changes in higher-rate taxation®. A reduction in the top rate of income tax of 10
percentage points is estimated to lead to a 3.5% increase in the number of new registrations with the impact slowly
declining over time. If higher tax affects larger start-ups more than smaller start-ups, the impact of tax rates may be
larger than suggested by the number of start-ups alone.

Chart 10 New Firm Formation and Closure
(Registrations and Deregistrations for VAT per ‘000 people of working age)
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The late 1980s peak reflects high unemployment and high house prices, low increases in public sector jobs and the large
reductions in the top income tax rates in the 1980s. Unfortunately the late 1980s peak in firm formation was soon
followed by a large rise in closures (de-registrations) in the recession of 1991-2. However de-registrations have been
much lower than new registrations since the late 1990s leading to an increase in the stock of businesses at a rate of
around 30,000 per annum. If we assume that each business was associated with two employees in addition to the self-
employed owner, this would lead to the creation of 900,000 extra jobs over the decade 1998-2008. ONS business

% The turnover threshold for registration for value-added tax is regularly updated for inflation but as an approximation usually includes firms with around one
employee. Deregistration may not automatically occur when firms’ turnover falls below the current threshold but usually does so if the firm remains below the
threshold. The data is available from 1980 but we have econometrically estimated data for earlier years.

4 Qur equation estimated on annual data over 1980-2011 is: D(VR) =F(VR (-1),E(-1),UR(-1),DL(HP),D(UR),D(E_PUB) *LN(TREND),D(TOP) where VR is the number
of new registrations for VAT, E is the number employed (000s), UR is the unemployment rate (%), HP is the mean house price deflated by the CPI; E PUB is the
number employed in the public sector (000s), TOP is the highest rate of income tax (%), All variables are statistically significant at the 1% level except the time
trend (5%) and the change in the unemployment rate D(UR) (10%).



demography data shows that almost half of all businesses are in construction, distribution or hotels and catering, and
another 40% are in professional and business services. Demand within each of these sectors has been greatly stimulated
by increased household borrowing since 1980 and the surge in new businesses is likely to have reflected this growth of
demand. Having said this, the relative ease of starting a business in the UK helps to translate demand into businesses
and jobs. For the purposes of this report though, it is not obvious that the ease of starting a business has materially
changed between our two periods. Hence our interpretation is that the better performance of business formation and
closure after 1980 has reflected the expansion of demand through increased borrowing as well as the generally higher
levels of unemployment and house prices during this period, rather than any change in attitudes to enterprise. Tax
reductions in the 1980s helped cause a temporary boom in firm formation, but the lack of further tax rate reductions
after the late 1980s means that the impact of low tax rates will have been small for much of this period.

R&D and Innovation

[t is not easy to define ‘innovation’ with sufficient precision to allow comparison of periods, but some observations
can be made. Much innovation, although no means all, is connected with spending on R&D. NESTA estimates that
R&D spending constitutes only about 11% of intangible investment in the UK, or a third as much as spending on
software and design®°. Even so, R&D spending is essential to the development of science—based sectors including
pharmaceuticals, aerospace and electronics®. In this context it is notable that R&D spending in the UK has declined
since the pre-1980 period relative to GDP, and relative to all major competitors. OECD data shows that the UK fell
from having the internationally highest level of R&D relative to GDP in 1981 to 19* place in 20122,

More strikingly the UK was the only OECD country in which recorded R&D spending actually fell as a percentage
of GDP over this period. Research shows that it is business sector R&D which has most influence on economic
growth* and the UK's record is equally poor here (chart 11). The UK level fell from above the OECD average, and

Chart 11 Business Sector R&D as a Percentage of GDP
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National Endowment for Science Technology and Arts (2009) p 12.

Kafourous (2008) estimates that in the UK a doubling of R&D spending is associated with a 7-13% increase in total factor productivity with the largest gains in
science-based sectors.

OECD MSTI database 2013. Bean and Crafts (1995) present data (p 144) showing that total R&D spend relative to GDP was around 40% higher than major
European economies in 1964.

Congressional Budget Office. R&D and Productivity Growth: A Background Paper June 2005
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close to the USA level, down to around half of the levels in the USA, Japan or Germany. Once again the UK has the
OECD’s only recorded long-term decline in business R&D as a percentage of GDP.

We do not have equivalent data for the decades prior to 1980 but can take the OECD figure for 1981 as an indicator
of R&D spending at the end of the ‘corporatist’ period. The dismal showing since 1980 is likely to be associated with
the halving in the importance of manufacturing in the UK over this period>* and with the fact that the UK experienced
the largest decline in the importance of manufacturing of any OECD country. It could be argued that conventional
R&D statistics focus on manufacturing and tend to ignore spending on innovation in service sectors including finance.
The period since 1980 has been one of dramatic financial innovation, including the introduction of hedge funds and
many varieties of financial derivative. The main claim for the latter has been that they spread risk. However, the
financial crisis of 2008 and its prolonged aftermath, have substantially weakened this argument. These innovations
did, and still do, bring income into the UK economy, but a full cost-benefit evaluation remains to be done.

In a more general sense it is obvious that the decades since 1979 have witnessed dramatic and beneficial innovation.
The most spectacular examples have been the internet, worldwide web, mobile telephones and the social media.
Even where these innovations originated in the USA or elsewhere, their adoption in the UK has been rapid and life-
changing®. It is not obvious how much the impressive list of post-1979 innovations might owe to liberal market
policies, although private companies have been responsible for inventing or developing many of them. However
Mazzacuto argues that many apparently private sector innovations originated in government-funded research or
support®. These include a US national Science Foundation grant for the original Google algorithm, and molecular
antibodies (the basis for genetic research) which were developed in the UK’'s MRC laboratory near Cambridge. She
also asserts that many of the USA's most innovative young firms were financed not by venture capital but by grants
from the USA's Small Business Innovation Research Grant Scheme. Venture capital she argues tends to back low risk
activities and that government involvement has been essential in creating many innovative breakthroughs®’.

[t is also not obvious that the record of innovation since 1979 was more dramatic than that of the three previous
decades. Bunch and Helleman’s History of Science and Technology states of the World War Il years and the
subsequent decades, ‘there has been no period of comparably swift technological change since the Industrial
Revolution™®. Our conclusion is that scientific innovation has been spectacular throughout the post WW?2 period
right up to the present day. Some of this innovation originated within the UK and probably proportionately more
in the pre-1980 period than subsequently. Certainly it seems that recorded scientific R&D has faded since 1980 and
fallen well behind many major OECD economies. Mazzacuto's work suggests that state involvement is essential to
the development of major innovative breakthroughs. The laissez-faire approach of British governments since 1979
appears to have led to a reduction in the UK's contribution to applied technological innovation. Private firms,
including venture capital companies, tend to avoid the most basic and hence most risky innovation, and hence a
reliance on the private sector does not seem to promote breakthrough innovation.

* Manufacturing generated 19.2% of total GVA in 1979 but by 2012 this has fallen to 10.8%. Manufacturing employment fell from 24.1% to 8.2% of total
employment over the same period.
> Other important innovations in this ‘information age’ include: personal computing and a vast expansion of software applications including word processing and
spreadsheets, interfaces such as computer mice, and touch-screens, laser technology, satellite and optical cable communications, GIS technology, super-
computers, ATMs, superconducting materials, nano-technology, solar-power and modern wind-power, applications in genetic engineering, MRI scanners,
improved transplant therapy using stems cells, and development of high-speed trains and electric cars.
Mazzacuto (2011).
Janeway, (2012)
Bunch and Hellemans (2004) p541. Much of innovation before 1979 was state sponsored. Innovations in the 1945-79 period include jet engine technology and
modern airliners, jumbo-jets, super-sonic aircraft, space rocketry, communications satellites and space stations, genetic engineering and the DNA code, new
herbicides and pesticides (which with tractors helped cereal yields to double between 1950 and 1980, rising at a much faster rate than after 1979), the spread
of radio and television broadcasting, hi-fi recording, micro-wave technology for telecommunications and cooking, co-axial cables, transistors, printed and
integrated circuits, memory chips and micro-processors, computer languages, keyboards and floppy disks, modern glass offices, scientific weather forecasting,
nuclear reactors, offshore drilling platforms, containerisation, plastics and other synthetic materials, CNC machine tools and the first industrial robots, laser
technology and computer-aided design. Medical advances were also huge including: heart and other organ transplants, heart pacemakers, endoscopy and
angioplasty, ultrasound scanning, amniocentesis and IVF, artificial skin and cochlear implants, advances in penicillin and other antibiotics, the contraceptive pill,
advances in immunology affecting diabetes and arthritis, and CT scanners. At the same time the 1950s and 1960s saw the mass mechanisation of domestic
household activity with washing machines, dish-washers and vacuum cleaners, refrigerators and micro-wave ovens, and fixed-line telephones as well as central
heating. These innovations assisted greatly in raising female participation in the work-force leading to a large increase in labour supply.
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Regulation

Much of the regulation of the pre-1980 ‘corporatist’ era was dirigiste by modern standards. Because the economic
policy priority of this period was the maintenance of full employment, largely under a fixed exchange-rate regime,
wage and price controls were periodically applied to control a growing problem of inflation. Incomes policies were
in force in some form in almost every year from the Conservative’s pay-pause of 1961 to the final stage of Labour’s
social contract in 1979 and price controls often accompanied the wage controls especially in the early 1970s.
Stringent capital controls had also been present since the 1930s as a means of maintaining a fixed exchange rate.
In addition, strong controls on the location of industry (Industrial Development Certificates or IDCs) had been in
place since the Distribution of Industry Act of 1948 but were strongly enforced largely in the decade from 19638
as means of combating high unemployment in declining industrial areas. A wide range of other health and safety
and labour market regulations had been in place since the Victorian Factory Acts although these were generally
less extensive than they have become in recent decades under EU regulation.

The presence of economic controls was an important factor in UK politics throughout the pre-1980 period. The
policy of full-employment backed by controls lay at the heart of corporatism. The problems that these policies
engendered drove the Heath government temporarily and the Thatcher government more permanently, to reject
this whole approach and to move to much freer markets as a means of