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BRITAIN’S ECONOMIC PERFORMANCE

Second edition

The new and substantially revised edition of Britain’s Economic Performance provides a unique assessment of the current
state of the supply side of the economy and will prove essential reading for all who take the economic problems of Britain and
Europe seriously.

The 1990s have seen strong export growth, low inflation, and declining unemployment. But nagging doubts persist. Is the
recovery sustainable? Or are we on the verge of yet another boom and bust cycle. Moreover, why has investment not
recovered as quickly as in previous cycles? As we delve deeper, we find that many of the underlying problems remain. At the
same time entirely new questions for economic policy have arisen. The new edition focuses on the enormous economic,
social and technological questions that the 1990s are posing for Britain as we move toward a new millennium.

New features of this edition include:

* examination of Britain’s role in the EU and the implications of the social chapter;
* the challenge from Asia and the Pacific and the new technologies;

* discussion of the changing policy agenda in the 1990s;

* analysis of the structure of British industry since the end of the Cold War;

* assessment of the resources available for an industrial strategy in the year 2000.

Britain’s Economic Performance examines the evidence in six sections, each fundamental for our understanding of
competitive performance: the political and macroeconomic framework; international trading performance; investment and
innovation; the labour market and the social framework; European integration; and finally, structural change and
microeconomic policy. Each section has its own overview providing an extensive review of the UK record, highlighting the
issues that arise and the controversies that have ensued. Individual chapters are devoted to the in-depth analysis of critical
issues. The questions posed by European integration as well as the macro-economy form entirely new chapters.

Utilising a team of highly experienced, policy-oriented applied economists, the new edition of Britain’s Economic
Performance will prove as indispensable a source of reference, analysis, and guidance as the first.
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PREFACE

Since going to press, the dramatic result of the 1997 May Day general election, however much it was anticipated, is rekindling
debate about the economic challenges facing modern Britain. With hindsight, the ideology that bound the policies of the last
administration, however liberating it may have been twenty years ago, has turned into a strait-jacket. But to what extent have
the policy options really been extended? Some of the intellectual baggage has carried through to the new administration—the
desire to be more fiscally and financially orthodox than its predecessor has for example placed the operation of monetary
policy in the hands of the Central Bank; moreover the first Labour Budget was generally reckoned to be prudent, with the
proportion of national income accounted for by public spending set to fall over the coming Parliament. Beyond fiscal and
monetary orthodoxy there is, however, enough to encourage those who think that supply side reform, and the creation of an
effective industrial policy, can assist in the medium term aim of reducing unemployment—not through the stimulation of the
demand for low paid work but through the active promotion of quality in the resources of the economy and the consequent
generation of international competitiveness.

Despite its attractions, there are clear risks in such a policy. Increasing the supply of well-educated, skilled, and motivated
workers in the labour market is certainly a necessary step, but may not be enough. More needs to be known about how to stimulate
the demand for such labour. This will depend heavily upon the effectiveness of the myriad of institutions and strategies which
are necessary to harness the knowledge base of the economy towards the production of goods and services which meet the
test of sophisticated international markets. While some of the necessary institutions exist, others may need to be created, and
many would benefit from creative and imaginative reform. Likewise, corporate and other strategies need to embrace the
changing opportunities and would be enhanced by the more effective coordination of investment.

The stress of both this volume and its predecessor has been on the role of the supply side in the generation of economic
well being. As such, we hope it will prove useful in helping the new government to push forward its industrial agenda. It is of
course far too early to say how precisely the new mood in the country might help to improve the economic fundamentals of
the UK economy. But the debate about to begin should assist enormously.

The Editors
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INTRODUCTION
Tony Buxton, Paul Chapman and Paul Temple

As we approach the millennium, the state of the economy is as close as ever to the heart of political and economic debate with
economic prospects the subject of much speculation. The longer-term growth of the UK economy, of around 2.5 per cent, has
generally been less than that of other major capitalist economies over the post-war period. In the long term one of the
fundamental aims of economic policy should be to raise this underlying rate of growth; understanding how this can be
achieved is the main objective of this volume. However, more short-term considerations such as an over-heating economy and
balance of payments crises have in the past diverted attention from this fundamental objective. The UK economy has long
been subject to cyclical changes but the post-war period has seen a succession of severe cycles. The amplitude of economic
cycles has increased recently, so that the apparent horrors of the 1950s and 1960s now look like mere hiccups rather than the
economic shocks which bring down governments.

So what are the United Kingdom’s economic prospects? Looking first at the short run, by the second half of the 1990s, the
recovery from the slump in the first two years of the decade was well under way. At the end of November 1996 in his speech
introducing the last budget before the general election, the Chancellor, Kenneth Clarke, felt able to claim:

The British economy is in its fifth successive year of steady, healthy economic growth, with falling unemployment and
low inflation. These are the best circumstances we have faced in a generation. This is a Rolls-Royce recovery, built to
last. This time—unlike so many previous recoveries—healthy growth has been accompanied by the best inflation
performance for nearly 50 years. And restrained growth of earnings has been good news for jobs.

Rolls-Royce motor cars are indeed built to last, but very few people own one. The Rolls-Royce analogy is therefore an
appropriate reference to the effects of economic policies since 1979—very few people have benefited, and some are
absolutely worse off—and this may well continue into the 1990s recovery. People with very high incomes have gained the
most and those with the lowest have suffered the worst. Even in areas where success has been claimed, there is doubt.
Inflation has been put at the forefront of policy, yet in the late 1980s the annual rate rose to nearly 10 per cent. Furthermore, in
the EU in 1996, only Greece, Portugal, Spain and Italy had higher rates of inflation than the United Kingdom.

In any case, the foundations of the recovery in the 1990s should be scrutinised. It is right to point to low inflation as a
signal that capacity had not yet being stretched, and low earnings growth may give the same message. But in the relatively
early stages of recovery this is quite common, because capacity is available to raise output without excess demand and Mr
Lawson made similar claims in the 1980s. The number of jobs created also rises as a recovery gets under way, and this is not
surprising. The true determinant of a successful recovery is that demand is not artificially or temporarily stimulated. It
requires several features, including success in international markets, efficiency of domestic firms to remain competitive, and
adequate capacity.

Competitiveness is a longer-term issue and is discussed shortly, but the essential feature of a short-run recovery is that it
should be investment- and/ or export-led, to avoid capacity and/or balance of payments difficulties. The 1990s recovery seems
virtuous because exports have risen rapidly, more than twice as fast as GDP. The exit from the Exchange Rate Mechanism
(ERM) and the consequential devaluation of sterling undoubtedly played a part here, but basing a recovery on a devaluation is
ultimately a futile exercise—a kind of ‘fool’s gold’. It is worth noting that the late 1970s’ recovery also saw a huge rise in
exports, by nearly the same amount relative to GDP as in the 1990s. This was despite a rising pound, based on the potential
respite from the United Kingdom’s perennial balance of payments problem which was, in the view of the foreign exchange
markets, to be delivered by North Sea oil. Spending on exports was the only category of expenditure to rise faster than GDP
in the late 1970s’ recovery, much like the present one, but that was not regarded as a sound recovery, either at the time or in
retrospect.

The more important source of a sound recovery in the short run is arguably from the capacity derived from investment in
fixed capital. In the recovery since 1992, fixed investment growth has been weak. In the late 1980s, fixed investment rose
strongly. Much of it was simply to replace that lost in the huge trough in the 1979-81 period and perhaps also because the
1980s cycle lasted so long so that in the end companies invested strongly. It is possible though that the factor which should be
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given recognition in the 1990s’ recovery is this high investment growth of the late 1980s, which has meant that capacity,
particularly with respect to exports, has not restrained output. The resultant capital cannot be effective for long, however,
partly because it is inevitably insufficient to satisfy increasing demand, and partly because it is not endowed with sufficient
advanced technology. The absence of strong investment in fixed capital in the 1990s is therefore likely to provoke the
bottlenecks of old, and either raise inflation or require remedial economic policy to restrain demand and generate another stop
in the familiar stop/go cycle. By the end of 1996, the Bank of England was once again concerned that capacity would be
insufficient to match the increase in domestic demand, and was calling for interest rate rises to combat it—a policy which
would itself reduce capital expenditure and potential capacity.

In the short run, therefore, there is no room for complacency and this was recognised by the new Chancellor, Gordon
Brown, in his first budget. In the longer term the competitiveness of the economy is what determines the speed of economic
development. Is there room for complacency here?

THE FACTORS BEHIND COMPETITIVENESS

This book is based on the belief that the sources of differences in long-term economic growth rates can be understood by
utilising and developing the concept of national competitiveness. At the level of the individual firm, success or failure is
clearly based on competitiveness—the ability to compete and as a consequence to be successful and grow. The translation of
the concept to the national level is more problematic, but it can be expressed in a number of ways, the most important of
which is that competitive economies will find that the sectors of the economy which are exposed to competition from
overseas, whether in goods or in services, will tend either to grow relatively quickly or to disappear entirely. This is a
consequence of comparative advantage and a changing international division of labour, and has several favourable
repercussions on the rest of the economy. Because the tradable sector relies heavily for its success upon technological advance
its growth provides a larger channel for beneficial spillovers. In terms of macroeconomic policy there may be more favourable
external financing and the Government should find that its fiscal problems are simpler while real interest rates may be lower,
encouraging investment which may further boost competitiveness.

In Britain, the concept of competitiveness first came to the fore as the focus of attention shifted in the early 1960s from
concern with maintaining full employment (which had largely been achieved) to one of growth performance; it became clear
that growth in Britain was lagging behind that of its neighbours in Europe. Policy discussions were directed to the rapidity
with which the balance of payments deteriorated whenever faster rates of demand growth were experienced. Although this was
correctly diagnosed as a competitiveness problem, it was seen in very conventional terms, as largely a matter of costs and
prices, soluble, with a given exchange rate, by a period of more rapid productivity growth (as for example envisaged in the
National Plan of 1965), slower wage growth or, as events turned out, by the ‘one-off’ devaluation of sterling in 1967.
Although many apparently believed that devaluation represented a quick macroeconomic fix to Britain’s problems, it was also
widely supposed that labour market institutions were responsible for creating the need for devaluation in the first place. It was
no surprise therefore that many of the proposals for the reform of those institutions also date from the late 1960s. However,
political considerations ensured that such proposals were never seriously acted upon until the inflationary implications of the
second oil shock encouraged governments everywhere, but especially in Britain, to put the control of the price level at the
very top of the economic agenda.

By the early 1970s some economists were convinced that a freely floating exchange rate might relieve the economy of the
awkward balance of payments problem, but this depended upon an ability to control wages and prices. But by the middle of
the decade, and with the rapid acceleration of inflation in a devastating wage-price-devaluation spiral, it was increasingly
asserted that the principal problem of competitiveness faced by the economy was not one which could be assisted by sterling
devaluation alone; rather it was primarily one of ‘non-price competitiveness’—that British producers could not get delivery
right, or their marketing, or the specification that consumers desired. Moreover, rising exchange rates in Germany and Japan
did not seem unduly to harm their competitive positions in world markets. Meanwhile devaluation and depreciation of the
pound could actually be making matters worse by encouraging producers to concentrate on price-sensitive sectors of the
market, rather than on more sophisticated sectors where longer-term growth might be quicker, and making them reliant on
further devaluations. In many respects the devaluation was a consequence of economic weakness rather than a cure for basic
problems; there must be a concern in this respect about the basis for growth since 1992. Of course this does not mean that the
currency cannot be overvalued, as it so plainly was in the 1960s and in the early 1990s, but growth following devaluation is
no economic miracle.

The whole experience of two decades suggested, however, a deeper question, related not so much to the individual
producers themselves, but to the structural aspects of the economy in which decisions are made. After all, apart from
simplistic explanations founded upon generalised management failure, how could it be true that British management was
consistently under-performing? Again we may turn to the role that idiosyncratic national institutions play in conditioning
corporate strategies, i.e. to a notion of structural competitiveness, referring to the fact that national institutions (especially in
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training, education, labour markets, capital markets, and the physical infrastructure) have consistent effects on individual firm
performance. The United Kingdom, for example, has very distinctive patterns in the organisation and financing of industry, in
the provision of education and training, in the support by government of R&D, and in the way in which many institutions combine
to affect the operation of the labour market. Structural competitiveness is fundamental in explaining why the national
economy continues, despite the importance of the processes of globalisation and economic integration, as an essential unit of
analysis. Differences between nations in their relative economic performance display remarkable persistence over time, and it
is highly improbable that the search for the causes of this can ignore differences in national institutions.

Of course some of this was recognised by the incoming Conservative government in 1979, which subsequently maintained
a very consistent view about the nature of the institutional reform required to resolve many of Britain’s economic problems.
Institutional reform in Britain was directed primarily at the labour market, whose idiosyncratic institutions, including both the
trade unions and methods of pay bargaining, were held to be deeply inimical to industrial success. The guiding ideology was
of course that markets should wherever possible be left to their own devices. If there was any ‘model’ for reform, it was to be
based upon practices observed in the US, which, rightly or wrongly, is held to be the prime example of the laissez-faire
approach to capitalism. After two decades of labour market reform, the ‘flexibility’ of the UK labour market is now frequently
espoused as a source of national competitive advantage, especially within the EU, where reform has not been taken as far, and
indeed in many instances is perceived to be moving in the other direction. Clearly this difference constitutes a major source of
friction for Britain’s membership in the EU. The results of the labour market reform programme can also now begin to be
judged. Certainly unemployment rates have declined in the 1990s, and now compare favourably with some nations in Europe.
But the costs have been considerable, particularly in relation to the growing inequalities between households and the
increased polarisation between ‘job-rich’ and ‘job-poor’ households.

A common theme underpinning many of the contributions to this volume is that the emphasis on the reform of the labour
market has become less relevant to improving competitiveness, but there are a host of factors to which policy must attend in
addressing a moving target. Arguably what matters most for the advanced economies is their ability to generate investments
based upon the generation and utilisation of knowledge as a resource, and hence to shift the pattern of specialisation into
earlier stages. of the product cycle. In such a world, government action needs to be founded not just on a philosophy of
intervention in markets as a last resort, but upon a philosophy of public good provision—in areas such as education and
training, cooperative R&D, and the coordination of investment, i.e. areas where public investment is complementary to
private investment and most likely to generate additionality. The importance of these areas is at least partially recognised in
the three ‘competitiveness’ White Papers, but the principal question—how government can best assist the private sector in
increasing the resources devoted to the accumulation of technological capability—has not been systematically addressed. At
the very least, this would require a systematic and frank audit of Britain’s current institutional structure, but such an audit has
yet to be carried out. We hope that the current volume goes some way to redress this situation.

The explanation of differences in economic growth rates underpinning our approach can be contrasted with some
alternatives. The textbook, neoclassical approach emphasises two fundamental forces in the growth process —population
growth and technological change—which are themselves unexplained. The investments required to adapt to these
opportunities are signalled by prices and coordinated by markets. Differences in national performance reflect the flexibility of
producers to the signals thrown up, as well as to the inherent potential of economies—their ‘endowments’ in terms of the
supplies of various factors of production. While the approach recognises that market failures may occur, this does not by itself
make a case for intervention, since the idea of ‘government failure’ is pervasive in some influential circles—the view that
even if markets are not working as well as they might in theory, there is no necessary reason why intervention should improve
matters—politicians, regulators and others charged with the public interest are more likely to act either incompetently or
simply in their own self-interest.

In the British case, thinking about policy has also been influenced by the Austrian School, who adopt a more dynamic view
of economic growth, emphasising the role of the entrepreneur in spotting and acting upon favourable profit opportunities. In
the 1980s much was heard about the creation of an ‘enterprise culture’. The encouragement of enterprise extended well
beyond traditional areas of business, into new territory, especially the public sector e.g. in health provision through the
creation of health service trusts and associated ‘quasi-markets’.

A rather different school of economists (based mainly in the US) emphasises the institutional framework of the economy
and its relationship to the competitive process. Institutions are no mere reflection of market forces, but are shaped in specific
periods and may function rather better in some contexts than in others. Compared to the pace of developments in technology,
institutional change can be very slow, and mismatch or institutional failure a real possibility. In the United Kingdom, for
example, the centralisation of political authority and the adversarial nature of political debate may be exactly opposed to the
smooth functioning of more liberalised markets. In Germany the more decentralised power structure, combined with a similar
market-oriented culture, may have operated more effectively in promoting competitiveness.
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The framework we have adopted in this study is consistent with the approach taken in the previous edition of Britain’s
Economic Performance and owes something to all of these approaches; it has also been informed by other, more specific
developments in economic thinking, some of which are worth spelling out.

Some otherwise orthodox economists have taken a major leap forward by placing much greater emphasis upon the role of
investment processes, not simply in tangible forms of plant, equipment, building and so on, but also in intangible forms—
education, training, research and development, marketing, etc. The key point in their reasoning is that investment processes
are also essentially learning processes on the part of individuals and organisations. Significantly, the owners of private firms
cannot capture all the benefits from investment in the form of higher profits, and hence the social returns from investment will
exceed private returns. Clearly, this provides considerable scope for policy intervention, but its effectiveness will depend upon
the agents or institutions mobilised for that purpose.

At the same time, views of the nature of technology have been changing— moving away from the idea that technology can
best be thought of in terms of ‘codified’ information (e.g. sets of blueprints) which can readily be transferred from one
location to another, to a view of technology which is substantially more ‘tacit’ in nature, consisting of the skills of both
individuals and teams and the specific competencies of firms. These factors in turn depend upon the prior investment record
of the firm—in R&D, training and so on. In short, technology is much more costly to transfer than is commonly supposed,
and depends upon the past history of firms and institutions. It follows that recessions may do much more damage to an
economy’s technology base than is apparent from the current loss of output. Certain types of company acquisition may have a
similar effect. The importance of continuity within firms is well illustrated in the case of Japan, where management seems to
realise more acutely that valuable assets are disappearing when a worker is made redundant. The problem is partly that the
value of such assets is very difficult to assess from the outside, and the governance structures of economies such as the United
Kingdom and the US may be inimical to these kinds of investment.

In short, the view of economic performance that we are putting forward can be thought of as a synthesis of a number of
perspectives. The question of competitiveness cannot be reduced to either the effectiveness of markets or the behaviour of
firms; institutions and infrastructure, both conceived in the broadest terms, really matter. Moreover, the appropriateness of
institutions changes over time. The Government has a vital role to play in ensuring that these changes are consistent with the
evolving pattern of international specialisation. Without that, there is no room for complacency in the longer term any more
than in the short run.

PLAN OF THE BOOK: SUPPLY-SIDE THEMES

The contributors to this book may not themselves subscribe to all (if any) of the views above; nevertheless we have placed their
efforts within a loose framework suggested by the idea of structural competitiveness. Unravelling the elements of structural
competitiveness is the task of interpretation we have set ourselves. The book is grouped into six parts, corresponding to major
supply-side themes. Each part has its own ‘overview’, intended to draw the reader’s attention to the main issues and present a
judicious mix of fact and relevant theory.

Part I sets out both the political and the macroeconomic scene. In the past, Britain’s peculiar political framework has
contributed to macro-economic policy errors and a comparative neglect of industry.

Part II looks specifically at the United Kingdom’s trading performance. The overview charts the general parameters of
Britain’s overall performance in relation to other major economies, its growth record and its susceptibility to recession. It is
argued that the balance of payments is fundamental to understanding the United Kingdom’s relative growth performance. The
remaining chapters analyse UK trade performance, employing the fundamental distinction between price and non-price
competitiveness.

Part III examines investment and innovation, which are the foundations for competitiveness. The overview tracks the
comparative record of the United Kingdom over the past decade or more for a number of indicators. Subsequent chapters
discuss the roles of fixed investment and human capital, as well as the implications of corporate governance structures,
including topical issues of short-termism and the impact of the takeover mechanism.

The labour market forms the basis for investigation in Part IV. The overview challenges the relevance of the simple model
of how labour markets work. It examines many of the costs attached to labour market reform, including the impact on the
distribution of both income and jobs across households. Remaining chapters question the value of flexibility in the jobs market
and of new measures directed at vocational education and training.

Part V forms an entirely new section for the second edition; it evaluates Britain’s place in Europe and the challenges that
increasing integration pose for industry. The overview tracks the key political and economic developments surrounding the
current phase of integration, while the other chapter analyses the prospects for the United Kingdom in a monetary union.

Part VI looks at issues relating to the rapidly changing economic world in which Britain exists. The overview examines the
changing relationship between economic policy and the evolving international division of labour. Other chapters discuss
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deindustrialisation, technology policy, and the phenomenon and policy implications of industrial clustering in high technology
industries.



Part I

THE POLITICAL AND MACROECONOMIC FRAMEWORK
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THE POLITICAL FRAMEWORK

The political roller coaster

Sir Geoffrey Chandler

For some forty-five years from the end of the Second World War party politics imposed their own particular burden on a
British industry already suffering from the self-inflicted wounds of low skills, poor training and inadequate investment. The
political process was wholly inimical to industrial success. The Labour Party’s exaggerated belief in the efficacy of the state vied
with the Conservative Party’s exaggerated belief in the efficacy of the market to bring damaging fluctuations of policy towards
industry. In its crudest and most visible form the impact was manifested in the obsession with ownership rather than
efficiency. It was visible not only in the fluctuations between rival administrations, but also within administrations, as the
ideological rigidities with which each government entered office were tempered by industrial imperatives.

By the early 1990s these trends appeared to have run their course, or at least been modified by the recurrent failure of
initiatives regardless of their political provenance. Repeated disappointment of expectations about the behaviour of the
economy had forced a deeper scrutiny of the complex of causes underlying Britain’s long relative economic decline and
descent to the bottom of the major industrial league. While the search for scapegoats, whether in management, the City, the
trade union movement or government, was never likely to disappear entirely as a national sport, there were signs of an
emergence of some consensus about the role that government should play in industrial success, beyond the simple provision of
a framework. If it was accepted that industrialists must ultimately solve the problems of industry, it was now also understood
that politics and the political process played a role in industrial success.

This is not only because in a mixed economy (whatever the changes to the boundaries of ownership) government will
remain a huge investor, supplier to and purchaser from industry, significantly influencing the private as well as the public
sector; nor simply because as legislator and tax-gatherer, government has immense impact on industrial competitiveness. It is
also because the adversarial nature of British politics, exaggerated by an inequitable electoral process, had damagingly
infected the two chief institutions of industry and the whole of national debate. This not only prevented what should be an
attainable consensus within industry itself, but, until the changes of the 1990s, for a decade or more stifled debate altogether.
There is the further reason that government, as the elected leadership of the country, has an inalienable responsibility for
providing an honest perspective of the situation and pointing the direction ahead.

Britain’s growth rate in the post-war period, fast by our own standards, helped to disguise the decline relative to our
competitors. The creation of the National Economic Development Council' in 1962 by a Conservative government reflected
some recognition of the problem and of the need for joint solutions; but while its roots were embedded deeply enough in
principle to enable it to survive through subsequent changes of government for the next thirty years, its influence in practice
remained less than its potential.

From 1962, the trend of relative failure continued inexorably, regardless of the complexion of government. In terms of
conventionally measured gross domestic product per head—a crude approximation for standard of living—Germany and
France had surpassed us in the 1960s, Japan in the 1980s and Italy by 1990. No government gave uniform support to the
competitiveness of industry in all its policies, even where it declared the intention of doing so. Each chose initially to pursue
those aspects of policy which were ideologically attractive to it and which, even if relevant to the problem, could only make a
partial impact if other policies had a contrary effect. We witnessed not only sharp reversals of policy as governments
changed, but also reversals of policy within the lifetime of governments.

Most economic policies affect industry, but government attitudes to industry are chiefly manifested in those policies whose
primary aim is to influence industrial structure and performance, and it is these which can be collectively described as
‘industrial policy’. In May 1979, with the change from Labour to Conservative, there were few points at which the contrast
between governments was more sharply focused than here. For some three-and-a-half years the Labour Government’s
Approach to Industrial Strategy had provided a framework for its industrial policy, using the NEDC mechanism— in
particular the tripartite sectoral committees and the NED Office—as an integral part of that approach. This was a supply-side
policy in which priority was explicitly given to industrial development ‘over consumption or even our social objectives’,?
although in practice many government actions and attitudes remained inconsistent with this priority.
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The ‘industrial strategy’ (the modesty of the White Paper’s title was soon omitted in the over-politicising of the exercise) made
considerable sense so long as its limitations were recognised. Tangible results undoubtedly appeared inadequate in relation to
the effort put in, but the achievement of joint understanding at sectoral level of the nature of the problems—their complexity
and the need for joint solutions—meant that there were few managers, trade unionists or civil servants involved who did not
learn from the exercise, even if that knowledge went little further. And the growing understanding at national level that our
fundamental problem was one of competitiveness, insoluble through demand management alone, was assisted by the
analytical work of both the committees and the NED Office.

The NED Council itself became chiefly the coordinator of the committees, giving them weight and authority, while broader
policy discussion was emasculated, a process accentuated by the close bilateral relationship between the TUC and the Labour
Government. Certain subjects, for example pay, were by common consent—including that of the CBI— explicitly taboo.

The Conservative victory of May 1979 brought radical change. Over the next sixteen years there were to be eleven Secretaries
of State for Industry,® a rapid succession which if it happened in industry itself would be accounted indifference or
incompetence. They differed in temperament, philosophy, approach and understanding, although all shared the new
Government’s objective of ‘rolling back the frontiers of the State and improving the functioning of the market economy’.*
The first, Sir Keith Joseph, doubted whether there should be a Department of Industry at all. The second, Patrick Jenkins,
undertook to be ‘the voice of industry in Cabinet’, a concept anathema to his predecessor, extolling what government was
doing for industry, rather than minimising it as undesirable. Paul Channon, number six, in 1987 presented a view of
government policy as being ‘designed to establish a framework for enterprise within which industry and commerce can thrive
and therefore maximize the production of wealth in this country’.> He believed that ‘the surest—indeed the only—route to
this is through a properly functioning free market’. No phrase has proved more debilitating to constructive thought than the
‘free market’. The market as we know it in practice is constrained by health and safety, environmental and employment
regulations reflecting the views of society at a particular point in history, posing no pragmatic or ideological obstacles to
further limits to its freedom. But the phrase was used, and is still used today, to caricature—with Manichean distinction—any
suggested alternative as an East European style of command economy.

Lord Young, Channon’s successor and with just over two years in the post one of the longer-serving incumbents, brought
all the aids—and costs —of modern image-making into play to implement his ‘Enterprise Initiative’. This initiative, with its
implicit recognition that the market needed prodding and did not work successfully on its own, had more in common with
Labour’s ‘industrial strategy’ than with prevailing doctrines. Nicholas Ridley, following Lord Young and closer to Joseph in
approach, reportedly believed that the DTI should be left to wither on the vine. Others lacked either the time, capability or
inclination to make a mark beyond dogged adherence to the policies of increasing competition, ‘levelling playing fields’, and
supporting small businesses. It was not until the appointment of Michael Heseltine in April 1992 that a role for government in
industrial success was given explicit recognition and made the basis of policy.

Underlying the new policies of the Thatcher Government appeared to be a widespread ignorance of the nature and extent of
the problems of industry. Manufacturing was no Frog-Prince to be awakened by the kiss of monetary policy or fiercer
competition, but a Rip Van Winkle, which, with notable exceptions of excellence to be found in individual companies in
almost every sector, had slept for a century while its competitors moved ahead in the development of human resources and
application of technology.

A new paradigm emerged: of a country whose wealth would henceforth be dependent on services, on profits remitted from
overseas investment, and on North Sea oil. Manufacturing was seen as a balancing item, which, if temporarily eclipsed by the
impact of oil and an oil-based value of the pound sterling, would automatically revive as oil declined. That the reverse was
true —that manufactures would need to continue to be the most significant element in our international trade, that traded
services, while growing fast and enjoying a positive balance of payments, were losing market share as had manufacturing
earlier, that the nature and time-scale of manufacturing did not allow it to be switched on and off- was then an unfamiliar
thought.

The British problem was that individual examples of excellence remained individual and did not spread to other parts of
their sectors. This was not lack of knowledge: each NEDC sectoral committee could point clearly to the elements required for
higher productivity for each part of industry they dealt with. The resistance to change of the industrial environment as a whole
stemmed from other factors: from the failure of the conventional stimuli to better management—shareholders, non-executive
directors, an involved workforce, the trade unions—and from the deep-seated handicap of an unsuitable education, inadequate
training and anti-industrial attitudes. It was astonishing that in a political atmosphere where sporting metaphors abounded—
the creation of level playing fields (that is, the equalising of competitive conditions) and getting our competitors to play
cricket—little thought was given to the quality and training of the players themselves, which most of the electorate would
know were fundamental whatever the state of the pitch. It naively postulated a latent industrial competence which, once the
fetters were removed, would take its rightful place in the world.

In addition, as the trade unions were put on the defensive and their influence modified by legislation long overdue and
welcomed both by the country and majority of trade unionists, a new and corrupting concept entered the scene. This was ‘the
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right to manage’. ‘I have given you back the right to manage’, said the Prime Minister, Margaret Thatcher, at a CBI annual
dinner. It was a ‘right’ frequently invoked by the Coal Board in the 19845 dispute, by ministers,® and even used, so
pervasive did the concept become, by the former official conciliator, Sir Pat Lowry of the Advisory Conciliation and
Arbitration Service.” It was a concept which ignored the experience and example of successful managers; it implied wholesale
ignorance of the work of behavioural scientists and pioneering employers who over the years had demonstrated that effective
management is by consent rather than authority, requiring all the human and intellectual skills a manager can summon; it ran
counter to the recognition, to which at least lip-service was paid by successive presidents of the CBI, of the need for the better
involvement of the workforce. It assisted a management style characterised as ‘macho’ which might be briefly successful in
financial terms, but would lay no foundations for a long-term future.

The NEDC sat only on the periphery of the power centres of Westminster and Whitehall. But because it was the only
regular forum for national economic debate, other than Parliament; because the sectoral committees and the Office were the
only entities voicing an unpoliticised view of the needs and problems of industry; and because Sir Geoffrey Howe, the new
Chancellor in 1979, with a considerable degree of courage and optimism, initiated a series of macroeconomic discussions in
which all aspects of government policy were for the first time for many years put on the table, NEDC reflected with
remarkable clarity the conflicts and contradictions of the time. Furthermore, for much of the 1980s, the Council was the only
forum for government and trade union dialogue and indeed CBI and TUC dialogue.

Given this climate, if any discussion of industrial policy was to be continued at national level in the NEDC, it had to be
done in a fashion which did not offend too obviously against prevailing beliefs. In a paper for the October 1981 NEDC,?
widely accepted by the CBI, TUC and also government, the Office approached the issue by examining the industrial policies
pursued by our continental competitors. It noted that the wide spectrum of policy measures operated on the Continent since
the war had almost all been pursued by the United Kingdom at some time over the same period. But UK performance had
been signally worse than that of our competitors. While recognising that the factors determining industrial success were
complex and varied, precluding the selection of any single policy, institutional framework, or type of expenditure, certain
characteristics appeared to be common and to have played a contributory role in success.

These characteristics were continuity and stability of policy; concentration of effort with mutually reinforcing packages of
measures; a realistic view of long-term priorities, considering systematically how the structure of industry might look in the
longer term; an element of choice or selectivity; massive investment in human resources; and, finally, consensus (whether
explicit or implicit) and commitment, both at national and company level.

None of these characteristics was dependent on a particular political or economic philosophy; they were common to
countries which adhered strongly to market principles, such as West Germany, as well as to those with more dirigiste
philosophies, such as France. None appeared beyond our own capabilities.

A second paper in April 1982° examined the record of the United Kingdom over the preceding twenty years in terms of the
characteristics identified in the first paper. The central phenomenon emerging from this was an underlying continuity and
stability in the elements of UK industrial policy, obscured by significant discontinuities at a general level. While capital
incentives, regional and competition policy, support for research and development, trade policy, public purchasing, and
standard-setting were free from major fluctuations over a long period, this apparent continuity was overlain— and therefore
destroyed in practice—by significant political change. This included the experiment with national planning in the mid-1960s;
the move towards disengagement in 1970; its reversal in 1972; attempts to introduce a more central role for government in
industrial performance in the mid1970s; its abandonment and replacement by the ‘industrial strategy’; and a renewed focus on
disengagement from 1979. A further phenomenon was that these major changes were generally short-lived and were
succeeded by convergence back to an identifiably more continuous progression of policy development.

THE STIFLING OF DEBATE

The inexorable conclusion was that ideology, however relevant to the distribution of income and wealth, was inimical to its
creation. But the damage had been not only in the uncertainties added to those already inherent in industry, but also in the
distortion or discrediting of ideas which would have been valuable in themselves had they been presented with a greater sense
of the realities and needs of industry. There is logic in a disengagement which puts decisions nearer to the market-place and
further from politicians and civil servants: but disengagement needs to be qualified in a world where the market is comprised
of governments which play a significant role in industry: it must be matched to our competitors’ actions.

The 1977 Bullock Report!? damaged sensible national discussion about participation and involvement within companies—a
human and industrial necessity—by a political rather than pragmatic point of departure. A narrowly doctrinaire conclusion
was allowed to set back progress on an aspect of human relations in industry in which we continue to lag woefully behind our
competitors, and possibly in some cases was used as an excuse to do so. Sir Terence Beckett, Director-General of the CBI
from 1980, repeatedly said that Bullock had ‘poisoned the well’. But he never proposed digging another. And while the need
for employee involvement was frequently urged at CBI conferences, it was never effectively followed up.
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Disengagement made sense for Mrs Thatcher, pushing back responsibilities to where they should lie and seeking to make
the market operate more effectively as a stimulus to industrial performance. But most thinking industrialists would argue that
government policies remained inadequate for the real challenges they faced in a world where many other governments played
a more perceptive and constructive role in relation to industry’s complex problems. Moreover, the coining of the ironic phrase
‘picking winners’ —in other words politicians and civil servants attempting to second-guess the market and failing—
contributed nothing to the argument when used to caricature all government intervention.

The NEDC potentially provided a forum for debate of these issues; but even with a chairman such as Sir Geoffrey Howe, who
from his appointment as Chancellor in 1979 saw a use for the Council, many significant issues were proscribed, sometimes by
one, sometimes by all three parties. The problem of pay settlements unrelated to productivity and greater than country or
company might be able to afford has emerged in every economic downturn and was particularly acute in 1979. Incomes
policies were deemed to have failed, although it was more accurate to say that their aftermath was considered worse than the
success they temporarily enjoyed in restraining increases. But as a low-wage, though high labour-cost, economy it has never
proved enough to attempt simply to preach wages down. There were a number of ways in which the subject could have been
approached: the potential trade-offs within companies between training and investment on the one hand and pay restraint on
the other; the better involvement of company employees enabling them to understand their mutuality of interest; or some form
of incomes determination—a phrase devised to meet the TUC’s legitimate objection that ‘pay’ did not relate to all types of
income.

We had the spectacle of trade unionists advocating settlements they must have known to be destructive to competitiveness
and therefore ultimately jobs; of managements doing nothing to inform or involve their workforce. None the less, all proved
undiscussable subjects, even if pay itself became an element in some macroeconomic discussions and the parties eventually
agreed to the creation of a small tripartite working group on involvement (the Steering Group on Joint Arrangements at Company
Level) under the chairmanship of the Director General. The Government meanwhile resorted to exhortation on pay restraint
for the private and cash limits for the public sector.

The ill-conceived and discredited national economic planning of the 1960s had left planning too as a non-discussable
subject ever since—the British tradition of throwing out the baby with the bathwater. Any Council discussion which appeared
to touch in any way on a government role in planning or strategy provoked caricature and trivialisation from the Government
team. But it was precisely because we did not know the answer to these problems, or because past attempts at solving them
had failed, that rational discussion of the limits and possibilities was necessary.

THE POLITICISING OF INSTITUTIONS

The policy-swings from government to government were increased rather than diminished by industry’s chief institutions, the
CBI and TUC. Each lent weight to party political views, rather than slowing the pendulum by using its unrivalled experience
of industry as a counterweight to dogma. Under Labour governments the trade union movement sought legislation to
strengthen its own position, regardless of the impact on industrial success and regardless of management response. Under
Conservative governments the CBI acted similarly. Politics predominated over industrial interest.

The CBI had forged close links with the Conservative Party during its years in opposition. At its first annual conference
under the new regime, in November 1979, the closing address of the Director-General, Sir John Methven, contained the
striking image that Britain was ‘drinking at the Last Chance saloon’.!" Methven was by temperament a diplomat and
politician, who had done much to put the CBI on the map by the initiation of its annual conference. While in no way matching
the TUC annual conference as a serious policy-making occasion, it provided a media-opportunity compelling the presence of
jounalists and obtaining wide coverage. Its debates were stilted and any resolutions unpalatable to the leadership quietly
ignored. But at least it acted as a sounding-board for some of the views of this vastly heterogeneous organisation.

The metaphor of ‘the Last Chance saloon’ could well have implied the belief that business and industry could only flourish
under a Conservative government. But Methven also called on business leaders to go out on the shop floor and in the schools
and in the pubs to present the true economic position. The nation had to find a way to talk, to argue and work together like
reasonable and responsible people in search for common ground. The unions have tried it their way. Now let’s try it our way.’
Methven’s premature death the following year left unknown the manner in which he might thereafter have led the CBI. But an
extraordinary private discussion, published posthumously (the journalist concerned asserting that death should put on the
record what in life had been off)!'? suggested an antipathy to the trade union leadership which would have done little for a
reasonable search for common ground.

His successor, Sir Terence Beckett, previously chairman and managing director of Ford, was a very different character—a
straightforward industrial manager plunged into an unfamiliar political world. His first annual conference in November 1980
was to prove a watershed both for him and for the CBI. Spurred by the protests of some of his members to call for an easing
of the current recession, Beckett spoke out. ‘You had better face the brutal fact that the Conservative Party is in some ways a
rather narrow alliance. How many of them in Parliament or the Cabinet have actually run a business? This matters. They do
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not all understand you. They think they do, but they do not’ Those in industry, he said, had ‘to take the gloves off for a
bareknuckle fight’, because effective and prosperous industry was vital.'3

Beckett was right on most counts, but fighting the battle at the wrong time. He directed his criticism not only at the
Government’s monetary policies, but also at industry’s own inadequacies, including the failure to involve and motivate
employees. But only the first was heard. Keith Wickenden of European Ferries and Jeffrey Sterling, chairman of Town and
City Properties, immediately resigned; and from a meeting with the Prime Minister the following day, unpropitiously planned
before his speech, Beckett emerged expressing enthusiasm for Mrs Thatcher and calling it ‘a very encouraging meeting’.'*
From then on the CBI was effectively muzzled, not by government, but by itself. Its diverse membership, the contribution of
some member companies to Conservative Party funds, the seduction and flattery of senior industrialists by private meetings with
ministers, and, for some, the hope of honours, all helped to neuter the CBI as an independent industrial voice.

Criticism of the Government was only permitted in the context of the Government’s own monetary policies. The
fundamental relationship between government and industry was not a discussable subject, although at the 1986 annual
conference members present voted overwhelmingly for a ‘coherent industrial strategy’ for which James McFarlane, Director-
General of the Engineering Employers’ Federation, had skilfully argued, calling not for a return to the past, but for an
intelligent synergy between government and industry which matched that of our competitors. The vote, carried in the teeth of
opposition from the leadership, was thereafter ignored. If the sobriquet ‘the Tory Party at work’ was unfair to the CBI as a
permanent appellation, nevertheless there were occasions, not least during the election campaigns of 1987 and 1992, when
public support for that party was voiced by leading CBI members, which fully merited the description.

The trade unions, ‘their’ party defeated, could expect to exercise little or no influence. The TUC congress after the election
called for the reversal of government measures, import controls and the abolition of cuts, with no discussion of how such
measures might be resourced—themes which would be repeated annually. Abuse of a ‘reactionary’ government characterised
most contributions, and the President, Tom Jackson, emphasised the need to plan relationships with a future Labour
government.

Alienated by legislation they regarded as anti-union, and also, with greater justification, by the social insult some ministers
heaped upon them, union leaders none the less for most of the period successfully fought off calls to leave the NEDC and
continued to play their part both in Council and on the sectoral committees in some of which they made a real contribution.
But the unions’ inadequate research and analytical capability—disproportionately small in relation to their role and membership
—made them the weakest members of NEDC.

Moreover, with the Labour Party in opposition, the tendency to regard the TUC as a surrogate for it made its
representatives in NEDC acutely conscious of their constituency outside. It is conventional wisdom that the trade unions
constitute an albatross round the Labour Party’s neck: it is too little recognised that the reverse is also true, and that the
relationship hampers the contribution to industrial effectiveness that the unions might otherwise make in the interests of their
members.

It might rationally be expected that the TUC and CBI could find some agreement at least on fundamentals. But the absence
of any formal contact for many years, other than through the NEDC, meant that mutual ignorance was reinforced by mutual
suspicion and hostility at both institutional and, in some cases, personal level.

THE SELECTIVITY OF DATA

If reasonable discussion was inhibited by unwillingness to tackle certain subjects, it was also hampered both by inadequacy
and selectivity of data. Until the White Paper of 1994 there had been little indication that any government in the post-war
period—or for that matter the City or industry — had fully understood the extent and nature of Britain’s lack of industrial
competitiveness or, which is crucially important for devising prescriptions, the length of our relative decline, now measurable
over a hundred years or more. Little in their actions demonstrated a long-term commitment to tackle so deep-seated a problem.
Low inflation, competitive interest and exchange rates are necessary, but insufficient, conditions of success—‘hygiene
factors’ which, if wrong, will prevent growth, but if right will not transform performance or touch the fundamental causes of
relative decline.

Statistics comparing British performance with that of our main industrial rivals were neither readily available nor popular.
Comparisons unfavourable to the United Kingdom were condemned as ‘gloom and doom’ or as ‘knocking Britain’, rather
than as a challenge and spur to action. The charge of ‘moaning minnies’ and of ‘whingeing’, while hardly contributing to
intellectual debate, managed to suppress protest on the part of otherwise robust industrialists. Forecasts of domestic
performance were more plentiful—and more prominent in the media—than analysis and fact. Government statistics charted
domestic performance which might show improvement against an inadequate past, but told nothing of our standing in the
market in which we operated.
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The independence of the NED Office, together with its economic and statistical capability, gave it its one weapon in a
world where power lay elsewhere. Both at micro- and macro-level its comparative analyses could illuminate problems and
even stimulate action.

At the macro-level the Office in July 1980 produced its first edition of British Industrial Performance,' a booklet intended
to illustrate the underlying historical trends of British industry compared to our competitors over the preceding twenty years
and the interdependence between broad economic policies and specific industrial performance. The data were purely
historical, but the parties to Council, in particular the Government and TUC, argued over what should be included, the first
anxious to illustrate any signs of upturn since they took office and to reveal the imperfections of the labour market, the second
to minimise these imperfections and show the pain that industry was suffering. The booklet was indeed intended not as an
academic economic record, but as a challenging backdrop to NEDC discussions illustrating the seriousness of the task we
faced. More ambitiously, it was hoped that it could have a widely educational impact in a country ignorant of where it stood.

The draft of a second, more detailed, edition was put to the Council in March 1983, having been agreed with the Office by
the staffs of the three parties. The historical comparisons, even though it was possible to illustrate some stabilising of the UK
share of international trade, remained sombre. Electioneering was already in the air and the Council was at its most sensitive.
The President of the CBI, Sir Campbell Fraser, chairman of the failing Dunlop company, damned the document as being so
gloomy that people would want ‘to get the first boat out of the country’, and moved for its rejection. Beckett did not believe
publication would be productive, because there was not a single item of cheer in it. The Government, surprised, acceded. So
too reluctantly did the TUC, agreeing to a postponement of two months. This was later to become the basis of a bizarre
election canard when the minutes of the meeting were leaked to the press and the paper described as ‘a secret report
highlighting the grim prospects for jobs and industry in Britain...deliberately held back’.!® After the Conservative victory of 9
June this innocent historical document, whose statistics deliberately covered a period of time to show the continuity of
relative decline under both Labour and Conservative governments, was duly published without demur and without a figure
changed.

A third issue of British Industrial Performance was published in 1985; a fourth, and last, in 1987. For the next few years,
until the Competitiveness White Paper of 1994, the United Kingdom’s position in the world was obscured by the
predominance of purely domestic data. Indeed, from the more than a thousand pages, numerous graphs and tables of Nigel
Lawson’s memoirs'” it is impossible to tell how the United Kingdom fared competitively over the period of which he writes
in terms of most major economic or industrial yardsticks.

THE DEEPER CAUSES

The mid-1980s presented the paradox of a flourishing City and cash-rich country accompanied by growing awareness of the
basic flaws in our industrial capability. A series of seminal reports quantified the United Kingdom’s deficiencies in vocational
education and training, shop-floor skills and management qualifications and training.!® A number of initiatives were started in
response to their recommendations, but all were based on the Government’s principle of voluntaryism, rather than seeking
pragmatically the most effective way in which we might match our competitors. The Management Charter Initiative would
embrace those companies which traditionally gave thought to the development of managers; it would not transform a climate
where amateurism was still too common. The Training and Enterprise Councils (TECS) were saddled not only with the
responsibility of encouraging training—the most fundamental need—but of tackling unemployment and promoting enterprise.
Underfunded and with diverse objectives, they would not touch the anti-training ethos prevalent in industry. There was not
even any attempt by government to use market forces to encourage the spread of good practice by requiring the publication of
train-ing plans in annual reports. Concentration on financial measurements built in short-termism both for companies and
investors.

There was in addition a growing realisation that attitudes towards industry played a role in our performance—that we were
an industrial country with an anti-industrial culture. The timing and nature of the Industrial Revolution and a narrowly academic
education still rooted in a nineteenth-century ethos had contributed to shaping the views of a society which, although
ultimately dependent on industry, regarded participation in it as intellectually and morally inferior to the professions.'® Some
might cavil at this analysis, but it was sufficiently compelling to obtain support across the political and institutional spectrum
for the designation of 1986 as Industry Year by the Royal Society for the Encouragement of Arts Manufactures and
Commerce (RSA). This campaign, targeted towards practical action through local working groups across the country and
continued for a further three years under the banner of Industry Matters, had significant results in helping to transform awareness
in primary and secondary schools and teacher-training institutions of the nature of industry and of its potential as a partner in
delivering the curriculum. It was fortunate in coinciding with changes in education that brought a wider range of human
capabilities into formal teaching and examination, many of these being particularly apposite to the needs of industry.

The sustained Industry Year campaign inevitably triggered institutional jealousy and political ambition. The CBI leadership
(though not its members, whose efforts were to intensify) as early as September 1986 declined to support the continuation of
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the campaign beyond the end of the year.?’’ The Department of Trade and Industry introduced its own scheme for industry-
education links in December 1987, its civil servants emphasising that the credit would need to redound to the Secretary of
State and his Enterprise Initiative, with a resultant fragmentation of what was becoming a nation-wide effort with its own
momentum.

THE RECKONING

In July 1987 the Chancellor, Nigel Lawson, drastically reduced the NEDC mechanism, having first secured the connivance of
the CBI President, David Nickson, whom he praised for his understanding of the climate needed for business success.?! The
CBI had not effectively barked, let alone bitten, for many years: it was safe to pat its titular leader on the head. By contrast the
NEDC committees and the Office, with their sectoral analyses and international comparisons of performance, could still
discomfit. Their final silencing, from which according to his memoirs Lawson had been dissuaded by Margaret Thatcher, was
effected at the end of 1992 by the new Chancellor, Norman Lamont.

Lawson’s criticism of the Council as a waste of ministerial time was no more than a self-fulfilling prophecy; his view of the
organisation as part of ‘the corporate state’ simply reflected the shallowness of debate which had characterised the previous
years. The Council had in practice long ceased to fulfil the function for which it had been created. Its chief value now was to
provide a higher media profile for the work of the committees and of the Office. The sensitivity of politicians to unpalatable
analysis and the reluctance of the parties to NEDC to engage in debate meant that the disappearance of the Council itself was
a small loss, even if it removed the last non-parliamentary forum for discussion and mutual education about industry and the
economy. The extinction of the sectoral committees and the Office, however, meant that there would now be no comparable
body, accepted as independent and free of any political slant, arguing the corner for industry on the basis of collective
experience and statistical analysis.

What we had seen had been no consistent supply-side policy. It had been shaped by what was politically acceptable, rather
than what was industrially necessary. Government policies had shown themselves capable of controlling inflation, also of
creating it and generating recession and boom, not of significantly influencing the foundations of competitiveness across the
broad spectrum of industry. There had been genuine gains: the reform of the trade unions; the encouragement of self-
employment and indeed of ‘enterprise’ until political overuse devalued the word. The diminution of government intervention
in industrial disputes was also welcome, though the institution of ‘beer and sandwiches’ at No. 10 Downing Street was
replaced by ministerial appearances on television when they felt their appointed managers were inadequately equipped for the
task. The encouragement of a customer orientation, whether in the remaining public sector or the newly privatised
monopolies, helped to make those entities more responsive to the consumer. But these reforms, important though they were,
simply removed some of the archaic institutional and attitudinal clutter which hindered effective management. The
fundamental changes required in the training of management and workforce continued to be left to the principle of
voluntaryism which had long shown itself inadequate except for a minority of companies which in this, as in other
requirements for market success, adapted to match their competition. Ministers simply continued to assert that government
was impotent to play a role in these matters.

As the 1992 election approached it remained doubtful if much had been learnt from the preceding thirteen years. In the
depths of the longest post-war recession, with unemployment again rising towards three million, a significant balance of
payments deficit and a level of poverty wholly unacceptable in an advanced nation, there was little sign of new thinking. The
Foreign Secretary, Douglas Hurd, asked in the pre-electoral period why government rejected intervention in industry, could
only respond ‘It’s this business of “picking winners”. It hasn’t worked in the past’.?> Even if the economy might be
considered outside a Foreign Secretary’s domain, nothing could better illustrate the shallowness of debate and staleness of
prevailing shibboleths. In the economic policy debate of 24 September the Prime Minister, John Major, declared ‘The
essential conditions for Britain’s economic success are low inflation, low taxes, free trade and freedom from excessive state
interference. I am happy to reaffirm those principles today. The Government stand for a low inflation, low tax economy—and
so, I believe, do the British people.’>® There was nothing new here: only the familiar ‘hygiene factors’. That nearly 60 per
cent of the British electorate may have voted for something else was ignored.

THE NEW REALISM

By the early 1990s the underlying elements for industrial success—education, training and attitudes—were at least for the
first time on the national agenda, even if they had been identified in principle more than a hundred years before.?* Some
progress was being made in all: the question remained whether it would be fast enough to keep up with the pace of change in
competitor countries, let alone catch up with their level of achievement, or whether a narrow political philosophy, party
conflict, and lack of national consensus about ends and means would condemn us to remain in our bottom place in the
industrial league.
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The scope and effectiveness of the Government role was also now being challenged, not least by the CBI. The politicisation
of its members diminished by the removal of Margaret Thatcher from the scene, the manifest disarray of the successor
administration, deep concern about the state and conduct of the economy—all contributed to a new realism in the organisation.
Moreover, manufacturing, the Cinderella of the 1980s, was now seen as a priority. A CBI Manufacturing Advisory Group,
reporting in Autumn 1991, recommended the creation of a National Manufacturing Council, which was duly set up early the
following year ‘to focus on the key strengths and weaknesses of UK manufacturing industry in relation to its main
competitors, to ensure that it is developed and equipped within the shortest realistic timetable to compete with the best in the
world’. The Council set targets for UK manufacturing—to increase productivity by more than 5 per cent a year through the
1990s; to double by the year 2000 investment per employee in plant and machinery, skills and innovation; to secure an extra 1
per cent of world trade, equivalent to £10bn a year, by the end of the decade. In a series of documents, foreshadowing the
Government White Papers, the CBI set out the comparative figures of the United Kingdom’s competitive position which had
met such resistance from their representatives ten years earlier.?> Perhaps most significantly, in direct contrast to its attitudes
in the past, the CBI now called on government ‘to change the culture and provide leadership with a positive industrial strategy
to secure international competitiveness’.

With John Major’s return to office in the 1992 election government policy towards industry also began a radical change.
What was to prove the longest recession since the war, persistently high unemployment, a backdrop of growing inequality,’®
and a change of cast in both the main political parties, all contributed—at least on the surface—to a shift from the divisive
dogmas of the 1980s. These dogmas could still be found within the Cabinet and the Conservative Party, primarily reflected in
attitudes towards Europe and the handling of the economy. But if Michael Portillo and John Redwood remained the most
prominent and articulate standard-bearers of the Thatcherite past, it was Michael Heseltine, as President of the Board of Trade
and later to become Deputy Prime Minister, who set the stamp of his own approach on the Government’s attitude to assisting
industrial success. At the first Conservative Party conference after the election victory, Heseltine indicated his readiness to
match French, German and Japanese government help to their companies by intervening in industry ‘before breakfast, lunch,
tea and dinner’. More specifically, after thirteen years in which the phrase had been taboo or rubbished, he stated his
unequivocal belief in the need for an ‘industrial strategy’, emphasising that government was ‘not powerless’ to help to do
things overdue by a hundred years in the interests of competitiveness.?’

Any immediate impact this might have had was overwhelmed by the fiasco of the pit closure announcement, but it
nonetheless laid the foundations for a new government industrial policy. This was to find expression in the two White Papers
on Competitiveness of 1994 and 1995.28

These publications, intended to be produced annually, provided an analytical picture of the United Kingdom’s competitive
place in the world for the first time since NEDO’s last issue of Britain’s Industrial Performance. Although inevitably
tempered by the language of public relations, they were remarkably frank by contrast with the Government’s previously
Panglossian approach. An introduction by the Prime Minister to the first of these stated ‘To achieve this [commercial and
industrial success] we seek a new partnership between government and industry.” A further quotation, from his address to the
CBI Annual Dinner, prefaced the document: ‘All our policies —not just our economic policy—need to be focused on the
future strength of the British economy.’

If this had a resonance with the ‘Industrial Strategy’ of the late 1970s, it was reinforced by Heseltine’s reinstatement of
sectoral sponsorship at the DTI. A further echo of the work of the NEDC sectoral committees was the emphasis put on
‘benchmarking’ by both the CBI and the Department. A persistent phenomenon of British industry has been the existence of
world-class companies in a number of sectors, accompanied by a large proportion of laggards. A 1994 study by IBM
Consulting and the London Business School showed the United Kingdom matching Germany in its proportion of leading
companies, but with a significantly higher percentage of companies lagging badly in key aspects.?

‘Benchmarking’ enables companies to measure their own performance against the best industry standards as a means
towards improving their own competitiveness and was an attempt to remedy the failure of the market to encourage best
practice to spread. In what was now planned the President of the Board of Trade was at pains to emphasise the greater
magnitude over what had gone before. ‘The opportunities in the DTI eclipse a thousandfold what I think NEDO was able to
achieve... Within the DTI the spirit of what was intended [in the NEDC] will be carried through on a scale not yet realised’.>
The development of ‘Business Links’ across the country to provide a range of services, in particular to small business, added
to the DTT’s armoury of support. The regionalisation of government in England also promised the opportunity—if taken—of
bringing a greater two-way flow of contact between local industry and government, even if falling well short of the impetus
provided by the Scottish and Welsh Development Agencies. The watchwords became deregulation and competitiveness,
responsibility for both of which was retained by Heseltine on his elevation to Deputy Prime Minister. For some, deregulation
constituted the healthy removal of unnecessary and burdensome bureaucracy; for others, it could threaten the removal of
employment rights, particularly in small businesses where unionism was weak or non-existent.?! Indeed what had once been a
declared national objective of a high-wage, high-productivity, high-profitability economy now appeared to seek low wages as
a prime means of achieving competitiveness and attracting inward investment.
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A NEW CONVERGENCE?

The forces that were changing Conservative attitudes were also changing the Labour Party. In addition, Labour was forced to
come to terms with the traumatic impact of a fourth electoral defeat in a row. A new leader, Tony Blair, carried through the
abolition of Clause IV of the Labour Party constitution which had long advocated, in the popular interpretation of
a sophisticated form of words, wholesale nationalisation. Freed of this burden, the party refused to be tempted into promising
the renationalisation of the privatised monopolies with the exception of the railways (even here, the means of restoring public
control remained flexible). For the first time since the war it seemed that a change of government might promise a converging
rather than divergent agenda. The national agenda had shifted towards the right and the most significant outcome of the
Thatcher era might well now prove New Labour.

The Labour Party’s stated policies on taxation, inflation and industry appeared little different from those of the
Government. Blair sought a ‘constructive partnership’ with business and expressed himself as not being ‘in favour of either
[business or trade union special interests] having an undue influence over government policy’.*? Blair’s presence at the 1995
CBI Annual Conference and shadow ministers’ approaches to business brought an outward shifting of business attitudes
which the Government, discomfited by the weakening allegiance of what it regarded as its staunchest ally, did its best to
counter, though by rubbishing rather than reason.?

Real differences between the parties remained the minimum wage and the Social Chapter, to both of which the Labour
Party had committed itself. Within industry there were many managers who supported the first, if not at the levels currently
being suggested by some trade unions. The second was seen by business in general as threatening additional costs and barriers
to efficiency, not least through a statutory involvement of the workforce, though the subsidiaries of many British-based
transnational groups were already living with its implications on the Continent.

But allegiances were shifting, even if not being transferred; and it was still too soon to hope that industry might fight its
corner with strict political neutrality. Company donations to the Conservative Party, a dubious practice in a democracy based
on one person one vote, were diminishing, even if only on grounds of expediency—concern with elements within the
Conservative Party expressing hostility to Europe and thus to the effective working of the Single Market—rather than
principle. In 1994 the media group Pearson gave £25,000 to both the Labour and Conservative Parties, having previously
subscribed only to the second. The new CBI Director General, Adair Turner, expressed the view in an interview with The Times
that the CBI should be neutral at the next election.>* It was, however, a view unlikely to prevail among his membership as
electoral pressures mounted, and as early as April 1996 the CBI was constrained to distance itself from a campaign promoted
by its President-Designate, Sir Colin Marshall, extolling the Government’s economic record.?

While Blair led Labour away from its doctrinal past and began to dismantle its close constitutional links with the trade
unions, a new General Secretary of the TUC, John Monks, began to diminish on his side a political linkage which had for so
long inhibited trade union freedom of thought and action on industrial policy. In addition, trade union sponsorship of
Members of Parliament was modified to shift support from the individual members to the constituency.

If convergence now appeared in prospect, it was at the level of the leadership rather than in the ranks of the two major
parties. The fragile unity of both front benches was sustained on the one hand by an increasingly precarious hold on power as
the Government’s parliamentary majority crumbled, and on the other by a determination to gain office after long exile from it.
In the wings of both the major parties sat dissenting elements, unrepresentative but still potent, which only a more equitable
electoral system could safely relegate to the minority sidelines where, arguably, they belonged.

THE CULTURAL PROBLEM

The CBI’s National Manufacturing Council had called on government ‘to change the culture’. But ‘culture’, embodied in
attitudes towards industry, was also the responsibility of companies and their institutions. The campaign of Industry Year ‘86
and Industry Matters had made a lasting impression on education, but little on industry. In 1996 two new initiatives pursued
similar objectives. The West Midlands Festival of Industry and Enterprise, or Industry ‘96, was ‘organised to underline the
vital role that West Midlands plays in the life of the country’. The Year of Engineering Success 1997, launched in September
1996, was intended ‘to increase awareness of engineering, across all ages and backgrounds, through the most public
participation exercise ever mounted in support of engineers and engineering which are vital to the nation’s success and
prosperity’. Whether the short lead-times allowed for these campaigns and the unspecific nature of their targets would allow
them to be more than cosmetic exercises remained to be seen. But the perceived need for the repetition of such initiatives
illustrated the persistence of the United Kingdom’s cultural barrier to recognition of the importance of industrial success.
That the problem of the standing of engineers lay as much within the profession as outside it was underlined by the need
for the Engineering Council to launch itself anew in 1996 for the purpose for which it had been set up fifteen years earlier—
the unification of the engineering profession and its thirty-nine institutions. Whether its vitiating institutional fragmentation
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would now be overcome was unclear, but so long as the observer could contrast the undistinguished offices of the Council
with the Victorian splendour of many of its component institutions conviction would be difficult.

The reputation of industry in general was damaged by the significant salary increases received by the senior executives of
public utilities after their privatisation, which coincided with the ‘downsizing’ of their workforce and policies of wage
restraint for the shop floor. The creation of the Greenbury Committee by the CBI to examine the question of top salaries did
little to appease public and political anger, and even Howard Davies, now free of the institutional constraint of his Director
Generalship of the CBI, could comment that top pay was handled badly by many companies and that ‘some companies have
moved outside their licence to operate in the past couple of years’.3

The ‘licence to operate’ in a more critical society was the concept which underlay a new RSA initiative, Tomorrow’s
Company. This brought attention to the need for successful businesses to be driven by values which would include all stakeholder
relationships,37 with a less exclusive focus on shareholders and financial measures of success. Admirable in intent,
unexceptionable in its conclusions, the report®® was unlikely, without a determination to find measures of success other than
the financial bottom line, to make little greater impact than the Watkinson Report of 19733 which had dealt, though far less
creatively, with the same problem.

THE HUMAN DIMENSION

If the United Kingdom was to compete in the market for skill-intensive and intellect-intensive services and products in which
the prosperity of the older industrial countries must lie, education and training would be fundamental to success. The 1994
World Economic Forum Competitiveness Report*® showed the United Kingdom ranking 32 out of 41 countries for in-
company training, 34 for the willingness of workers to retrain and learn new skills, and 37 for the ability of its educational system
to meet the needs of a competitive economy.

Advances, however, had been made by the mid-1990s. Participation in higher education had risen significantly from 13 per
cent of those eligible in 1979 to some 30 per cent by 1994. The introduction of National Vocational Qualifications, wholly
appropriate in principle to need, if difficult to administer, provided the opportunity for measured advancement and the attainment
of skills in virtually every field. But education remained a party battleground, with levels of investment, methods of funding
and control, and the principle of selection some of the chief points of contention. Meanwhile the A-level examination, despite
the almost universal condemnation of the narrow specialisation it imposes at a premature age, remained impervious to radical
change, although the proposed introduction of a new Applied A-level examination was intended to provide parity of esteem
between vocational and academic subjects.

The growing evidence that early education, particularly nursery education, was crucial to later learning and ultimately to
economic success led to both main parties putting emphasis here. But government pilot schemes and its attempt to widen
policy issues between the parties, countered by a series of opposition initiatives, meant that politics, rather than a badly
needed consensus on education, prevailed.

For training the TECs remained the principal vehicle where companies failed to provide their own in-house training. Born
of a political desire to diminish the role of government, rather than as a considered means of diminishing the United Kingdom’s
training deficit, TECs had come under increasing criticism for the inadequacy of their resources, the unrepresentative nature
of their governance, and their inability to deliver effectively any of the objectives they had been set. The anomaly of these
hybrid bodies—government-funded monopolies in the form of private limited companies—was highlighted in 1995 by the
failure of the South Thames TEC, with attendant damage to the training institutions with which it had contracted. Three years
earlier the chairman of the National Training Task Force, Sir Brian Wolfson, had called on the Cabinet to abandon its
philosophy of ‘voluntaryism’ and to introduce a levy on company payrolls to ensure that money was spent on training.*! The
weight of political capital invested by government in the TECs ensured that this plea went no further, but in 1995 the Labour
Party indicated that in power it would seek some statutory framework for training, not in the form of a levy, as was initially
mooted, but possibly an obligation for companies to become Investors in People. What had long been abundantly clear was
that voluntaryism had failed.

THE FOG OF WAR

Although the next general election was unlikely to take place until May 1997 (the last politically practicable date),
electioneering was dominating the political scene by late 1995. It could be claimed with some justification*? that four policy
approaches had made ‘a particularly favourable contribution since 1979’ leading to a significant growth in manufacturing
productivity. These were privatisation, inward investment, the growth of small businesses, and labour market policies. But
none, except the third, were exempt from severe actual or potential disadvantages. The crowning failure of the United
Kingdom to run its publicly owned enterprises effectively, with freedom from politics, would continue to haunt us if the
privatised utilities were to regard the obligation to their shareholders as their prime objective and the companies as properties
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to be freely bought and sold on the international market. The dominance of foreign ownership in certain sectors of industry
and foreign-owned companies’ significant share of the total export of manufactures (put at two-fifths by Eltis and Higham*?)
could mean a growing vulnerability to strategic decisions made elsewhere, even if in the short term the gains in technology,
investment, and particularly management were wholly to be welcomed. Labour market policies, in particular trade union
reform, had made a significant contribution to industrial stability; but now, as the Government sought ‘clear blue water’
between itself and the opposition, there was danger that the inequalities in society arising from new patterns of employment
and unemployment could be increased, rather than diminished, by further legislation.

With the Government in disarray from internal dissension and external pressures, with an opposition wholly untried in
government, there was opportunity for an industrial voice both to reinforce the aspects of economic management that found
agreement between the parties—strictly controlled inflation, moderate taxation—and also to emphasise the needs of industry
with political impartiality. But while allegiances were clearly shifting, while the CBI was once again talking constructively to
the TUC, it remained clear that without greater business leadership than was evident, the touch-stone of an actual election
would revive old battle lines. At the relaunch of the Engineering Council Michael Heseltine had chided engineers (and
accountants and industry trade associations) for their failure to provide a coherent voice to government and the public at
large.

In 1996 government ministers, from the Prime Minister downwards, repeatedly proclaimed the United Kingdom to be ‘the
enterprise centre of Europe’. The Chancellor of the Exchequer, Kenneth Clarke, proclaimed his policy to be to ‘stick to good
enterprise economics, not boom and bust’.** The elements necessary to a competitive economy were improving, but the
country’s infrastructure, both physical and human, still lagged far behind our main competitors. (Transport had suffered even
worse than industry in the rapid rotation of Secretaries of State: eleven since 1979; five since 1990.) Moreover the United
Kingdom had become a society in which social cohesion had been severely damaged by the inequalities between those in and
out of work, between full- and part-time workers, between the inner cities and the wealthier suburbs. If competitiveness were
to be achieved and maintained, it would need to be done in a manner which diminished rather than enhanced these inequities.

The jockeying of the main parties for electoral advantage, however, debased the currency of public debate, nowhere more
so than on the issue of taxation. Apart from the Liberal Democrats, whose lack of expectation of power could allow them
frankly to promise higher taxation for the purpose of education, the parties substituted charge and counter-charge for serious
argument about how their undertakings for health and education could be consistent with promises of lower or constant tax.

Debate on relations with the European Community was equally trivialised by fear of alienating an electorate assumed to be
incapable of digesting serious discussion. The growing interdependence of national economies, the internationalisation of
trade and production, and the European Single Market had all helped to change the world for Britain, as for its main trading
partners, and to diminish the scope for independent action. As the weakest major economy in the Community, the United
Kingdom could ill afford to go it alone in an increasingly competitive world or to jeopardise its attraction to inward investors
as a springboard into the Single Market. Yet important arguments about the way in which British interests might best be
furthered were reduced to simplistic soundbites about sovereignty and the single currency. The boundary between reasoned
Euroscepticism and xenophobia was increasingly narrowed, sometimes by the reality, more often by the caricature, of
decisions made in Brussels, and swept away, for the tabloid press at least, by the Government’s ill-considered ‘beef war’
against its European partners. If there was growing convergence between parties on economic matters as the decade
progressed, there was a sharpening of difference on constitutional issues and relationships with Europe, both of which could
have more dramatic effects on our economic performance than economic policies themselves.

The political scene of the mid-1990s was undoubtedly different from the 1980s. But it would take an election to reveal the
extent and nature of that difference and whether the political process might now assist industrial success or, at the least, do it
no further harm.

NOTES

Some of the material for this chapter appeared in the RSA Journal, vol. CXXXI, no. 5319, February 1983 and The Three
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Figure 3.1 UK inflation record, 1961-96 (% increase in consumers’ expenditure deflator)

In many respects, the 1950s and 1960s can be seen as a disappointing period for UK economic performance. Between 1950
and the early 1970s, the UK economy grew at just over half the rate of our major European competitors. Measured in terms of
GDP per head (at purchasing power parity exchange rates), living standards in Germany overtook those in the United
Kingdom in 1961, and the average French citizen was richer than his/her British counterpart by 1969.! Meanwhile, Britain’s
share of world trade halved between the mid-1950s and the early 1970s—with the UK share of exports in a group of leading
manufacturing nations falling from one-fifth to just one-tenth (CBI, 1991). Over this period there was a growing perception of
Britain falling behind other competitor nations—failing to grasp the potential created by the ‘white heat of technological
revolution’ and missing out on the trading opportunities within the fledgling European Common Market.

But in terms of the conventional benchmarks of successful macro-economic policy, the 1950s and 1960s were a golden age
of ‘full employment’ and low inflation which disappeared in the 1970s and has not been regained since. The United Kingdom
was not alone in experiencing less favourable macroeconomic conditions after 1970 than before. Inflation rose world-wide in
the late 1960s and the early 1970s and was given further momentum by the first oil price hike in 1973. As the authorities
acted to curb inflation, unemployment rose in all the major industrialised economies and it increased further in the wake of
the inflationary pressures generated by the second oil shock in 1978/9.

These shocks played an important part in undermining the relative stability that characterised the British economy in the
1950s and 1960s. However, they do not explain why UK macroeconomic performance after 1970 deteriorated not only in
relation to the preceding decades but also in relation to other major economies which were affected by similar shocks. In the
1970s, our inflation rate was significantly higher than those of other major industrialised economies—except Italy—and it
remained relatively high through the 1980s (Figure 3.1). The average level of unemployment in the United Kingdom was the
highest of the G7 economies in the 1980s, though recent performance has been more encouraging. Since 1970, the UK growth
rate has been one of the most volatile in the industrialised world (Oulton, 1995) and the British economy has experienced
more recession years than other major economies.” (Currie and Sentance, 1994.)

This chapter discusses the contribution of macroeconomic policy to these disappointing aspects of UK economic
performance. It reviews the conduct of British macroeconomic policy over the last three decades and addresses three main
questions. What have been the key failures in the operation of macroeconomic policy? To what extent have policy-makers
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learned from their mistakes and addressed these problems? And what lessons does past experience offer for the future conduct
of macroeconomic policy?

THE OPERATION OF MACROECONOMIC POLICY

Macroeconomic policy primarily involves the regulation of the amount of expenditure (demand) in the economy, with the
objective of influencing the direction of the economy in the short term—in particular the level of output and employment and
the rate of inflation. Policies which stimulate demand will exert an upward influence on output and employment. Higher
demand may also spill over into higher prices—either as a direct response from companies to stronger demand conditions (for
example because of capacity constraints) or because of upward pressure on wages through the labour market. In an open
economy, the exchange rate—which affects output through its impact on competitiveness and inflation through the prices of
imported goods and services—can be an important channel through which the levers of macroeconomic policy, in particular
interest rates, affect economic performance.

There are two main channels available to the national authorities to influence demand conditions: monetary policy and
fiscal policy. Through monetary policy, the authorities seek to influence private sector lending and borrowing decisions by
changing the terms and conditions on which banks and other financial institutions have access to money from the central bank.
The main lever for exercising control over the financial system is the interest rate at which the central bank supplies short-term
money to the market. In the past, the authorities have used various forms of regulation to reinforce their control of the
monetary system, including direct restrictions on consumer credit and controls on international financial flows. However, the
increasing sophistication of financial markets greatly reduced the effectiveness of such restrictions on financial institutions as
tools of monetary policy and the United Kingdom was in the vanguard of the international movement to deregulate its
financial system in the 1980s.

Fiscal policy—the Government’s decisions on its own spending and revenue-raising—is a less flexible though no less
powerful channel for influencing the level of demand. Government spending and tax plans are normally set on an annual
cycle and can therefore be adjusted less frequently than interest rates. However, despite this lack of flexibility, fiscal policy
can exert a powerful influence on demand. The strong demand-led booms of the early 1970s and the late 1980s were fuelled
by expansionary fiscal policy as well as monetary laxness.> A more recent example shows how fiscal policy can play a more
positive role in demand management. The braking influence of the tightening of fiscal policy over 1994 and 1995 helped the
UK economy to stay on a steady growth and low inflation course in the mid-1990s without a significant tightening of
monetary policy.*

STABILISING THE ECONOMY

The instruments of fiscal and monetary policy provide policy-makers with powerful levers with which they can influence the
direction of the economy in the short term. But though monetary and fiscal policy have the power to raise the rate of growth
substantially in the short term by increasing the level of demand, the main contribution that macroeconomic policy can make
to economic performance over the longer term is as a stabilising influence on the course of the economy.

There are two aspects to this stabilising role. First, macroeconomic policy underpins the financial stability of the economy
by maintaining a low and stable rate of inflation and avoiding large and unsustainable government deficits. While inflation
can be tolerated if it continues at a low and predictable rate, high inflation distorts the operation of markets, generates
uncertainty and redistributes wealth in an arbitrary fashion—discouraging investment and disrupting the process of wealth
creation.> As Keynes commented: ‘There is no subtler, no surer means of overturning the existing basis of society than to
debauch the currency. The process engages all the hidden forces of economic law on the side of destruction, and does it in a
manner which not a man in a million is able to diagnose.” (Keynes, 1919) Persistently high government deficits are also a
potential source of inflation and high public borrowing may also ‘crowd out’ productive investment, inhibiting the growth
potential of the economy.

The second stabilisation role played by macroeconomic policy is in relation to the real economy. It is clearly beneficial to
long-term economic performance to reduce fluctuations in output and employment—increasing the predictability of the
business climate and avoiding the destruction of human and physical capital that occurs in prolonged downturns. However,
there are practical constraints on the ability of economic policy-makers to ‘fine-tune’ the economy so that it proceeds on a
steady growth path. Lags in the production of economic statistics, delays in policy implementation and the slow and uncertain
response of the economy to policy changes can result in the Government exacerbating the next boom rather than preventing
the current slump. In addition, if macroeconomic policy seeks to offset real shocks to which the economy needs to adjust—
such as structural changes in the labour market or an oil price hike—this can lead to inflation.

Because of the difficulties associated with output stabilisation, policy-makers have come to emphasise medium-term financial
stability—Ilow inflation (stable prices) and sound public finances—as the main objectives of macroeconomic policy. However,
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this does not mean that stabilisation of the real economy is no longer a valid policy objective. Rather, it reflects the fact that
financial instability and volatility in the real economy are correlated over the longer term. Countries which have high and
volatile inflation rates have tended to experience greater fluctuations in output growth (IMF, 1996) because of the
destabilising effect that inflation can have on private sector decisions and on policy interventions.® Large and persistent
government deficits can have a similar destabilising effect. Therefore if the stabilisation of output and employment is to be
effective, it needs to be conducted within a framework which ensures that the policies being pursued are consistent with
financial stability over the medium term.

THE ‘GOLDEN AGE’ OF THE 1950s AND 1960s

In the 1950s and 1960s, financial stability in the United Kingdom and other major economies was largely maintained by the
exchange rate link to a low inflation dollar under the Bretton Woods system. The commitment to maintain the value of
sterling at a certain parity against the dollar ($2.80 until November 1967, when the pound was devalued to $2.40) held back
inflation in the tradable sector of the economy (mainly manufacturing) and hence in the economy more generally. If UK
producers of tradable goods raised prices more rapidly than the US and other countries, the balance of payments would
deteriorate, exerting downward pressure on the currency. To maintain the value of the pound, demand conditions would need
to be tightened through the use of monetary or fiscal policy.

While US inflation remained low and stable, this exchange rate commitment ensured that UK economic policy was
consistent with low inflation. Movements in the balance of payments acted as an important barometer of the need to tighten
demand conditions—hence the preoccupation with the balance of payments in the policy debates of the 1950s and 1960s. This
balance of payments constraint on economic policy could be eased by devaluation—but only at the risk of higher inflation.
Following the 1967 devaluation of sterling it was not surprising that UK inflation picked up (from 3.6 per cent in the three
years before 1967 to 5.5 per cent in the three years afterwards).

The Bretton Woods regime was generally successful in maintaining financial stability within the British economy in the
1950s and 1960s. Inflation was low, at around the European average, with consumer prices rising on average at an annual rate
of 3.5 per cent between 1952 and 1970 (excluding the inflation induced by the Korean War in 1951/2). And public finances were
well managed. The public sector borrowing requirement averaged just 2.1 per cent of GDP in the 1950s and 1960s, with
government debt falling in relation to GDP over this period (Pain and Young, 1996).

This period also saw an unusual degree of stability in the real economy. Between 1950 and 1970, the British economy
operated at close to full employment, with the jobless total fluctuating between just 1 per cent and 3 per cent of the labour
force. In these two decades, there was only one year in which national income contracted in the United Kingdom—1958—
when it fell by just 0.1 per cent. Indeed, the growth of output was much more stable than in other (faster-growing) economies.
(Whiting, 1976.)

In addition to the stabilising influence of the fixed exchange rate regime, this period of high employment, stable growth and
low inflation in the UK economy was supported by two other factors. First, the international economic climate was relatively
stable. The UK economy was not buffeted by any major shocks of the sort which became commonplace in the 1970s and
1980s. Second, the equilibrium unemployment rate or NAIRU (non-accelerating inflation rate of unemployment) was low,
making it possible to run the economy at close to full employment without generating serious inflationary pressures.’” There were,
of course, normal fluctuations in demand across the cycle, leading to periods of strong growth and rising inflation. But these
cyclical movements in output and prices did not pose any major conflicts or dilemmas for economic policy-makers. At times
of strong demand, both the desire to stabilise output and keep down inflation pointed to a tightening of policy, and vice versa
at times of weak demand. The policies which were required to maintain the financial stability of the economy were therefore
consistent with stabilising the growth of the economy at a high level of employment.

THE END OF THE ‘GOLDEN AGE’

The late 1960s and early 1970s marked a watershed which saw the disappearance of the three conditions which had
underpinned this ‘golden age’: the Bretton Woods system; favourable labour market conditions; and the absence of major
shocks. The 1967 devaluation weakened the external monetary anchor which had helped to preserve low inflation in the
1950s and 1960s. The early 1970s saw the anchor disappear altogether as US inflation picked up in response to the increasing
strain of financing the Vietnam War and an acceleration in wage increases which was experienced across the industrialised
world. The link between the dollar and the price of gold was suspended in 1971 and the next year saw the Bretton Woods
exchange rate system collapse altogether, ushering in an era of floating exchange rates. This shifted the burden of maintaining
financial stability back onto national economic policy, though some countries grasped the implications of this change more
rapidly than others.
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The late 1960s and early 1970s also saw growing wage pressures, suggesting that the maintenance of full employment was
ceasing to be consistent with low and stable inflation. The long period of full employment, rising union membership and
relatively generous unemployment benefit systems had shifted the balance of power in the labour market, encouraging
employees to press more aggressively for wage increases.® This phenomenon was not confined to the United Kingdom. Other
European countries faced similar problems of wage pressures and industrial unrest. Over the period 1968-73, hourly earnings
in manufacturing industry rose on average by 11.5 per cent per annum in the United Kingdom, but they also rose by 10.6 per
cent in Germany, 11.8 per cent in France and by 15.3 per cent in Italy.

The final ingredient that undermined the harmonious economic climate of the 1950s and the 1960s was the oil-price shock
of 1973/4, which followed on the heels of a wave of commodity price inflation. The oil price trebled between mid-1973 and
early 1974, injecting further inflationary pressure into oil-consuming economies and making the task of
macroeconomic management even more difficult. Though the rise in oil prices was inflationary in terms of its impact on
prices and costs, its impact on the level of demand was deflationary (as higher import prices for oil-consuming countries
squeezed real incomes). However, it was not possible to alleviate this deflationary impact without running the risk of pushing
inflation up still further. In the face of the inflationary pressure generated by an increase in external costs, a squeeze on
demand was required to prevent a wage-price spiral.

Challenges for economic policy

These shocks that hit the international economic system in the early 1970s overturned the benign conditions under which
economic policy in the 1950s and 1960s had been able to operate. Policy-makers found themselves in a much more volatile
international environment, with no external anchor to maintain financial stability. What is more, this was not a temporary
phase. The first oil-price shock was followed by a second in 1978/9. These external shocks continued—to a lesser extent—
through the 1980s which saw a period of high real interest rates and exchange rate volatility. The dollar doubled in value
against European currencies between 1980 and 1985, before falling back sharply over the next three years. In the late 1970s
and 1980s, the UK economy was also affected by the advent of North Sea oil and the impact of financial deregulation. 1990
saw another more short-lived oil-price shock from the Gulf War, followed by the economic fallout of the breakdown of
Communism and the unification of Germany.

Nor did the labour market background become any more favourable to macroeconomic management through the 1970s and
into the early 1980s. The wage pressures that were emerging in the late 1960s were an indication that the equilibrium
unemployment rate, or NAIRU, had shifted upwards from the 2-3 per cent rate of unemployment that appears to have been
compatible with steady low inflation for most of the 1950s and 1960s. An average of various estimates compiled by Cromb
(1994) puts the NAIRU at 5.7 per cent of the labour force in the late 1970s and 7.0 per cent in the mid-1980s. In addition to
the wage pressure created by rising union membership, this rise in unemployment also reflected structural change in employment
which created a mismatch between available workers and job vacancies by skill and by region.’ The loss of manufacturing
jobs in the late 1970s and the early 1980s created a pool of unemployed manual workers in the traditional manufacturing
regions, such as the North of England and the Midlands, while the new jobs created in the mid-1980s were in non-manual
occupations and in the South, including a rapid expansion of employment in business and financial services.

These developments undermined the harmonious relationship between full employment, low inflation and sound public
finances that had existed in the 1950s and 1960s. Developments in the labour market meant that stabilising the growth of
output at a high employment level in the short term was no longer necessarily compatible with longer-term financial stability.
In the face of major inflationary shocks, demand management had to be focused on the control of inflation rather than
maintaining full employment. In addition, the rise in unemployment and the increased volatility of output placed additional
strains on the management of public finances. A more rigorous framework was therefore needed to contain public deficits and
debt.

Policy failures in the early 1970s

UK policy-makers were slow to pick up on the implications for macro-economic policy of the changed economic climate that
was emerging—in particular, the need for domestic macroeconomic policy to shoulder the burden of maintaining financial
stability which had previously been borne by the exchange rate link to the dollar. Rather, their initial response was to seek to
use monetary and fiscal policy to maintain a high level of employment, while holding back the inflationary consequences
using prices and incomes policies. The result was a major financial crisis in 1975, with inflation rising to over 25 per cent and
government borrowing reaching almost 10 per cent of GDP. Rising unemployment was prevented for a while, but only at the
expense of escalating inflation and a large public sector deficit.

The foundations for this crisis were laid by the Heath/Barber boom in 1972/3 when the early-1970s Conservative
government embarked on an expansion of both monetary and fiscal policy to head off a rise in unemployment that was
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threatening to push the jobless total above one million. Restrictions on the banking system were relaxed from 1971 as part of
an early experiment in financial deregulation under the banner ‘Competition and Credit Control’. The bank base rate was cut
to 5 per cent towards the end of 1971, even though inflation was still running at around 10 per cent per annum. And March
1972 saw the introduction of an expansionary budget by the then Chancellor of the Exchequer, Anthony Barber, with tax
reductions totalling £1.2bn—around 2 per cent of GDP (Blackaby, 1978).

This relaxation in both monetary and fiscal policy set the scene for a very strong demand-led boom, arguably the most
violent the UK economy has seen over the post-war period. (The Lawson boom of the 1980s was longer, but the growth rate
was not so strong.) By the end of 1972, GDP was 4.5 per cent up on 1971, though this was still short of the target of 5 per
cent set by the Chancellor in his 1972 budget. The economy gathered further momentum as it moved into 1973, and GDP
growth in that year is now recorded at 7.5 per cent—a post-war record (see Figure 3.2). As a result of this strong growth,
severe inflationary pressures were being placed on the UK economy even before the OPEC oil price hikes in the autumn and
winter of 1973. By July 1973, one-third of manufacturers were reporting to the CBI that a shortage of physical capacity was
holding back their output, with 43 per cent indicating a constraint from shortages of skilled labour— rising to over 50 per cent
in October.

To hold back the inflationary consequences of this strong growth, the Government relied heavily on incomes policy—
though attempts were also made to slow the growth of demand during 1973 by raising interest rates. A three-stage reduction
in the rate of pay increases was introduced towards the end of 1972. In the face of such strong upward pressures on inflation
created by the growth of demand, it is not altogether surprising that the attempt to hold down inflation in this way was not
successful. Stage 3 of the incomes policy was challenged by mineworkers in the winter of 1973/4. The Prime Minister,
Edward Heath, chose to make this challenge a test of ‘who rules the country’” and when he lost the February 1974 election, the
new Labour government abandoned (for a while at least) any attempt to control inflation with incomes policies.

This left the economy without any real defence against the inflationary pressures emerging in the wake of the Heath/Barber
boom and the first oil-price shock. Moreover, instead of tightening economic policy to counter the effects of rising energy
prices, the incoming Labour government initially sought to maintain demand to counter the deflationary impact of the shock
on the real economy, by relaxing fiscal policy. Public borrowing was allowed to rise rapidly, with the PSBR reaching 9.0 per
cent of GDP in 1974/5 and 9.2 per cent in 1975/6. Not surprisingly, inflation soared, reaching 20 per cent at the beginning of
1975 and peaking at 26.9 per cent in the summer of that year.

THE MID-1970s WATERSHED

These developments brought about a reassessment of the role of macro-economic policy in the management of the UK
economy over the period 1975/6. It was becoming clear that attempts to stabilise the growth of output at a high employment
level were proving ineffective. By stimulating demand to try and offset problems in the labour market and subsequently the
first oil-price shock, the United Kingdom had ended up with the highest rate of inflation in the developed world. Yet the
recession had not been prevented—merely delayed.

Medium-term financial stability—the control of inflation and public finances—had to assume a much greater role in the
formation of macro-economic policy. The Labour government in power in the mid-1970s was already beginning to recognise
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the need for this shift of emphasis (Healey, 1989) but the sterling crisis of 1976, which saw the Government apply to the
International Monetary Fund (IMF) for a special financing facility, accelerated the change.!® As part of the conditions which
were attached to the loan, public spending plans were cut in order to bring down the deficit and the Government adopted a
system of money supply targets to assist in the reduction of inflation.

In autumn 1976, the shift in the emphasis of macroeconomic policy was confirmed by the Prime Minister, James Callaghan.
He told the Labour Party conference: We used to think that you could spend your way out of recession and increase
employment by cutting taxes and boosting spending. I tell you in all candour that this option no longer exists, and that in so far
as it ever did exist, it only worked by injecting a bigger dose of inflation into the system.” In other words, full employment
was no longer compatible with low and stable inflation. In the face of the pressures building up in the labour market and
major shocks to the international economy, macroeconomic policy had to give priority to reducing inflation and curbing
public borrowing.

During 1977/8, the Labour Government achieved some success in restoring financial stability. Inflation fell to 8.3 per cent
in 1978 as demand was restrained and incomes policies slowed wage growth. Meanwhile, public borrowing was curbed
through cuts in capital spending and public sector pay restraint and the PSBR fell to 3.6 per cent of GDP in 1977/8. However,
neither the reduction in inflation nor the squeeze on public borrowing was sustained. During 1978, demand conditions eased
and fiscal policy relaxed in the run-up to the general election, with the deficit expanding to over 5 per cent of GDP in 1978/9.
With demand management policies no longer bearing down on inflation, the burden of the Government’s anti-inflationary
policy fell on incomes policy. Though wage restraint had played a useful supporting role in the reduction of inflation in 1976
and 1977, it was incapable of bearing the full load. As in 1972/3, the attempt to reduce wage growth against the background
of an expanding economy failed. The squeeze on pay settlements broke down during 1978—culminating in the ‘winter of
discontent’—with the result that inflation picked up again in 1979.

The Medium Term Financial Strategy

The election of a Conservative government under Margaret Thatcher in 1979 saw a consolidation of the macroeconomic
policy shift that had begun in the mid-1970s. The commitment to medium-term financial stability became much more explicit
and the Government’s policies for achieving it were laid down in a Medium Term Financial Strategy (MTFS), which was
launched in the 1980 budget. The MTFES was overtly monetarist and saw the role of controlling public borrowing as reducing
the Government’s contribution to monetary growth. As the 1980 Financial Statement and Budget report clearly stated:

The Government’s objectives for the medium-term are to bring down the rate of inflation and to create conditions for a
sustainable growth of output and employment. To reduce inflation it will progressively reduce the growth of the money
stock and will pursue the policies necessary to achieve this aim. Control of the money supply will over a period of years
reduce the rate of inflation.

(HM Treasury, 1980)

The monetary squeeze was indeed successful in bringing down inflation, though the process was not helped by a number of
early policy mistakes which actually pushed up inflation and raised inflation expectations.!' By June 1983, the rate of
inflation had fallen to 3.7 per cent, and it remained at around 4-5 per cent through the mid-1980s (Figure 3.3). Public
borrowing was also successfully restrained throughout the 1980s and the deficit was eliminated altogether by the end of the
decade. Unlike the 1970s, the PSBR did not rise sharply in the early 1980s recession—largely due to the 1981 Budget, which
saw rises in taxation and cuts in public expenditure implemented at the trough of a very deep recession. Public borrowing was
contained at around 3 per cent of GDP during the mid-1980s, with restraint of public spending allowing taxes to be reduced.
The emergence of a budget surplus towards the end of the 1980s reflected the beneficial impact of the consumer boom on
public finances rather than any fundamental shift of policy.!?

MACROECONOMIC PERFORMANCE SINCE 1980

The 1980s therefore saw a clear improvement in the financial stability of the UK economy. But there was a price to be paid.
Unemployment rose sharply in 1981 and 1982, with the jobless total rising above 3 million in 1983 and remaining above that
level until mid-1987.!3 Though the equilibrium unemployment rate had risen over the 1970s and the 1980s, structural changes
in the labour market cannot fully account for the extent of the mid-1980s unemployment problem. Between 1983 and 1987,
UK unemployment averaged 10.7 per cent of the labour force, whereas most estimates of the equilibrium rate of
unemployment for the mid-1980s are in the range 7-8 per cent (Cromb, 1994). Taking the 1980s as a whole, UK
unemployment was higher than in any other G7 economy (Table 3.1).
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Figure 3.3 UK inflation, 1976-96 (% per annum increase in RPI)

The most plausible explanation for this prolonged period of high unemployment in the mid-1980s was the very sluggish
adjustment of the labour market to major shocks, including shocks to demand generated by macroeconomic policy. The
emergence of a hard core of long-term unemployed—accounting for half of total male unemployment—contributed to this
process of sluggish labour market adjustment.'* The severity of the demand squeeze in 1980 and 1981 undoubtedly
contributed to this problem. A gentler disinflation in the early 1980s, accompanied by a more constructive programme of
‘active labour market’ policies in the first half of the 1980s, could have mitigated the unemployment consequences.'

This legacy of high unemployment was accompanied by other disappointing aspects of UK macroeconomic performance.
First, though the UK inflation differential with other major economies narrowed after 1983, it did not disappear altogether, as
Table 3.2 shows. The inflationary pressures generated by the consumer-led boom in the late 1980s meant that the United
Kingdom missed the opportunity to reduce inflation created by the oil price

Table 3.1 Unemployment in major industrialised economies

% of labour force, standardised OECD definition

1964-73 1974-9 1980-9 1990-6
United States 4.5 6.7 7.2 5.9
Japan 1.2 1.9 2.5 2.6
Germany* 0.8 3.2 5.9 6.8
France 2.2 4.5 9.0 10.9
Ttaly 5.5 6.6 9.5 10.9
UK 3.0 5.0 10.0 9.0
Canada 4.8 7.2 6.8 9.9

Source: OECD Historical Statistics, updated from OECD Economic Outlook.
*West Germany, prior to 1992.

Table 3.2 Inflation and volatility in major industrialised economies

Inflation rate (%)* Growth volatility (%)*

1970-82 1983-95 1970-82 1983-95
United States 7.9 3.6 2.5 1.7
Japan 8.1 1.5 2.7 1.9
Germany** 52 24 23 1.6
France 10.1 3.8 1.6 1.5
Italy 14.4 6.7 2.8 1.3
UK 13.1 4.8 2.5 2.0

Canada 8.6 3.7 2.6 2.2
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Source: IMF Financial Statistics OECD.
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fall of the mid-1980s. It is only in the wake of the early 1990s recession that a climate of low and stable inflation has at last
been re-established in the United Kingdom.

Second, relatively high inflation has been associated with a more volatile economy. Table 3.2 also shows that the 1980s and
early 1990s were a much more volatile period for the United Kingdom than for other major economies.'® Though the UK
economy saw an increase in volatility after 1970, the 1970s and early 1980s were a volatile period for all major economies, in
the wake of the two major oil price shocks of 1973/4 and 1978/9. Table 3.2 shows that the UK record is fairly average over
this earlier period. It is the volatility of the UK economy generated by the boom-bust cycle of the late 1980s and early 1990s
that is particularly unusual.

Third, the improvement in UK public finances over the 1980s was not sustained. Though the public sector borrowing
requirement (PSBR) had been eliminated and public sector debt was being repaid, all this progress came unstuck in the early
1990s. The combined impact of tax cuts made in the late 1980s, a relaxation in the control of public spending and the
recession combined to push the PSBR to a peak of over £45bn (7.1 per cent of GDP). Though the deficit has since been
reduced substantially—with the assistance of substantial tax rises in 1994 and 1995 — the PSBR has averaged 5 per cent of
GDP over the five years 1991/2-1995/6. The deterioration in the public sector current balance—which excludes the impact of
cuts in investment and asset sales—has been even more marked (Figure 3.4)."7

THE LAWSON BOOM

To a large extent, these problems all boil down to one big problem: the Lawson boom of the late 1980s. In the three years
1986-8, the economy grew at an average rate of 4.5 per cent a year and consumer spending rose at an annual rate of 6.5 per
cent. Unemployment halved between mid-1986 and mid-1990, falling from 3.1 million to below 1.6 million. Interest rates
were raised to 13 per cent during 1988 and to 15 per cent in 1989, which succeeded in slowing the economy down. But the
inflationary consequences of the boom continued to be felt until 1990, by which time the economy was already moving into
recession. GDP fell by over 2 per cent in 1991 and unemployment climbed to nearly 3 million by the end of 1992.

It was the strength of this boom and the depth of the following recession which were responsible for the excessive volatility
of the UK economy in the late 1980s and early 1990s. The late-1980s boom was also the main cause of the United Kingdom’s
disappointing inflation performance. Inflation was pushed up by the strong growth in the late 1980s, reaching a peak of 10.9
per cent in the autumn of 1990 (9.5 per cent on an underlying basis, excluding the impact of mortgage interest rates). Prior to
that inflationary episode, inflation had dropped to around 3 per cent in 1986 in the wake of the mid-1980s drop in oil prices. If
that fall had been consolidated by the restraint of demand, UK inflation performance over the 1980s would have been broadly
in line with other countries.
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The Lawson boom and the following recession also contributed to the problems of managing public finances. The
consumer-led growth of the late 1980s was particularly favourable to government revenues as both income and expenditure
taxes rose strongly. The resulting improvement in public finances—with the Government budget moving into surplus—
encouraged both a relaxation in public spending and cuts in taxation. The depth of the recession—and the approach of the
1992 general election—added to the pressure to reduce taxes and raise spending still further.

The boom of the late 1980s and the following recession are often attributed to the cumulative effect of a series of economic
policy mistakes and misjudgements in the face of a major shock to demand created by financial deregulation. However, such a
spectacular economic policy failure requires a more coherent explanation. In fact, the failure lay in the design of the Medium
Term Financial Strategy itself. While the objectives of the MTFS— low inflation and the control of public finances—were
correctly specified, the economic policy mistakes of the late 1980s arose from deficiencies in the framework which was put in
place to achieve them.

The monetary framework

First, the monetary framework which was meant to underpin the control of inflation broke down in the first half of the 1980s
and was not replaced with a satisfactory alternative mechanism for monitoring and regulating demand conditions. According
to the original formulation of the MTFS, controlling the growth of broad money (sterling M3) was the centrepiece of the
antiinflationary strategy, with a declining path being set for the growth of the money supply for a number of years ahead. The
basis of this approach is the existence of a stable relationship between the money supply and the level of demand (measured
at current prices) in the economy. If such a stable relationship exists, control of the money supply can ensure that the growth
of demand is consistent with low inflation.

The notion of controlling the amount of money as a means of regulating demand sounds deceptively simple. However, it
will only work satisfactorily in practice if there are effective policy instruments to adjust the amount of money in circulation
and if there is a stable relationship between the growth of the money supply and the level of demand. In the early 1980s, financial
deregulation greatly complicated both of these relationships. The direct restrictions which had been used to restrict the
activities of banks in the late 1970s were abolished, making control of the money supply wholly dependent on adjusting short-
term interest rates. In addition, the growth of interest-bearing accounts and the abolition of controls on international capital
movements boosted the growth of broad measures of money, such as M3 and M4, and weakened their relationship with the
growth of demand in the economy (Figure 3.5).

These problems made the operation of the MTFS monetary framework difficult from the outset. In 1980 and 1981 the
targets which had initially been set for monetary growth were massively exceeded. This had two effects, both of which
intensified the depth of the early 1980s recession: first, monetary policy was tightened further to meet the money supply
targets, resulting in interest rates being pushed up in the second half of 1981 in the wake of a deflationary budget and
alongside sharply rising unemployment; and second, the failure to hit the targets undermined the credibility of the Government’s
commitment to achieve low inflation, slowing the deceleration of wages and prices (Minford, 1991). Though the targets for
monetary growth were eventually achieved in 1983/4, the attempt to accurately target a measure of broad money in an era of
financial deregulation was widely seen as a failure. The response of the authorities was to shift the emphasis away from
controlling the growth of sterling M3 towards an approach based on looking at a range of indicators, including the exchange
rate and MO — a narrow measure of money, made up mainly of notes and coin.'®

Because the authorities were trying to take into account a wide range of indicators, the control of inflation came to rely
increasingly on a judgmental assessment of monetary conditions. It was this judgmental approach, coupled with attempts to
stabilise the sterling exchange rate against the Deutschmark,!® that opened the way for excessively lax monetary policy in
1987 and the first half of 1988. As Figure 3.6 shows, interest rates were cut from 11 per cent in early 1987 to a low point of 7.
5 per cent in May 1988, at a time when domestic demand was accelerating. Some have argued that the crucial mistake was to
abandon the original monetarist framework in the mid-1980s. (See, in particular, Congdon, 1992.) However, that line of
argument fails to recognise the difficulties in interpreting and assessing the signals provided by the growth of broad money
throughout the 1980s. Rather, the problem lay in not replacing the system based on monetary targets with a viable alternative
framework for ensuring that demand conditions were consistent with continuing low inflation.

There are three directions in which monetary policy could have moved to fill the gap left by the demise of the monetary
targets originally set out in the MTFS. The most obvious would have been a shift to targeting the growth of spending directly
using a framework based on the growth of money GDP or nominal domestic demand.?° Nominal domestic demand grew by
10.3 per cent during 1986 and accelerated to 11.9 per cent over the course of 1987— rates of growth which were clearly
incompatible with inflation in low single digits. Though there were problems with national accounts statistics in the late 1980s
(Pickford, 1989), the estimates available in early 1988 clearly signalled the unsustainable growth of expenditure.?! If these
figures had received more serious attention, interest rates would have been raised earlier and more decisively in 1988.
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Moreover, if the control of expenditure had been more central to the framework for controlling inflation, there would have
been a stronger official interest in identifying and correcting statistical errors.

The second alternative framework for UK monetary policy was membership of the ERM—using the DM as an ‘external
anchor’ for UK monetary policy, playing the role that the dollar had fulfilled under the Bretton Woods agreement. The CBI
came out in support of ERM membership in 1985 and Nigel Lawson made a case for joining then. It is sometimes argued that
because the experiments with informally targeting the exchange rate in 1987 and early 1988 contributed to the policy errors of
the Lawson boom, full membership of the ERM would have been more disastrous. However, if sterling had joined the ERM
in late 1985 (before the depreciation which followed the oil-price fall of the mid-1980s) the rate of entry would have been
around DM3.50 rather than the DM3 chosen later in the 1980s. A higher exchange rate—and the influence on expectations of
a clear commitment to low inflation that ERM membership was seen to imply—could have resulted in a much more
successful operation of monetary policy in the late 1980s.

The third direction that the United Kingdom could have followed in its monetary policy would have been to move more
quickly to the system of inflation targets that was established in 1992. In the 1985 Mansion House speech in which he
announced the abandonment of broad money targets, the Chancellor Nigel Lawson announced that inflation would be the
‘judge and jury’ of the success of his policy. If he had formalised this into an inflation target, monetary policy might have
responded more quickly to inflationary pressures that were emerging in the labour market and in the housing market.
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Destabilising fiscal policies

Monetary policy was not solely responsible for the strength of the late 1980s boom. A stimulus from fiscal policy also played
a part. There were substantial net tax cuts in the budgets of 1986, 1987, 1988 and 1989, with the basic rate of income tax
being reduced from 30 per cent to 25 per cent and the top rate of income tax from 60 per cent to 40 per cent. This tax-cutting
strategy was encouraged by the improving short-term position of public finances, which reflected the boost to revenues
created by the strength of consumer demand. The result was that the Government budget moved into surplus despite the fact
that fiscal policy was being eased, with a debt repayment of £3.5bn (0.8 per cent of GDP) in 1987-8, rising to £14.7bn (3.0
per cent of GDP) in 19889, with smaller surpluses in the two succeeding years. These surpluses encouraged policy-makers to
play down the inflationary risks from the tax cuts of the late 1980s, arguing that they were supported by a sound budgetary
position. However, when the boom unwound, the apparent strength of public finances turned out to be a mirage.

Though there is an obvious temptation for government to reduce taxes when the budgetary position is improving, in terms
of demand management, the tax cuts of the late 1980s were undoubtedly destabilising. In fact, when demand is growing
strongly, it makes sense to use both fiscal and monetary policy to restrain the growth of demand and head off inflationary
pressures. In other words, tax rises would have been more appropriate in the late 1980s than tax cuts.

Once again, the roots of the problem went back to the original design of the Medium Term Financial Strategy, in which the
reduction of public borrowing, the growth of the money supply and the rate of inflation were seen as inextricably linked. A
reduction in the contribution to monetary growth from public borrowing was identified as a key mechanism through which
inflation would be curtailed. However, because the budgetary position is affected by the cycle, this approach actually
encourages destabilising interventions. Periods of weak activity undermine tax receipts and push up unemployment benefits,
raising borrowing while the reverse will be true in a boom. If policy-makers seek to offset these movements with policy
changes, they will find themselves raising taxes and cutting expenditure in a recession and cutting taxes and raising
expenditure in a boom—i.e. accentuating fluctuations in growth and possibly also exacerbating inflationary pressures.

The 1981 Budget had provided an earlier example of this destabilising use of fiscal policy, when Sir Geoffrey Howe raised
taxes and cut public spending at the trough of the recession. In the early 1980s, there was a stronger argument that a tough
budget was needed to reinforce the credibility of the Government’s determination to restore financial stability. Supporters of
the budget point to the fact that it coincided with the turning point in economic activity, with the recovery beginning in the
second quarter of 1981 and continuing thereafter. However, the budget undoubtedly had the effect of holding back economic
growth, which was initially very weak—with GDP rising by 1.9 per cent in the first year of recovery (1981Q1-1982Q1).22 If
such a tough budget was required, monetary policy should have been relaxed to a greater extent to offset it.

The role of the supply side

The Government’s approach to the supply side of the economy in the late 1980s played a supporting role to these failures in
monetary and fiscal policy. In principle, measures to improve the effectiveness and efficiency of the supply side of the
economy should support the operation of monetary and fiscal policy by making output more responsive to demand and by
raising the potential growth of output. However, notwithstanding these possible long-term benefits, the supply-side agenda
being pursued by the Conservative Government in the 1980s encouraged the inflationary excesses of the Lawson boom in two
ways.

First, a number of measures which were taken to improve the longer-term efficiency of the economy had the effect of
raising demand in the short term. The most obvious candidate here is the process of financial market deregulation itself. The
desire to cut marginal tax rates also boosted demand, and sales of council houses and privatisation receipts contributed to the
improvement in public finances, which encouraged the relaxation in fiscal policy.?* Second, there was a general perception
that supply-side policies had raised the long-term growth rate so that the strong growth seen in the late 1980s would not pose
an undue strain on the economy. However, policy-makers greatly over-estimated the extent to which the sustainable growth
rate had risen. It is possible to detect some improvement in productivity growth in manufacturing industry and there are also
signs of an improvement in labour market performance.?* However, non-manufacturing productivity—which dominates the
productivity trend across the economy as a whole—rose at the same rate in the 1980s as in the 1970s. (Sentance, 1995).

Just as the attempt to maintain full employment contributed to the rise of inflation in the 1970s, basing macroeconomic
policy assessments on an optimistic assumption of the economy’s long-term growth potential encouraged the excesses of the
Lawson boom. Even in a situation where the long-term potential of the economy has increased, there may be ‘speed-limit’
constraints created by shortages of capacity and skills as the investment processes of the economy struggle to keep up with the
growth of the economy.
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THE EXCHANGE RATE MECHANISM

The decision to join the Exchange Rate Mechanism (ERM) of the European Monetary System in October 1990 was a reaction
to the failure to control inflation over the late 1980s. If the decision had been taken five years earlier —before the Lawson
boom got into full swing—the policy might have been more successful (see Chapter 16). However, sterling joined the ERM
just at the point when UK and German economic conditions were diverging sharply. German unification boosted growth in
the early 1990s, creating a tightening of monetary policy. However, the United Kingdom was moving into recession in the
wake of the severe squeeze that had been applied to demand by the high level of interest rates during 1989 and 1990, with
GDP dropping by over 2 per cent in 1991. That recession required a loosening of monetary policy.

These tensions did not become apparent at first. UK inflation fell sharply —dropping to around 4 per cent by the beginning
of 1992 (5.7 per cent excluding mortgage interest)}—and UK interest rates moved down to German levels. However, few signs
of recovery were apparent over the course of 1992 (though the economic statistics now show that a weak recovery had begun
over the course of the year, with the first quarter marking the trough in economic activity) and the financial markets began to
question the credibility of the United Kingdom’s policy of ERM membership at a central rate of DM2.95, which required
British interest rates to be held above German rates. On 16 September 1992, a wave of speculative selling of sterling forced
the withdrawal of sterling from the ERM.

ECONOMIC POLICY POST-1992

The forced departure of sterling from the ERM created something of a vacuum in UK economic policy-making. The
credibility of UK macro-economic policy had been badly undermined by the Lawson boom. It virtually disappeared following
the humiliating events of the autumn of 1992. Policy-makers faced the task of building a credible and reliable framework
which would not be subject to the problems which surrounded the original MTFS framework. In addition, they faced the
challenge of repairing public finances. The impact of the tax reductions of the Lawson era had been compounded by further
discretionary policy changes in the recession and an erosion of the local tax base by the failed introduction of the community
charge (the poll tax).

The gap in the monetary framework left by sterling’s departure from the ERM has been filled by an approach based on a
target for the inflation rate (measured by the annual increase in the retail prices index excluding mortgage interest). The
current system of inflation targets is the latest attempt to find a satisfactory framework for the control of inflation. Interest rate
decisions are based on an assessment of future inflation conditions, with the aim to keeping the rate of increase in the price
level below a target level (4 per cent in the short term and 2.5 per cent in the medium term). That assessment is based on
information, analysis and judgements from the Bank of England as well as the Treasury. Each quarter the Bank of England
publishes a comprehensive Inflation Report which contains analysis of a wide range of factors affecting the outlook for
inflation, including developments in the real economy and the performance of the labour market.

This monetary framework has operated reasonably well over the four years in which it has been in operation, with
underlying inflation averaging 2.8 per cent over the four years 1993 to 1996, while the economy has grown steadily and
unemployment has fallen by a third. The fact that both the Chancellor of the Exchequer and the Governor of the Bank of
England are involved in monetary policy decisions helps to safeguard against major errors of judgement. And the framework
is comprehensible in that the target variable is based on a concept (a variant of the retail prices index) which economic agents
understand. However, the new framework has yet to be severely tested by a major shock to the economic system and it
remains to be seen how it would perform in a more turbulent economic climate.

The approach to the control of public borrowing also reflects the lessons learned in the 1980s. Instead of tightening fiscal
policy at an early stage of the recovery, a delayed programme of tax increases was announced in two stages during 1993.
These tax increases began to take effect during 1994 and against the background of a growing economy and tight control of
public expenditure, they have produced a reduction in the PSBR from 7.1 per cent of GDP in 1993/4 to 4.5 per cent in 1995/6
and a projected 3.5 per cent in 1996/7. The rate of reduction of public borrowing has not been as great as earlier, more
optimistic official projections; the 1996 budget saw the introduction of a package of measures to tackle tax avoidance and tax
evasion, which ministers believe have contributed to the weakness of tax revenues.

CHALLENGES AHEAD

Both the performance of the UK economy and its policy-makers have exceeded the dismal expectations in the wake of
sterling’s departure from the ERM, when many respectable forecasters were projecting a future of persistently high
unemployment and rising inflation. The situation is promising, but success is not guaranteed. There are three key challenges
ahead which will determine whether the United Kingdom continues on the road to macroeconomic stability, or takes another
diversion down more familiar but less fruitful paths.
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The control of inflation

First, the framework for controlling inflation is likely to be tested by a pickup in consumer demand and growth in 1997.
Official projections, published in the autumn 1996 budget (H.M.Treasury, 1996) indicated a rise in the growth of consumer
spending to over 4 per cent in 1997 with GDP growth forecast to pick up to 3.5 per cent. These figures are broadly in line with
those being published by independent forecasters in late 1996. Growth of this order is not in itself a serious inflationary
threat. However, at the time of writing, the Bank of England Inflation Report is warning of a gradual upward drift in inflation
over the next two years, away from the medium-term target of 2.5 per cent or below. This points to the need for interest rates
to rise, though there are a wide range of views about the timing and scale of the necessary adjustment. Some commentators
are highlighting the mistakes that were made in the Lawson Boom, when the strength of consumer demand was persistently
underestimated.?

This situation highlights two issues which have been actively debated since the introduction of the inflation target
framework. First, given that policy levers affect inflation with a delay of up to two years, should there be an intermediate
target for demand which guides policy-makers’ decisions on interest rates? At present, the Bank of England’s inflation
forecast effectively plays the role of this intermediate target (Svensson, 1996). However, forecasts can be wrong and may lack
credibility.

One possibility is to return to targeting the money supply, as envisaged under the original MTFS. There are currently
‘monitoring ranges’ for two monetary aggregates—MO0 and M4—though the ranges are wide (0—4 per cent for MO and 3-9 per
cent for M4) and the signals provided by these indicators do not appear do be given much weight in monetary policy
decisions. Putting greater weight on these monetary measures to guide policy decisions would risk a return to the problems
encountered in the early 1980s. A more promising approach would be to monitor and target the rate of growth of spending
directly (rather than indirectly, through the money supply). One proposal on these lines is to set a target range of 4-6 per cent
for nominal domestic demand, adjusting policy to keep the growth of spending within these limits?® (Sentance and Nixon,
1995.) Keeping spending growth at around 5 per cent ensures it is consistent with the medium-term growth of the economy
(around 2.5 per cent) and the Government’s medium-term inflation target.

The second issue highlighted by the monetary policy decisions that must be taken in 1997 is the possible influence of
political factors. A general election must be held by the summer of 1997 and a change of government is a distinct possibility.
Though there is likely to be broad continuity of macro-economic policy in the event of the election of a Labour government,
there are still some risks to inflation associated with a change of government (Sentance, 1996). One way of isolating monetary
policy from political influences both before or after the election would be to make the Bank of England independent of
government and assign it the task of setting interest rates to meet the inflation target.

An independent central bank could be seen as a further development of the moves which have taken place since 1992,
which have given the Bank of England a greater role in monetary policy through the publication of the Inflation Report, the
involvement of the Governor of the Bank in interest-setting decisions and the publication of the minutes of meetings between
the Governor and the Chancellor. The arguments here are finely balanced. An independent central bank could reinforce the
credibility attached to the inflation target but would involve the handover of monetary policy to a largely untested institution.
The case for such a move would be stronger if there was evidence of monetary policy being manipulated for short-term
political gain in the past. In fact, the major monetary policy errors of the 1980s were mistakes of competence and judgement
and the main area where political influences have been felt on economic policy has been in the operation of fiscal policy.
Because ‘two heads are better than one’, restricting the Bank to an advisory monetary policy role may provide a better
safeguard against future errors of competence, even though there is a greater exposure to political risks.

Controlling public borrowing

The second major macroeconomic policy challenge for the late 1990s is the need to reduce public borrowing to sustainable
levels. Whatever the political complexion of the Government in power, it will face the need to bring public borrowing down
to a more sustainable level. Borrowing for the financial year 1997/8 is now projected to fall to 2.5 per cent of GDP, but is only
on the border of the level of borrowing which is sustainable over the medium-term, based on the view that government should
aim to stabilise and if possible reduce the level of public debt in relation to GDP. It provides little margin for error in face of
an unexpected downturn or other unforeseen shocks, restricting the ability of policy-makers to use fiscal policy to stabilise the
economy.

Official projections see borrowing continuing to fall over the medium term, with the 1996 budget indicating that balance
will be achieved by the turn of the century. But these projections rely on extremely tight control of public expenditure. Over
the next three years, public spending growth will be held to around 0.5 per cent a year in real terms, after increases below 1
per cent in the last two years. This flies in the face of experience even under a Conservative government. The public spending
share of GDP has fluctuated a great deal with the cycle and there have been temporary periods of severe spending restraint.
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Figure 3.7 Main components of government spending (% of GDP)

But as we get richer, we expect levels of public service to rise, with efficiency savings absorbed by other upward pressures on
public spending. As a result, the main elements of current public spending rise with national income (i.e. at over 2 per cent a
year) in the medium term—as Figure 3.7 shows. Even the Conservatives have not been prepared to make the radical changes
to the public sector which might have broken this link.?’

Cuts in public investment and reduced financial support for nationalised industries do allow the Government to claim that
overall public spending has been falling as a share of the economy. The Private Finance Initiative is being used to reduce
public investment still further, by using private capital, rather than public funds, to finance major projects. But the scope for
further privatisation is diminishing and the Government is reaching the limit of its ability to squeeze public spending with
creative mechanisms of this sort. Moreover, cuts or delays in necessary infrastructure investment can hold back the growth of
the economy. If, as seems likely, the pressures to increase spending build up in response to the current squeeze, there may
well be the need to raise taxes again in the next Parliament to keep down public borrowing.

EUROPEAN MONETARY UNION

The third challenge facing UK economic policy-makers is European Monetary Union (EMU). A group of countries, including
Germany and France, are likely to go ahead with plans laid down in the Maastricht Treaty and form a currency union at the
beginning of 1999. A decision will be taken in the first half of 1998 on the issue of which countries meet the convergence
criteria and join the currency bloc, though the United Kingdom has to notify its intention to join before the end of 1997
because of the opt-out negotiated at Maastricht.?®

The decision to join EMU will reflect political factors as well as economic criteria and both major parties have promised a
referendum on the issue. However, on purely economic grounds, a decision by the United Kingdom to enter EMU at an early
stage would represent a large step in the dark that could very easily harm the promising macroeconomic scenario that is in
prospect. The practical step that the United Kingdom would take if it did sign up in 1999 would be to fix its exchange rate for
all time against the other participating currencies, including Germany, and accept the interest rate set by the European Central
Bank, which would reflect an assessment of monetary conditions in the currency union as a whole, rather than in the United
Kingdom. Fiscal policy would also be constrained to some degree under a ‘stability pact’ currently being negotiated.

There would be three large risks associated with a UK decision to join EMU in 1999. The most significant is exchange rate
misalignment. The volatility of the pound against the Deutschmark in recent years is in stark contrast to the experience of the
French franc and the other currencies which followed the discipline of the narrow bands of the ERM in the 1980s. These countries
form a ‘core’ whose inflation and interest rates are already closely aligned with Germany and which have maintained a
broadly stable exchange rate relationship for ten years (when the last FFr/DM realignment took place in the ERM). In a low
inflation climate, getting the exchange rate ‘wrong’ by 5-10 per cent could be very disruptive for macroeconomic
performance. A stronger track record of exchange rate stability would reduce this risk but is not yet evident.

The second EMU risk concerns the conduct of monetary policy within the new currency union. In the early stages of EMU,
it will be hard to assess monetary conditions—just as it was in the wake of financial deregulation. Moreover, the currency
union is likely to be dominated by a ‘core’ of countries surrounding France and Germany, whose cycle has been out of
synchronisation with the United Kingdom in recent years. There is therefore a serious risk that in the early stages of EMU, the
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monetary policies that are applied within the currency union will not be suitable for the UK economy, again disrupting
macroeconomic performance.

The third EMU risk surrounds fiscal policy. The ‘stability pact’ that is currently being negotiated would place limits on the
scope for countries to use fiscal policy for stabilisation purposes. Arguably, the opposite is required, giving countries some
fiscal flexibility to offset shocks to offset the loss of exchange rate flexibility. Here, there is a clear tension between medium-
term financial stability—which the stability pact is aimed to ensure—and the stabilisation of output within the economy.
While the disciplines of the stability pact make sense for a group of convergent economies, it could well compound the
problems of early UK entry, again exerting a destabilising influence on the economy.

While these risks of early UK entry into EMU are clear, it may well be in Britain’s long-term interests to join a European
currency union eventually. Indeed, signalling that the United Kingdom had no interest in joining could reinforce the
impression that Britain’s interests are diverging from the EU and undermine political and economic cooperation in other areas.
The UK macroeconomic policy framework will therefore probably need to embrace exchange rate stability against the Euro®’
as one of its objectives after 1999— though experience in the Lawson boom and within the ERM shows that this should not
override the need to maintain sound financial conditions in the domestic economy. Achieving this balancing trick may result
in a rather prolonged transition to full UK participation in EMU.

CONCLUSION

A key lesson from the United Kingdom’s experience of macroeconomic management over the last thirty years is that financial
stability—low inflation and a sound public sector financial position—is a precondition for satisfactory management of the
real economy. That financial stability was provided in the 1950s and 1960s under the Bretton Woods exchange rate regime. It
was undermined by the turbulence of the mid-1970s and later in the Lawson boom. However, subject to further moves to
reduce public borrowing and intelligent operation of the inflation target regime, financial stability has now been restored to
the UK economy. Subject to growth not proceeding too fast in the short term, macroeconomic policy should then be able to
allow the economy to return to the true equilibrium unemployment rate, which is probably below 6 per cent of the labour
force (Sentance, 1995).

Another lesson of UK economic management is that sudden lurches towards an untested policy framework can have
unpredictable and damaging effects. That is the lesson from the monetarist experiment of the early 1980s and indeed the hasty
move to join the ERM in 1990. That is the worry surrounding EMU entry in 1999: for all the potential long-term benefits of
being inside rather than outside a stable currency union, EMU entry could represent yet another destabilising lurch in policy
from which the United Kingdom would take years to recover.

NOTES

1 UK GDP grew by 3.0 per cent a year between 1950 and 1973, compared with 5.9 per cent in West Germany, 5.1 per cent in France
and 5.5 per cent in Italy over the same period (Temple, 1994). Data on GDP per head at purchasing power exchange rates is taken
from OECD National Accounts (latest edition).

2 Since 1970, the United Kingdom has experienced six years in which GDP has declined, compared with five in the United States,
three in Germany, two in Canada and Italy and one in France and Japan. It is worth noting that notwithstanding the length of the
Japanese ‘recession’ in the early 1990s, GDP has risen in each calendar year, albeit by around 1 per cent or less in the four years
1992 to 1995.

3 The public sector borrowing requirement expanded from 1.6 per cent of GDP in 1971/2 to 5.8 per cent in 1973/4, with a tax-cutting
budget in 1972 and significant increases in public spending in 1973. Tax cuts were made in the budgets of 1986, 1987, 1988 and
1989.

4 Interest rates were raised by just 1.5 percentage points between their low point in 1994 to reach a peak of 6.75 per cent in early 1995.
This peak was below the lowest point interest rates had reached in the 1980s (7.5 per cent in May 1988).

5 The problems caused by inflation would be much less serious if it could be fully anticipated, in which case households and firms
could ‘see through’ the effects of changes in the average level of prices. But in practice, high inflation has been associated with a
volatile inflation rate—making it difficult if not impossible to anticipate changes in the price level. Moreover, at very high rates of
inflation, even the costs of anticipated inflation—the need to constantly adjust prices and economise on the use of money (because it
is declining in value rapidly)—can become significant.

6 High inflation can contribute to higher volatility in the real economy by increasing uncertainty about business conditions and
confusing the signals provided by changes in relative prices. However, perhaps its biggest destabilising effect on the real economy is
the cost of squeezing inflation out of the system, which normally results in a recession of some sort. Two out of the last three UK
recessions have resulted from policies that were applied to squeeze out inflation.

7 The equilibrium unemployment rate, or NAIRU, is a development of the ‘natural rate’ of unemployment concept introduced by
Friedman in his 1967 address to the American Economic Association (Friedman, 1968). The concept is based on the notion that
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structural characteristics of the labour market predominantly determine the unemployment rate which is consistent with stable
inflation. Attempts to keep unemployment below that level will ultimately lead to accelerating inflation, while a reduction in inflation
requires unemployment to be held above the equilibrium unemployment rate for a while.

In the United Kingdom, the proportion of union members in the workforce rose from around 45 per cent in 1966/7 to over 50 per
cent by 1970, reaching a peak of nearly 60 per cent of employment in 1979. For a family with one earner on average earnings, social
security benefits as a percentage of wages rose from 30— 35 per cent in the 1950s to 40—45 per cent by the late 1960s, fluctuating
around that level in the 1970s and early 1980s. (Layard and Sentance, 1986.)

For detailed accounts of the factors responsible for the rise in the equilibrium unemployment rate between the 1960s and the 1980s,
see Minford (1983) and Layard, Nickell and Jackman (1991,1994).

The PSBR amounted to 9.0 per cent of GDP in 1974/5 and 9.4 per cent in 1975/ 6. However, Denis Healey, who was Chancellor of
the Exchequer at the time, has since argued that the United Kingdom would not have needed the loan negotiated with the IMF if the
Government and the financial markets had known the true state of UK public finances, which were healthier than Treasury forecasts
suggested (Healey, 1989:432-3). The PSBR fell to 6.4 per cent of GDP in 1976/7 and to 3.6 per cent in 1977/8 (helped by
expenditure cuts agreed with the IMF), though the deficit widened again to 5.3 per cent of GDP in 1978/9.

VAT was raised from 8 per cent to 15 per cent in 1979, adding about 3 per cent to the retail prices index. The Government also made
significant increases in public sector pay, following the Clegg Report in 1980, giving a confusing signal to private sector pay
bargainers at a time when wage increases needed to adjust downwards to lower price inflation.

The OECD estimates that the UK ‘structural’ budget deficit—which attempts to correct for cyclical influences—fluctuated between 2
per cent and 3 per cent of GDP between 1984 and 1990. (OECD, Economic Outlook, June 1996, Annex Table 31.)

The unemployment figures refer to definitions in use at the time. If unemployment is measured on a basis consistent with current
definitions, it only exceeded 3 million in 1985 and 1986.

This process is sometimes known as unemployment ‘hysteresis’, in which the path of the non-inflationary unemployment rate is heavily
influenced by past shocks. See Budd, Levine and Smith (1988), for an analysis of this issue.

More active labour market policies, which aimed to provide training and job-search facilities for long-term unemployment, were
implemented in the late 1980s and helped to support the reduction of unemployment over the period 1986-90.

Canada is the most volatile of the G7 economies since the early 1980s but this is accounted for by the fact that it is a major producer
of energy and minerals and hence is more exposed than other economies to fluctuations in the prices of these commodities.

The fact that the UK public sector was running a current deficit for most of the 1980s and 1990s—and hence reducing the national
savings rate—may have contributed to poor UK investment performance. UK fixed capital spending as a share of GDP averaged 17.5
per cent in the 1980s, compared with 19.0 per cent in the US and 20-21 per cent in other major European countries. Between 1990
and 1995, UK investment has averaged 16.2 per cent of GDP compared with 16.5 per cent in the US. Again, this is substantially
below other major European countries: France—18.5 per cent; Italy—20 per cent; Germany and Spain—22 per cent. In addition,
though UK investment was not far below the US average over the 1990s, the profile over the recovery has been very different. US
investment picked up strongly over the recovery to reach 17.5 per cent of GDP in 1995, compared to 15 per cent in the United
Kingdom.

The 1985 Financial Statement and Budget Report stated that ‘the significance of the broad aggregates as monetary indicators has
somewhat diminished. Equal weight will be given to the performance of MO and £M3, which will continue to be interpreted in the
light of other indicators of monetary conditions. Significant changes in the exchange rate are also important. It will be necessary to
judge the appropriate combination of monetary growth and the exchange rate needed to keep financial policy on track: there is no
mechanistic formula’ (HM Treasury, 1985).

The Government sought to keep the pound at around DM3 during 1987 and early 1988.

Arguably nominal domestic demand—the sum of private and public consumption and gross investment—is the superior measure, as
strong growth of demand can divert production from exports and encourage imports, as it did in the late 1980s, with the result that
money GDP growth understates demand pressures. (Money GDP is domestic demand plus exports less imports.)

The figures available in March 1988 showed domestic demand rising by 10.7 per cent in 1987 and 10.1 per cent in 1986—not far short
of the revised estimates currently available (11.9 per cent and 10.4 per cent).

Over this period, the impact of the budget can also be seen in the components of demand which were affected by the fiscal squeeze:
consumer spending fell by 0.2 per cent and public sector investment was cut by 8.6 per cent.

Virtually the whole of the surplus on public finances in 1988/89 was accounted for by asset sales: £7bn from privatisation proceeds
and about £6bn from sales of council houses and other buildings and land.

The average of a range of estimates of the equilibrium unemployment rate for the late 1980s quoted by Cromb (1994) suggest that it
has fallen back to 6 per cent and may have fallen further in the early 1990s. See Sentance (1995) and Robinson (1996) for an assessment
of the evidence on this issue.

The March 1988 budget forecast growth of consumer spending of 4 per cent in 1988, with GDP growth of 3 per cent. In the event,
consumption grew by 7.5 per cent and GDP by 5 per cent!

Successfully targeting a spending measure of this sort depends on the reliability and timeliness of national accounts data. However,
the cost of mistakes in macro-economic policy are arguably sufficiently large to justify investments in this area.

For a detailed exposition of these arguments, see Hall, O’Sullivan and Sentance (1996), which sets out a detailed econometric
analysis of UK public spending and revenues since the mid-1970s.
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28 The criteria set down specific thresholds for assessing price stability, the sustainability of low inflation, exchange rate stability and
the soundness of public finances. These include a threshold of 3 per cent for the budget deficit in 1997 and a benchmark for public
debt of 60 per cent of GDP—though there is some scope for flexibility in applying these criteria.

29 The Euro is the agreed name for the new single currency.
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INTERNATIONAL TRADING PERFORMANCE
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OVERVIEW: GROWTH, COMPETITIVENESS AND TRADE

PERFORMANCE!
Paul Temple

It is the great multiplication of the production of all the different arts, in consequence upon the division of labour,
which occasions, in a well governed society, that universal opulence which extends itself to the lowest ranks of
the people.

(Adam Smith, The Wealth of Nations, Book I chapter 1)

INTRODUCTION

Today the question of Britain’s economic performance remains as fascinating as ever. Having undergone its third major
recession in the post-war period, the rhetoric of the recovery has emphasised the combination of an expanding economy
without the re-emergence of inflation—evidence in the eyes of some that the persistent relative economic decline which
spanned more than a century is now firmly in the past. Others, however, argue that progress is largely a chimera created in
part by the poor performance of other European economies. On this view, any gains achieved through the economic policies of
the last twenty years amount to a belated period of catching up with other major economies and have been bought at the
expense of rapidly rising, and possibly unsustainable, levels of inequality. Moreover, it has been argued that the policies have
not created the institutions capable of assisting in the generation of sufficient numbers of adequately compensated jobs which
would be necessary to bring about a more general increase in prosperity.

This overview provides essential background to the ongoing debate by outlining some of the principal features of Britain’s
economic performance. In order to provide some historical context for current controversies, Britain’s progress is examined
first over the longer term—from the last decades of the nineteenth century when doubts first began to surface. The modern
period from the watershed year of 1973 is then examined in more detail.

In order to see how Britain stands today in relation to other comparable economies, to understand how it got there, and to
assess the extent of any recent improvement in its performance, we first of all need some elementary concepts enabling us to
compare and contrast the economic progress of nations. This is the purpose of the next section. The chapter then examines the
path of Britain’s relative economic decline from the last decades of the nineteenth century through to the period sometimes
referred to as the ‘Golden Age’ which marked the thirty years following the Second World War and which ended in 1973.
The next section then describes the contours of the period since 1973, which was characterised by a slowing of economic
growth in all the major economies. This period is explored further by using the conventional economic technique of growth
accounting, commenting also upon the more recent framework provided by endogenous growth theory. A different, and
possibly richer, approach is then examined, based on the relationship between economic growth and increasing international
specialisation. It is argued that a sea change has occurred in the determinants of international specialisation and that as a
consequence, growth performance in the developed economies is now much more dependent on the ability of the developed
economies to generate and utilise knowledge. The following section comments on the challenges this presents for economic
policy, relating them to the concern in many countries with the concept of competitiveness. The chapter then concludes.

INTERNATIONAL COMPARISONS OF GNP

If we accept at the outset that the primary purpose of economic activity is the promotion of well-being, then economic
progress for a nation can be described in terms of the ability of its economy to increase the well-being of its citizens. Any
assessment of economic performance therefore begins with an attempt to measure ‘well-being’ or ‘wealth’. We first of all
consider some frequently employed concepts.

There is no simple way of gauging the progress made by a nation in terms of well-being. Nevertheless, economists do
frequently make use of the concept of gross national product (GNP). For a nation this is defined as the total income from
economic activity earned by its citizens. This measure has, however, been increasingly criticised as being too narrow from the
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perspective of wealth creation, and it is indeed important to bear in mind a number of points. First, that GNP measures only
marketed goods and services, ignoring for example the contribution of unpaid domestic labour in raising children and
supplying other household services. Second, that neither benefits from the environment or the costs of resource depletion are
included in the GNP total. So when, for example, coal is mined, the activity of mining is included in GNP but nothing is
deducted for the natural resources which are used up. Third, GNP essentially measures a flow of income, and
cannot necessarily be expected to deal adequately with the fact that much well-being is derived from the consumption of
existing assets—whether of television sets or motor cars. However the argument is not clear-cut; since the production of
durable assets is included in the total, these flows are measured to the extent that its future utility is represented in the
purchase price of the asset.

These points of criticism were picked up recently in the Report of the Dahrendorf Commission, Wealth Creation and
Social Cohesion (1995), which referred to the ‘fetishism’ commonly attached to GNP figures. Economists are, however,
habituated to thinking in terms of aggregate measures of economic activity and as the Commission itself admitted, GNP does
have a place as part of a more general ‘wealth audit’, which would not only attempt to ameliorate some of the problems with
GNP, but would include a much wider variety of social, political, and environmental indicators to give a broader perspective
as to what people actually value.

If we likewise accept that GNP figures have some relevance, we can get an idea of average living standards by dividing the
GNP estimate by population, to obtain GNP per head. In the United Kingdom for 1994, and according to official data, GNP
(measured at market prices) amounted to £678 billion and was distributed among an estimated population of 58.4 millions—a
level of GNP per head of around £12,500. How does this figure square up with that of other nations? Such a comparison can
only be performed by converting GNP per head in each country into a common currency. The most appropriate way of doing
this is to use purchasing power parity (PPP) rates of exchange, whose use, like that of GNP is also a source of debate?.
However, if we are still willing to suspend our disbelief we can make comparisons of the sort depicted in Figure 4.1. The
figures are drawn from the 1996 World Bank Development Report and use PPP exchange rates developed in an ambitious
attempt to compare price levels around the world. The resulting GNP comparisons are made relative to the US for 1994, so
that the UK level of 69.4 implies that GNP per head was estimated to be over 30 per cent below that of the US, which had the
highest recorded level. The United Kingdom was, however, more evenly matched with her major EU partners. Levels in both
France and Germany were estimated to be about 10 per cent ahead of the United Kingdom, although it should be remembered
that the German figure is heavily influenced by the incorporation of the eastern part of the country in 1991.

Comparisons outside the largest six economies (the G6) are also illuminating. Much has recently been made for example
about the newly industrialised ‘tiger’ economies of the Pacific—South Korea, Hong Kong, Singapore, and Taiwan. Today,
the GNP per head of Singapore and Hong Kong comfortably exceeds that of the United Kingdom. However, it needs to be
remembered that these are essentially city states with relatively small populations (around six million in the case of Hong
Kong and less than three million in the case of Singapore) and for this reason a simple comparison is of dubious value.
More pertinent is the case of South Korea, which had an estimated population in 1994 of 45 millions. Here, GNP per head
was still less than three-fifths of the UK figure. In fact South Korea has a very similar level of GNP per head to Argentina. In
their turn, these levels are some way ahead of those found in Central and Eastern Europe. The figure for the Russian
Federation is less than one-fifth of that for the US. Way below even these levels it can be seen that the poorest economy in
1994 was Rwanda, with an income per head little more than 1 per cent of that of the US.

It needs of course to be stressed that all these comparisons are based on average income. No account is taken of the
distribution of incomes within these economies, and hence there can be no presupposition that these figures reflect (to any
great extent) fypical standards of living. In general, the more equal the distribution of income, the more these average figures
genuinely reflect typical patterns of consumption. In fact, the distribution of income has shifted markedly in many economies
over recent years, and in the advanced economies, and especially in Britain, it has become significantly less equal (as
Chapter 13 shows in more detail, below). We comment on this further below, and it forms an important element in the
overview discussion of the labour market in the chapter below.

Comparisons such as these do not clearly bring out the factors behind Britain’s disappointing long-run economic
performance, nor the possibility that recent economic progress has ended the cause for that disappointment. For this we need
to consider comparisons over time; accordingly, the next two sections review Britain’s economic record both over the long
period, and then for the more recent past.

RELATIVE ECONOMIC DECLINE 1870-1973

Dissatisfaction with Britain’s economic record has a long history, with clear origins before the beginning of the twentieth

century, when economic concerns were inextricably linked to perceived military decline, especially in relation to Germany.
In order to broach the question of Britain’s economic record over the long run, it is convenient to distinguish the historical

period of decline from what we might usefully call the ‘modern’ era. Perhaps the most obvious year for this chronological
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division is 1973. Most historians now use this as the year which marked the end of a remarkable period of post-war economic
growth, now sometimes referred to, but not perhaps recognised at the time, as the ‘Golden Age’—when historically high rates
of expansion combined with very low levels of unemployment, modest levels of inflation, and a benevolent business cycle.
The century beginning in 1870 might then be considered in two further periods—the first from 1870 to 1913, which was the
period when Britain’s supremacy as an industrial power, built up during the industrial revolution in the first half of the
nineteenth century, was challenged, primarily by the US and Germany, and then overturned. The period between 1913 and
1950 was of course overshadowed by two wars and a powerful inter-war recession; one of the most significant features of the
latter was a general decline in volumes of international trade.

Long-run estimates of the growth of output and income are generally available in terms of gross domestic (as opposed to
national) product (GDP)— e.g. Maddison (1991). This may be defined as income arising from productive activity taking
place within a specified region. The difference between GDP and GNP is attributable to the difference between income
arising from productive activity carried out domestically but paid to overseas residents, and income earned from productive
activity carried out overseas but received by domestic residents. So profits earned by Nissan Motor arising from its UK
operations but repatriated to Japan constitute a part of the United Kingdom’s GDP but not its GNP. Likewise profits from the
overseas operations of ICI which are remitted as dividends to UK citizens are a part of GNP but not GDP. However because
the balance between these two kinds of flow is typically small for the major economies, the fact that GNP is a more
appropriate indicator of national wealth need not detain us at this point.

The basic progress of GDP for five economies (the United Kingdom, France, Germany, the US, and Japan) over the three
periods is depicted in Figure 4.2 in terms of /evels of GDP per head, and in Table 4.1 in terms of growth rates.

Figure 4.2 shows comparative levels of real GDP in each of the benchmark years, based on both the prices and PPPs of
1984. In 1870 it can be seen that the United Kingdom had a substantial lead in terms of GDP per head over the other four
economies, with levels very close to double those in Germany and 36 per cent ahead of the US. Such were the differences in
growth rates between the US and Britain in the period up to the First World War, however, that the US emerged with clearly
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Figure 4.2 The progress of GDP per head in five economies

Source: Maddison (1987).

Note: GDP valued at 1984 prices and 1984 PPPs.

the highest level of GDP per head by 1913. As Table 4.1 shows, growth rates were also significantly faster than Britain in all
the other economies during this period, but not sufficiently so to catch up or overtake.

The decades between 1913 and the end of the Second World War were

Table 4.1 Average annual percentage growth rates of GDP in five economies

GDP

UK France Germany Japan Us
1870-1913 1.9 1.5 2.8 23 39
1913-50 1.3 1.1 1.3 22 2.8
1950-73 3.0 5.0 5.9 9.3 3.6
GDP per capita
1870-1913 1.0 1.3 1.6 14 1.8
1913-50 0.8 1.1 0.7 0.9 1.6
1950-73 2.5 4.0 4.9 8.0 22
GDP per hour worked
1870-1913 1.2 1.6 1.9 1.9 1.9
1913-50 1.6 1.9 1.0 1.8 24
1950-73 3.2 5.0 5.9 7.6 2.5

Source: Maddison (1991).

disastrous for the international economy. As Table 4.1 demonstrates, growth was everywhere slower; however, with the
exception of the US, per capita GDP growth was actually very similar across the economies, so that by 1950, the United
Kingdom still maintained a significant lead over the continental economies and even more so over Japan. More significant,
however, was the substantial overall lead of the US in 1950 — nearly one half higher again than Britain in terms of GDP per
head, and well over double that of Germany. Built up over at least eighty years, the faster trend rate of growth of both GDP
and GDP per head in the US meant that the substantial lead was to become, as most historians would now agree, a potent
source of profitable investment and ‘catch up’ in the Golden Age after 1950.

Although GDP (or better, GNP) per head is the relevant concept if we are interested in the progress of living standards, if we
are interested in relative economic efficiency, GDP per person employed (or for preference, per hour worked) is superior
because it provides a measure of labour productivity. Table 4.1 also includes Maddison’s estimates of the growth of GDP per
hour worked in the periods under scrutiny. What stands out is that progress in the trans-war period is now rather similar to the
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period 1870-1913, and that the slower growth of GDP and GDP per head basically reflected a slower growth of labour input
rather than labour productivity; indeed, in Britain, France and the US, progress is actually faster in the trans-war period than
in the earlier era. For Britain, leadership having been surrendered, the overall growth in labour productivity is more or less on
a par with the other economies which are following the US.

By 1950 however, the US was actually able to increase its lead substantially in terms of labour productivity, increasing
considerably thereby the scope for catch-up elsewhere. In the main, the opportunities were grasped by the major economies,
as is attested by the historically rapid rates of expansion of nearly all the indicators, especially outside the US. For the US
itself, labour productivity growth (at least in terms of hours worked) was remarkably similar across the two periods.

In the light of this, the degree of progress made by of Britain between 1950 and 1973 must be seen as exceptionally
disappointing, even though it represented an unprecedentedly rapid rate of growth from the point of view of Britain’s own
history.

The idea that catch-up is a useful way of thinking about economic growth now has a long history and is widely accepted in
both the theoretical and empirical literature. It needs to be remembered in this context that, as Abramovitz (1986) has pointed
out, there is nothing automatic about such a process, and indeed one of the major points of departure for economic history
since the Industrial Revolution has been the progressive divergence in productivity levels between what are now regarded as
the advanced economies, and the rest of the world. The missing ingredient that allows a potential for catch-up to be realised,
is what Abramovitz termed ‘social capability’, a catch-all concept embracing not simply educational levels of the workforce
but the obstacles to growth raised by vested interests and the institutional context within which those interests operate.

Discussion of the causes of relative economic decline over the century reviewed is beyond the scope of this chapter; the
literature is both vast and growing. A useful introduction to the issues can be found in Coates (1994), many echoes of which
will be found throughout this book. Here, however, as elsewhere in the book, we concern ourselves with the question of
whether the period since 1973 has resulted in something of an economic revival, or whether fundamental economic weakness
can be regarded as continuing throughout the post-war period.

THE PERIOD SINCE 1973

There are a number of important reasons for using the soubriquet ‘modern’ (rather than simply recent) to describe the whole of
the period since 1973.

Perhaps the most important reason is the fundamental change in the basis of the process of international specialisation after
1973; discussed more fully below, it has involved a switch from a process of growth and specialisation based on catch-up and
convergence with the technologically most advanced economy in 1950—the US—to one in which growth is being
increasingly dominated by the ability of economies to generate investment based on the generation and exploitation of
knowledge.

There are, however, other reasons for describing 1973 as a watershed. The following are perhaps the most important.

1 For most OECD economies, 1973 was statistically a post-war peak in terms of economic growth. Most indicators of the
growth of aggregate economic activity (GDP) as well as of labour productivity turn down after that point. In the United
Kingdom for example, if the average annual growth from 1950 is recorded for successive years after, say, 1960, the series
would peak in 1973.

2 By 1973 the scope for catch-up in productivity levels between the followers and the unequivocal leader in 1950—the US
—had diminished considerably. Further, many other obvious sources of rapid productivity growth and investment
opportunity in the OECD had all but exhausted themselves. We need to include here factors such as the potential for
employment to switch away from low productivity agriculture into higher productivity activity in manufacturing or
certain service industries; until the 1970s these industries were consequently faced with a highly elastic labour supply.
Maddison (1991) estimated that for sixteen advanced economies, the mean percentage of employment in agriculture fell
dramatically from nearly 25 per cent in 1950 to 17.5 per cent in 1960 and just 9.3 per cent in 1973. The subsequent
decline (to 6.0 per cent in 1987) has been much more modest. Note that Britain, which had a comparatively low level of
employment in agriculture in 1950, was much less well placed from this point of view, but correspondingly was less
affected by the loss of this source of productivity advance.

3 The early 1970s also marked a number of other events which were crucial in defining and shaping economic policy.
Some were of a temporary nature, but others were more permanent. Among the latter, pride of place should go to the demise
of the international monetary order which had been instigated by the Bretton Woods Conference in 1944. Primarily this
meant that international exchange rates became free to fluctuate on a day-to-day basis>—albeit that for most of the period
and for many of the countries, this took the form of a ‘managed’ float. Beyond this we should mention both the build-up
of excess demand for the world’s primary commodities in the early 1970s—exacerbated by the very strength of the boom
in 1972 and 1973—and the OPEC cartel oil-price rises of 1973—4. In fact, in the full period since 1973, these factors have
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proved only temporary. Recent years have seen weakness in primary commodity prices, especially those destined for use
as industrial inputs. Nevertheless, the combination of rising oil and commodity prices, in tandem with the system of
fluctuating exchange rates imparted a powerful impetus to inflation. It was a supply shock of sufficient force to have
produced a significant shift in priorities, so that today the control of inflation remains on top of the macroeconomic policy
agenda.

As regards economic aggregates, some of the main features of the period since 1973 can be gleaned from Table 4.2, which
introduces Italy to the five nations considered in Table 4.1. The clearest feature of all is of course the marked slow-down in
measured rates of growth of output, output per head, and labour productivity (GDP per person employed). The United
Kingdom is no exception in this regard, but compared to the other economies, it is clear that the slowdown has been less
severe. Nevertheless, the fact remains that aggregate GDP grew more slowly over the whole period than in any of the other
economies. However, relatively rapid rates of population growth in the US and France meant that the growth of GDP per head
in the United Kingdom was more or less on a par with those economies, although some way below Germany, Italy, and above
all Japan.

The choice of 1993 as the end-point is dictated by data availability as at the time of writing, but this is not ideal since in
that year economies were at very different stages of the business cycle. In this sense, we may not be measuring the growth in
economic capacity in each economy very accurately, since 1993 may be a year in which capacity utilisation varied widely
between the

Table 4.2 Average annual percentage rates of growth in six countries, 1960-93

GDP

UK France Germany Italy Us Japan
1960-73 3.1 34 4.3 53 3.9 9.6
1973-93 1.6 2.1 22 23 24 3.6
1973-most recent peak 1.9 23 2.3 2.5 2.5 3.8
GDP per capita
1960-73 2.6 43 3.7 4.6 2.6 8.3
1973-93 14 1.5 2.1 23 1.4 2.9
1973-most recent peak 1.8 1.7 23 2.7 1.6 3.1
GDP per person employed
1960-73 2.8 4.7 4.1 5.8 1.9 8.1
1973-93. 1.7 1.9 1.8 22 0.7 2.5
1973-most recent peak 1.6 2.0 1.9 2.0 0.6 2.7
GDP per hour worked
1960-73 34 33 5.1 6.6 24 9.1
1973-89 2.0 3.2 2.3 2.2 1.0 3.1

Source: OECD Historical Statistics 1960-93; Maddison (1991) for data on hours worked.

economies. A crude way of adjusting for this possibility is to measure output growth between cyclical peaks, i.e. when
capacity is more or less fully utilised. While 1973 marked a peak for all the economies, the peak around 1990 varies somewhat.

Recorded growth between the 1973 peak and the most recent peak is also depicted in Table 4.2. The relative depth of the
1990s recession in the United Kingdom makes no difference to the rankings in terms of GDP growth, but does push the
United Kingdom slightly ahead of France and the US on a per capita basis.

Table 4.2 also includes two very basic measures of the efficiency with which resources were employed—GDP per person
employed and GDP per hour worked—both measures of labour productivity. Here the most remarkable feature is the
extremely low rates of growth recorded for the US. This is true not only in comparison with the US’s own record in the post
war-period, but for all economies over the period 1870-1993. The slow-down in US labour productivity has of course
spawned an intense debate over the past fifteen or so years, but the key point is that the marked slow-down of the leading
economy provides us with some presumption that the period after 1973 is characterised by a very different climate for
growth. Outside the US, the slow-down is of course more understandable in terms of the diminished possibility for catch-up.

Trend rates of growth convey only part of the performance characteristics of GDP statistics. Also of relevance, from a
welfare perspective, is the degree to which GDP growth is volatile, and an economy is prone to alternating periods of boom
and slump as opposed to steady rates of expansion. There are various, essentially arbitrary, ways of measuring periods of
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boom and slump. A relatively severe slump might be defined as a period when output growth fell more than two percentage
points below trend—for the United Kingdom this would mean negligible or negative growth. Conversely a boom might be
defined as a period in which growth exceeded the trend by more than two percentage points. Given such a definition,
Table 4.3 shows the outcome.

More than half the years in the United Kingdom were periods of boom or recession by this definition, higher than in any of
the other economies— considerably so in the cases of France, Italy, and Japan.

Table 4.3 Years of boom and recession (percentage of all years 1974-94 in which growth more than 2 percentage points different from
trend)

UK France Germany Italy UsS Japan
Boom 29 5 24 10 24 19
Recession 24 14 14 14 19 5

Source: OECD.

Figure 4.3 illustrates a rather more general approach, based on the distribution of the deviation of annual rates growth from
their mean over the period 1974-94. It compares the experience of the United Kingdom with the combined experience of the
other G6 economies. A relatively steady growth path would imply a unimodal distribution with little dispersion. This is the
experience for the rest of the G6, whose total observations are illustrated in the right-hand panel. The United Kingdom, by
contrast, does not display a unimodal distribution, but has peaks some distance from the mean.

The extra volatility of the UK economy displayed in these simple comparisons does not give any indication as to its cause.
One recent commentator at least (Oulton, 1995) has suggested that avoidable macroeconomic policies have been the main
contributory factor to the poor record in this regard, and one which has damaged the trend rate of growth itself. This is
certainly an interesting proposition, and the question of the role played by policy in the both the creation of the Lawson boom
of the late 1980s and the subsequent recession, certainly needs addressing (see Chapter 3 above). It is, however, perfectly
possible that the difficulties with macro policy stemmed not from simple error or from political pressure, but from the poor
performance of the supply side.

To summarise the period since 1973, it seems clear that the figures contained in Table 4.2 do not suggest any remarkable
turnaround in Britain’s overall economic performance. However, they do suggest that the regime change that accompanied the
period since 1973 has not harmed Britain as much as other economies. According to the various measures of the growth of
GDP and the efficiency with which goods and services are produced, the United Kingdom now lagged only slightly behind,
or just matched, the other major European economies, although as Figure 4.1 makes clear, there is still a gap in real levels of
GDP per head with France and Italy which recent performance has not made up, and cannot be expected to make up quickly,
if at all. Broad parity with Germany is largely a result of the incorporation of the eastern Linder. With hindsight, however, the
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really important historical questions may concern the lost opportunities in the period up to 1973, the precise causes of which
remain highly contentious.

THE ECONOMIC REGIME SINCE 1973

What factors explain the very different situation that appears to have confronted the OECD economies in the period since
19737 As we might expect, for any such complex social process as economic growth, a variety of approaches are available.
Perhaps the first port of call for the traditional economist is the ‘growth accounting’ framework, established by Solow and
Dennison and exploited today by Maddison (1991). This approach attempts to explain growth on the basis of measurable inputs
into the production process (primarily labour and capital), ascribing any residual element to ‘technological progress’, a
phenomenon which is considered a catch-all for all other factors and largely outside the remit of economic analysis.

It is clear from Table 4.2 that inputs of labour have not contributed in any major way to the slowdown in G6 GDP growth.
It shows that, by and large, the slowdown in GDP growth occurring between 1960-73 and 1973-93 was very similar to that in
GDP per hour worked. It is of course possible that the period since 1973 has witnessed a weakening in the growth of the
quality of the labour force, i.e. as its effectiveness is augmented by education and training or by other changes in the
composition of the labour force. Maddison (1991) finds no evidence that any of these factors can provide anything other than
a modest impact on the growth of labour quality. By and large, increasing levels of educational attainment in the advanced
economies have been sustained—mainly in the form of increasing enrolment rates in tertiary education. Most workforces
have experienced a more rapid increase in the proportion of females since 1973, but the impact of this is hard to quantify
given the fact that anti-discrimination laws preclude the use of wages as an indicator of skill attainment.

The same things cannot be said with respect to capital inputs. Table 4.4 shows growth rates of both employment and gross
capital stock both before

Table 4.4 Growth accounting: business sector only

UK France Germany Italy Japan Us
GDP growth (annual ave. %)
1960-73 34 5.9 4.4 5.6 12.2 34
1973-93 2.0 23 2.2 2.6 3.9 2.4
1973-most recent peak 2.2 2.5 2.4 2.8 3.9 2.5
Employment growth (annual ave. %)
1960-73 -0.2 0.5 -0.1 -0.6 1.3 1.7
1973-93 0.1 -0.2 0.2 0.4 1.0 1.8
1973-most recent peak 0.3 0.1 0.3 0.6 1.1 2.1
Capital stock growth (annual ave. %)
1960-73 34 4.9 6.0 5.6 13.2 3.7
1973-93 23 3.1 3.0 2.6 6.3 33
1973-most recent peak 2.5 32 3.0 2.8 6.4 35
Total factor productivity growth (annual ave. %)
1960-73 2.5 3.8 2.2 3.9 7.0 1.0
1973-93 1.2 1.3 1.0 1.4 1.2 0.0
1973-most recent peak 1.2 1.4 1.1 1.4 1.1 -0.1

Source: OECD/NIGEM.
Note: France: GDP and capital 1963-73 and employment 1965-73 only; Japan employment 1962—73 and GDP 1973-92; UK all data from
1961.

and after 1973 for the business sector only (i.e. excluding government and the household sector), so that capital excludes
dwellings. Note that the use of gross figures excludes the possibility that the contribution of an asset declines with age prior to
its ultimate retirement. It shows that the growth of the capital stock slowed markedly after 1973 in all the economies except
the US. Since 1973, the experience in all the economies has been for the capital— output ratio to be rising, as the growth rate
in GDP has fallen short of the growth of the capital stock.

In theory, growth accounting provides a means of assessing the precise contribution of each factor of production
(considered independently) to output growth by making assumptions about both the nature of technology (constant returns to
scale) and the existence of perfect competition in both product and factor markets. Under these circumstances, the
contribution of each factor is measured by its share in total income. Typically, the share of capital (profits) in total income is
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of the order of one-third to two-fifths of total income, with the remainder constituting the share of labour. On this basis, for
example, a simple calculation reveals that the sharp fall in capital stock growth in Germany, from 6.0 per cent per annum to
only 3 per cent after 1973, ‘explains’ about one half of the fall in the GDP growth rate of 2.2 percentage points (i.e.
approximately 0.37 times the decrease in the growth rate of the capital stock, or about 1.1 percentage points). Nevertheless
this is the largest proportion for any of the six economies.

Note that, despite the higher weights attached to employment growth, changes in this factor were generally small enough to
have made a more modest impact on the growth rate than the deceleration in capital stock growth. Nevertheless, it is clear
that, within the growth accounting framework at least, this phenomenon explains only a small part of the deceleration in GDP
growth after 1973. The ‘residual’ element to economic growth (i.e. after deducting from the growth in output the estimated
contribution of labour and capital), is known as total factor productivity growth, and in all six cases this factor provides the
major item in accounting for the decline in growth. For the productivity leader, the US, movements in total factor productivity
growth are frequently ascribed to technical progress, so that some have inferred from the slowdown of total factor
productivity growth in the US, that slower technical progress has characterised the period since 1973. However, direct
evidence for such a phenomenon is lacking. The UK experience is similar, in that total factor productivity growth plays the
lead role (if one difficult to interpret) in slowing GDP growth. It is worth noticing, however, that the United Kingdom has not
experienced nearly as sharp a rise in the capital-output ratio as the other economies.

The simple framework underlying these growth accounting exercises has been challenged in the more recent literature
generally referred to as ‘endogenous’ or just ‘new’ growth theory. A key feature in this body of theory is the existence of
‘externalities’ to capital investment, which implies that effects on output are not incorporated in the profit share, so that its use
underestimates the social rate of return to investment.

There are a number of versions of endogenous growth theory. One version, attributable to Rebelo (1991), emphasises the
role of so-called ‘broad capital’—an amalgam of both physical and human capital. In the long run, the ratio of broad capital to
output is a constant. If this were true, it would have considerable policy ramifications, since any rise in the rate of investment
in broad capital could permanently raise the long-run or sustainable growth rate of the economy. Thus tax policies, or some
other policy instrument capable of increasing the inducement to invest, could influence the long-run rate of growth. This
particular model pays little explicit attention to the role of technological change; an alternative makes technological change
endogenous (in sharp distinction to the Solow model) by making the rate of growth of labour productivity directly
proportional to the share of labour allocated to innovative activity (Grossman and Helpman, 1991). As in the Rebelo model,
an increase in this share would permanently raise the growth rate.

While the assertion that there are categories of capital which are not subject to eventually diminishing returns appears
rather implausible, the idea that there are significant differences between the social and private rates of return to investment
(however defined) does have appeal. In principle, the impact of investment on output (i.e. the social rate of return) can be
estimated statistically, and the deeper question of what kinds of capital generate externalities can be addressed, although the
ability of economists to measure such fundamental concepts as human capital falls way short of the powerful statistical
techniques available today. However, a whole literature has been devoted to examining differences in international growth
rates along these lines. In a particularly exhaustive study of this kind, Levine and Renelt (1992) regressed cross-country
differences in per capita growth rates for over one hundred countries (both developed and less developed) over the period
1960-89 against a variety of explanatory variables. They showed that the only ‘robust’ explanatory variables—in the sense
that their significance was not affected by the inclusion or exclusion of other variables—indicated a positive association of
growth with differences in (i) the physical investment share, (ii) the share of trade in GDP and (iii) the secondary school
enrolment rate, while indicating a negative association with (iv) the initial level of real GDP (in 1960). The latter association
is commonly believed to support a ‘conditional convergence’ hypothesis, whereby a poorer country (other things being equal)
will grow faster than a rich country. However, aside from problems of sample selection in these studies, and statistical
problems arising from the cross-sectional approach, there is also the possibility that an apparently poorer country is simply
experiencing a temporary deviation below its long-run growth path, producing an apparent catch-up which is no more than a
statistical artefact.

As noted by Crafts (1992), and Crafts and Bean (1996), the statistical procedures adopted by Levine and Renelt and others
can be used to illumine the United Kingdom’s own performance by comparing its actual with its predicted growth rate.
Interpreting a variety of specifications in the literature, he finds that the principal story was that, given its initial position
relative to the US, the size of its public sector, and its investment record in both physical and human capital, growth was
unaccountably slow in the period 1950-73. This broadly is the conclusion we reached in the previous section. Rather than
pursue the implications of new growth economics in more detail, the remaining sections of this overview seek to pursue the
growth process from a different, if not necessarily competing, perspective—that of the relationship between growth and the
process of international specialisation.
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Figure 4.4(a) Growth of exports and labour productivity 1960-73

Source: OECD Historical Statistics, 1960-93.
INTERNATIONAL SPECIALISATION, ECONOMIC GROWTH, AND TRADING
PERFORMANCE

A different approach to understanding variations in economic growth and performance takes its cue from Adam Smith’s
vision of the growth process, and the emphasis which he placed on the ‘division of labour’, i.e. increasing specialisation made
possible by a growing market. For small or medium-sized economies, the ability to specialise is heavily dependent upon an
economy being able to trade goods and services internationally; for large economies, and in particular the US, the size of the
economy and the strength of population growth may make international trade less important. Indeed, this difference almost
certainly contributed to the productivity gap which opened up in the trans-war period, when growth in many other countries was
constrained by the rise of protectionism.

A vital feature of Smith’s view of economic growth was the idea that market growth engenders gains in productive
efficiency—so that increasing returns prevail. Where these effects are strong enough, cumulative processes begin to dominate
progress, and an early lead, due possibly to some minor historical event, may become a more permanent advantage as learning
and other effects begin to take hold.

Great importance therefore attaches to the sector of the economy engaged in international trade, in explaining increasing
economic prosperity. Figures 4.4(a) and 4.4(b) show just how close the association between productivity (GDP per person
employed) growth and export performance has been since 1960—a relationship which appears to cross the 1973 divide. That
the US features as something of an outlier in both figures, may be because of the significantly smaller role that exporting
plays compared to the domestic market. A number of observations are important. First, in comparing the two charts, it can be
seen that the convergence in growth rates of GDP per capita observed between the two periods, is parallelled by the
convergence in export growth rates; the rapid change in export shares occurring prior to 1973 has moderated somewhat.
Second, it is important to notice the extent to which export growth exceeds growth of both GDP per person employed, or
indeed of GDP itself. The export sector is therefore highly dynamic compared to other sectors of the economy.

In fact there are a number of mutually reinforcing explanations of this strong link between an economy’s trading performance
(as exemplified by its export growth rate) and the long-run or sustainable rate of expansion on the other. Perhaps the most obvious
relates to the external constraint that is widely believed to limit the rate at which individual national economies can expand—
an idea based on Harrod’s foreign trade multiplier, but particularly associated with the late Lord Kaldor and more recently
with Godley and Thirlwall*. The simplest version of this hypothesis maintains that there is a close positive relationship
between the overall growth rate of an economy and that of its import bill. If, in addition, the growth of exports is determined
by the increase of world trade and what we might loosely term the competitiveness of its exports, then there will be a limit to
the rate at which the domestic economy can expand without the growth of imports exceeding that of exports, with a
consequential and eventually unsustainable deterioration in the balance of payments on current account. The reasons why
such a deterioration is likely to be unsustainable need, however, to be assessed. Certainly to some extent, relative movements
in price levels (brought about either through movements in the exchange rate or through relative rates of inflation) between
the domestic economy and the rest of the world may be able to modify any tendency for imports to grow faster than exports.
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Figure 4.4(b) Growth of exports and labour productivity 1973-93
Source: OECD Historical Statistics, 1960-93.

But this possibility tends to exaggerate the potential either for exchange rate movements to effect long-run changes in relative
prices or in the degree of substitutability between domestic and foreign production. Indeed, many goods essential for the
economy cannot easily be produced domestically. This is most obvious in the case of certain raw materials, but now applies to
many technologically sophisticated manufactured products as well. In any event, if relative prices cannot move sufficiently,
then faster rates of growth in one country relative to its trading partners will tend to show up as an increasing deficit in its
balance of trade and payments.

There may also be circumstances in which a widening deficit on current account is sustainable because the counterpart to
the deficit is an increase in long-run private sector borrowing. An example might be a net inward flow of long-term
investment (e.g. direct investment in UK-based productive assets). However it should be noticed that, in the United
Kingdom’s case, although direct inward investment has in the past decade or more been substantial, outward investment has
nearly always been even larger. But where the borrowing is short-term, speculative pressure on the exchange rate is likely to
force the authorities to raise short-term interest rates, as witnessed during the years of the Lawson boom in the late 1980s.
More generally, however, mounting deficits are associated with increasing risk on the part of the lender and may be
accompanied by short-term capital outflows, exacerbating the pressure on governments to undertake deflationary measures to
reverse the situation. Certainly for the United Kingdom, there can be little doubt that the balance of payments on the current
account acted as a major feature in the ‘stop-go’ economic cycle of the 1950s and 1960s, or indeed of the late 1980s.

On this view it is clear that the competitiveness of the tradable sector as a whole is vital in explaining overall economic
performance—not just that part producing exports, but also that part competing with imports. Attaching clear meaning to the
idea of competitiveness therefore involves a consideration of the processes which drive the pattern of international
specialisation. These may well have undergone deep and fundamental revision in the period since 1973. In the period before
1973, we saw that the stock of investment opportunities available to the OECD economies outside the US was considerable.
The skills of the workforce needed to complement such an investment programme does not seem to have been a major
drawback, with, in most instances, the vast majority of populations receiving a full secondary education. The potential for the
ready transfer of technology from, primarily the US, to elsewhere in the OECD was considerable. The problem was largely
one of generating resources for investment. Moreover, the smaller countries had suffered in the trans-war period, relative to
the US, because of the disruption and dislocation to the process of international specialisation. The rebound effect in the
1950s and 1960s, as markets became more integrated, made itself felt in the exceptionally high rates of export growth
experienced and which are so vividly illustrated in Figure 4.4(a). The period since 1973 has seen major changes to this picture.
Not least, increasing capital mobility, linked partly to the growing importance of the transnational corporation, has meant that
the process of international specialisation between the advanced economies and the developing world is today largely driven
by differences in the educational structure of the workforce. These differences are to be found in secondary school enrolment
but even more so in terms of a higher level of tertiary education. Accordingly we would expect a pattern of specialisation in
the OECD economies which follows a knowledge-based path, making increasing use of skilled labour.
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Some writers, such as Brown and Julius (1993), have advanced a more specific hypothesis, arguing that the advanced
economies will increasingly specialise in sophisticated services—in finance, insurance, consultancy, and so on. The evidence
for this proposition is much weaker. As Table 4.5 makes clear, in all of the G6 economies, goods still make up the bulk of
exported goods and services today. The US and, to a much lesser extent, France, do appear to have made some shift into
service exports since 1973. UK exports are actually less service intensive than they were in 1973 (see below, Chapter 18),
although this is partly a consequence of the advent of North Sea oil exports in the mid-1970s. However, even allowing for
this, manufactured

Table 4.5 Services exports as a percentage of total exports of goods and services

1973 1993
France 18.2 239
Germany 14.2 14.3
Italy 22.5 24.5
Japan - 13.5
UK 30.4 232
us 20.1 30.1

Source: OECD/NIGEM.

exports formed a bigger proportion of UK exports in the early 1990s than they did in 1979 (Temple, 1994). Clearly then,
outside the US, these figures do not support the hypothesis of a very strong trend toward specialisation in services.

What, however, is the hard evidence for the more general proposition that the United Kingdom and other advanced economies
are following a pattern of international specialisation which is leading to a more intensive use of skills and knowledge in the
production of exports? One way of measuring the knowledge intensity of production is through research and development
(R&D) expenditures which, although they omit many activities which we would wish to include, have the merit at least of
being internationally comparable and moreover are likely to be correlated with other activities (such as design and
innovation), which are also knowledge—intensive in character. Frequently, these expenditures are expressed as a proportion of
GDP— typically forming 2-3 per cent in the G6 economies. To counter the argument that this figure is not large enough to
explain widely divergent outcomes in GDP growth, it needs to be pointed out that it has generally been rising across the
OECD, and more importantly that R&D expenditure is a heavily concentrated activity, with perhaps about three-fifths of total
R&D occurring within manufacturing (Prevezer and Temple, 1994) with a further slice concentrated in telecommunications
and services related to computing —i.e. within the tradable sector or in areas important for the transmission of technological
change. Further information regarding investment in R&D is supplied in Chapter 8 below.

As Figure 4.5 shows, the ratio of R&D expenditures to value added in manufacturing in the G6 economies has increased
considerably in the period since 1973. Today this ratio stands above 8 per cent for the US, which is around two-thirds of its
ratio of physical investment to output.

In explaining this rising research intensity it is useful to distinguish between two different possible sources. The first
depends upon the fact that some branches of manufacturing are more research intensive than others, and that these (‘high-
tech’) sectors grow faster than the rest of manufacturing. This can be thought of as a ‘levels’ effect, since it does not rely on
any industry experiencing a rise in its research intensity. The second possibility is that all industries are tending to become more
research-intensive, which we might call the ‘rate’ effect. Each possible process actually corresponds to commonly used ways
of describing industrial change. The levels effect corresponds to the ‘sunrise, sunset’ phenomenon, where new research-intensive
industries replace older, more mature industries. The rate effect on the other hand might be said to reflect a general shift into
earlier stages of the product cycle.

Breaking down the aggregate rise into both these sources is a simple exercise in decomposition which is illustrated in
Table 4.6 for the manufacturing sectors of the G6 economies and based upon twenty—two

Table 4.6 The growth in research intensity in G6 manufacturing and its decomposition (1973-91)

Total (%) Rate Level Interaction
France 93.8 57.8 31.5 4.5
Germany 63.6 41.6 25.4 -3.5
Italy 92.6 70.5 8.8 133
Japan 128.7 100.0 18.8 9.9

UK 39.5 15.7 27.7 -39
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Figure 4.5 The growth of research intensity in manufacturing

Source: OECD.

Total (%) Rate Level Interaction

UsS 37.9 23.0 20.2 =53

Source: OECD Anberd/STAN 1994.
Note: Italy 1973-91 only; Germany 1976-91.

individual industries. Note that the discrete time period chosen for the analysis (1973-91) means that the decomposition is not
exact, so that there is also a small interaction effect.

Having observed that for all six economies, both effects are positive, the remarkable feature of Table 4.6 is that the relative
importance of each factor is not similar across countries. While the US and—even more so—the United Kingdom have
comparatively small rate effects, they form the chief driving force elsewhere, especially in the cases of Japan and Italy.

At this point it seems natural to ask which of the two factors is more closely related to economic performance. Here we
must be careful; while the best measure of performance at the economy-wide level may well be labour productivity growth, this
is not so clear at the level of an individual sector such as manufacturing. Here the best barometer of success in a competitive
capitalist environment is provided by the growth of output. This is justifiable not just because, in a capitalist society,
successful entities will tend to grow faster than their less successful counterparts, but also because the linkages between
manufacturing and the rest of the economy mean that its size is of fundamental importance. Not least, this is because of the
way in which manufacturing acts as a conduit for technological change elsewhere in the economy—a factor emphasised in a
number of studies (e.g. Geroski, 1994; Swann, 1993). However, using output growth as the preferred performance measure,
simple correlation coefficients suggest a very strong correlation between the growth of output and the rate effect (0.91), and
virtually none between growth and the level effect (-0.02). The same kind of picture emerges when the manufacturing sector
of each of the six economies is divided into a research intensive sector (mainly chemicals and engineering) and the more
traditional industries (food, clothing, textiles, furniture, etc.) and performance is compared as in Table 4.7. Although for example
Japan has certainly moved heavily into the research-intensive sectors, this should not detract from the fact that it has also
experienced steady expansion in its more traditional sectors. This is even more clear in the case of Italy, which has been
successful in many traditional areas such as clothing and textiles. Although all six economies have been experiencing more
rapid rates of expansion in the research-intensive sectors, the most successful (fastest growing) manufacturing sectors of the
six—namely Japan and Italy—have also seen the fastest growth in their traditional industries as well. In both

Table 4.7 Growth of manufacturing output in G6: annual percentage growth, 1979-93

Research-intensive sectors Other

France 2.0 0.9
Germany 2.0 0.4
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Research-intensive sectors Other
Italy 34 1.9
Japan 7.6 2.0
UK 1.2 0.1
US 2.1 0.5

Source: OECD/STAN.
Note: Italy 1973-87; Germany 1976-91.

these economies the traditional sectors have actually been growing faster than the research-intensive sectors in the United
Kingdom.

The evidence therefore suggests that the important factor in generating growth in manufacturing has been the ability to
increase the knowledge intensity of investments across manufacturing, and that success is not just about shifting resources
into so-called high-tech sectors. In other words, the best way of thinking about competitive performance of the advanced
economies may be in terms of a pattern of comparative advantage which is shifting into earlier stages of the product cycle—
not just in terms of invention and innovation, but also in terms of the rapid diffusion of new technology and organisational
best practice.

THE CHALLENGE FOR ECONOMIC POLICY: THE CONCEPT OF COMPETITIVENESS AND
THE ROLE OF INSTITUTIONS

If the pattern of international specialisation, for both the OECD and, within the foreseeable future for the advanced economies
of South East Asia, is indeed being based upon knowledge intensive activities, then this poses considerable challenges for
economic policy. Two sets of considerations are especially important, one related to economic efficiency, and one related to
economic equity.

1 That broad similarities in the educational structure of the workforce between the different advanced economies will not
be sufficient to guarantee similarity in outcomes. It is widely recognised that the commercial exploitation of knowledge
involves not only risk and uncertainty but also considerable market failure not only in the generation and transfer of
knowledge but also in the exchange of knowledge-intensive goods and services (e.g. the hiring of skilled labour).
National competitive performance will depend upon the extent to which institutions, both within and outside government,
are able to eliminate or at least ameliorate those market failures. In this sense, far from diminishing national differences,
the impact of international economic integration may serve to emphasise their importance.

2 That international specialisation along the lines suggested will tend to raise the demand for skilled labour and lower that
for unskilled. This will accentuate any tendency toward increasing inequality in the distribution of income. This much has
repeatedly been noted in the literature but its importance in relation to other factors (especially technological change
more generally and the impact of labour market deregulation) is less clear. Most economists have believed that the
impact of competition from the less advanced industrial economies (the ‘South’) has been small, given the rather low
level of import penetration from these economies. However, the conventional wisdom has been challenged by Wood
(1994), who points to the possibility that potential competition from the South has been important in forcing producers to
abandon unskilled labour intensive processes so that the impact on the demand for labour is much greater than the actual
trade flows suggest. In Wood’s view, up to 1990 about 12 per cent of employment in advanced economy manufacturing
had been displaced because of increasing competition from the South. While not many economists would agree to the full
extent of the impact claimed by Wood, many would agree that the rapid growth of unskilled labour-intensive imports has
resulted in a considerable negative shock to the demand for unskilled labour. Whether this produces a commensurate rise
in unemployment, depends to an extent upon the flexibility of the wages of unskilled labour in the non-tradable sector of
the economy. The more flexible downwards they are, the greater the increase in inequality will be, but any rise in
unemployment will be contained (for a discussion and model simulation, see Rowthorn, 1995).

Against this background, economic prosperity will depend upon the abilities of economies to generate investments which are
consistent with the progressive international division of labour and which are able to meet the economic and social problems
posed by the general decline in the demand for unskilled labour.

The perception that the process of international economic integration is increasing levels of unemployment always carries
with it the likelihood of a political agenda which embraces protectionism, and the current climate is no exception. It is against
this background that the current concern of Britain and other European economies with the idea of competitiveness needs to
be addressed. There is certainly a danger, observed for example by Krugman (1994), that competitiveness may be no more
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than a mask for protectionism. It is therefore necessary to define more precisely how competitive performance is to be
measured, and Krugman is surely right to emphasise that measures based upon such things as the trade balance (especially, in
this context, the trade balance of Europe or the US with Japan), are entirely inappropriate in this regard, since one of the ways
of improving the trade balance is through protectionist measures, which hinder the progressive development of international
specialisation and the progress of technology. A similar thing can be said for export shares (Sentance, 1996) since this
indicator tells us nothing about whether the denominator (world exports) is either rising or falling.

However, if the competitiveness of the tradable sector of the economy is defined in terms of its ability to grow in the face
of more open global markets, then policies seeking to improve competitiveness may be viewed as a quite legitimate objective,
not only for local and national governments but also for supranational organisations such as the European Commission. In the
context of knowledge-based specialisation, competitiveness policies are essentially promoters of technological change.

If the foregoing analysis is correct, then the challenge for the OECD economies will be in the creation of an economic
climate favouring investment based upon innovation and product development. Here the role of institutions will be
paramount, first and foremost because technology has both private and public good dimensions. No government is neutral in
this regard, however pro-market its policy stance may be, because it is everywhere (at least in the advanced economies)
responsible for much of education, for much scientific activity, and for the development of what is termed the ‘technological
infrastructure’. The latter is closely related to the public good element of technology, and embraces training provision and
skill certification, industrial standards, the degree of protection for industrial property, and so on. Governments are therefore,
in one way or another, largely responsible for assets which are complementary to, and which consequently raise the
productivity of, private-sector investment in R&D, training, and physical capacity. In short, the development of the
technological infrastructure will raise the incentive of firms to generate firm specific competencies. To the extent that policies
in this regard are successful, the problem posed by rising levels of inequality may be diminished, since they will tend to
increase the supply of skilled labour and reduce the supply of unskilled labour. Notwithstanding this effect, which may have a
long-term character, there is a further challenge for the advanced economies to fashion redistributive instruments which
increase employment for unskilled workers (these might include subsidies for their employment in the non-tradable sector of
the economy).

In Britain the Government has produced a trio of White Papers embracing the concept of competitiveness as providing the
basic framework for government economic policy (HMSO, 1994, 1995, 1996). The Government’s understanding of the idea
of national competitiveness is defined in terms of ‘the ability of a country to increase its living standards’, while at the same
time ensuring that its goods and services meet the test of international markets. This is linked closely in its view with the
progress of overall labour productivity. Little attention is paid, however, to the question of the distribution of the product or
the levels of employment generated, although the latter is an important element of the recent European Commission’s White
Paper on competitiveness (CEC, 1994). Most importantly, there is little discussion in the UK documents of the theoretical
underpinnings of the approach adopted, although some glimpses are to be found in an essay by Eltis and Higham (1995), who
stress the importance of ‘broad capital’ (see above). No especial role is afforded to trading performance in this regard, nor is
there any detailed institutional audit which would enable the reader to compare the competitiveness of its institutions with
those abroad.

The centrality of institutions in understanding why growth paths differ is now generally recognised. This is evident from
the increasing references to concepts such as ‘Euosclerosis’ — used to describe the inflexibility of European institutions,
especially in the labour market—or the various national ‘models’ of capitalism—the Swedish model, the Japanese model, the
US or ‘Anglo-Saxon’ model, and so on. One popular thesis, originally advanced by Olson (1965), maintains that differences
in growth outcomes can be understood with reference to the nature of collective action and institutions. On this view narrowly
defined collective bodies are able to shift the distribution of income in their favour through instruments (cartelisation,
subsidies, etc.) which have distortionary effects on the allocation of resources and hence reduce growth. The narrowness of
the membership, however, ensures that the slower growth is far less important than the extra rents exacted through the
redistribution of income. The incentive changes, however, as the membership forms a significant fraction of the income-
earning capacity of the country—the institution becomes encompassing—and the slower growth engendered becomes
important. Something of this sort appeared to have informed creation of institutions which were fashioned in the wake of the
Second World War; this was generally simpler in the case of occupied countries, than in those such as Britain, which were
never occupied. Contrast, therefore, the industry-wide unions formed in Germany with the fragmented union representation
found in Britain either side of the war. A number of writers (e.g. Crafts and Bean, 1996) have focused on the impact of
bargaining between unions and management on the investment decision. They note that the returns to investment may fall short
of the increment to output if workers are able, after the event, to extract some of that increment as wages. Essentially, this is
an alternative explanation as to why private rates of return to investment may fall short of social rates of return. Crafts and
Bean see in this a vehicle for poorer economic performance in the United Kingdom, because the multiple union bargaining
prevalent in Britain was more likely to prevent a cooperative outcome in which the workers eschew possibilities for
opportunism. Elsewhere in Europe, Eichengreen (1996) saw institutional mechanisms for preventing the exercise of
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opportunism as important in generating high levels of investment in the ‘Golden Age’. However as the returns to investment
declined with diminished scope for catchup after 1973, the opportunity costs for such cooperative action rose with the
institutions themselves thereby tending to exacerbate the initial problem created by fewer investment opportunities. In Britain
it may be noticed, where institutions may be have been less helpful in regard to generating high investment levels, the impact
of the interaction between the two influences on growth would have been much less severe.

The suggestion in all this was that labour market institutions were critical for economic performance in the ‘Golden Age’.
Moreover, they were also important for success given the inflationary shocks of the 1970s. What is less clear, however, is
whether labour market institutions are going to be as fundamental to the competitive performance of the tradable sectors of
the OECD economies in the future. Here, pride of place must surely go to potential market failures which inhibit investment,
not because of any trade union power, but because of the riskiness and difficulties of appropriating the benefits from devoting
more resources to the purposive generation of knowledge, a topic developed at length in Part III of this book.

CONCLUSIONS

In reviewing Britain’s economic performance from a longer perspective, it may well be that the most important story concerns
the lost opportunities of the early post-war period. There can be little certainty about the causes of this failure, but the
emphasis of orthodox studies has been to blame, and the emphasis of policy to reform, the institutions of the labour market,
especially the trade unions. However, on the basis of the evidence of this overview it may well be that the emphasis of current
policy in correcting perceived reasons for failure in the 1950s and 1960s has left Britain vulnerable to the challenges of today.

In more concrete terms, if a poorly performing labour market was important in explaining the reason for Britain’s failure to
exploit more fully the economic opportunities of the ‘Golden Age’, it does not follow that the operation of the labour market
will be the key to success in the next millennium. Nevertheless recent government pronouncements all regard the ‘flexibility’
of the labour market as the cornerstone of Britain’s competitiveness. While nobody would wish to argue that an inflexible
labour market is the foundation of success, the whole emphasis nevertheless ignores the problem of generating investments
consistent with the process of international specialisation—a process dominated in the advanced economies by the need to
exploit their knowledge base. Here the record is much bleaker. The evidence from manufacturing shows that the ability of
individual industries to increase the research intensity of their investments has been much weaker than elsewhere—
comparative advantage has not moved as decisively into earlier stages of the product cycle. If this analysis is correct, although
the steep process of relative economic decline observable in this period was to some extent arrested in the period since 1973,
there can be little room for complacency.

When it comes to the question of policies which might stimulate knowledge based investments, partly because of the
complexities of the processes involved, it does not seem likely that progress can be made on the basis of very simple
theorising about the role of markets and the need to restrict the scope of government. The point is that governments, whether
at a local, national, or supranational level, play a central role themselves in the development of knowledge as a resource, and
in all probability only they can provide the coordination of the investment process necessary if the challenges of the present
are to be met.

NOTES

1 Funding from the Gatsby Foundation gratefully acknowledged.

2 The PPP rate of exchange is an imaginary rate found by valuing the same bundle of goods and services in the different currencies, so
if that bundle costs £100 in the United Kingdom but $150 in the US, the PPP exchange rate would be £1= $1.50. PPP rates of
exchange can and often do differ significantly from actual rates of exchange. They also have their own difficulties which stem from
the fact that relative prices differ from one country to the next. In this case, the valuation of different bundles of goods and services may
yield quite different PPP rates of exchange. This would not matter if the composition of consumption were more or less the same
everywhere, but this is manifestly not the case. The problem is exacerbated when comparisons are made between economies with
very different standards of living and the composition of the ‘appropriate’ bundle of goods and services differs widely. The relevance,
for example, of a box of computer diskettes amongst the bundle selected, will almost certainly differ between Zaire and Frankfurt.
The problem remains when comparisons are made over time; in 1950 the computer diskette had probably not even been conceived!
Finally, recent research at the National Institute has shown that significant differences in the quality of goods and services being
valued may mean that PPP estimates are misleading for yet another reason (Jarvis and Prais, 1995).

3 Note, however, that the Bretton Woods system was far from being a fixed exchange rate regime. Outside a narrow band, discrete
changes were possible for reasons of fundamental disequilibrium on the balance of payments.

4 Recent applications of the idea can be found in Thirlwall (1980), or Coutts and Godley (1990, 1992). The basic idea behind the
balance of payments constraint can be explained more formally as follows: if movements in the price levels prevailing in the
different economies are, over time, counterbalanced by movements in the exchange rate, then the growth rate of an economy
consistent with balance of payments equilibrium, Gy, can be expressed as W/ where W is the rate of growth of income in the ‘rest
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of the world’, is the world income elasticity of demand for exports and is the domestic income elasticity of demand for imports.
Thirlwall (1979) shows that G, predicts actual national rates of growth with some accuracy.
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QUALITY SPECIALISATION IN UK TRADE!
Paul Temple

INTRODUCTION

Despite its obvious importance and relevance for economic performance in general, the basis of the overall pattern of
specialisation in UK trade is seldom discussed. This chapter adds to what is known by examining the pattern of specialisation
in UK manufacturing trade according to ‘vertical’ differences in quality—i.e. differences in the quality of goods which result
from a superior set of characteristics.? Such differences may reflect a more innovative product or one which makes the greater
use of skilled labour.

Unfortunately, observing the characteristics of even a limited set of goods? can be very labour-intensive, so that recourse
must be made to other methods if observed differences in quality are to form the basis for an investigation of underlying
specialisation patterns of whole economies. In this chapter, an alternative approach, based on ‘willingness to pay’ as measured
by observed unit values in international trade, is adopted.

The chapter first of all discusses the ‘traditional’ theory of international specialisation, i.e. one based on national resource
endowments. It is argued that, appropriately formulated, the traditional approach is consistent with intra-industry trade which
takes place according to vertical differences in quality. Other perspectives on patterns of specialisation in trade should perhaps
be viewed as complementary, rather than as substitutes, for the traditional view. Differences in unit values observed at a very
detailed level of trade classification are then used to consider the relative importance of vertically, as opposed to horizontally
distinguishable trade flows. The question of the basic pattern in UK trade is then explored, before turning the approach to the
question of foreign competition from trade with Asia. Finally, the relationship between specialisation according to quality and
trade performance is considered.

THE TRADITIONAL THEORY OF INTERNATIONAL SPECIALISATION

The traditional theory of international trade and specialisation is based on the idea of comparative advantage, with countries
trading according to the pattern of comparative costs which, in their turn, are determined by socalled ‘resource endowments’.
In other words, a region or country which is especially rich in a particular resource will specialise in goods or services which
make relatively heavy use of the resource in question. In contrast to the pattern of resource endowment, the approach regards
other possible reasons for trade—such as access to technology, or differences in tastes or preferences between groups of
consumers, or increasing returns phenomena leading to ‘lock-in’ by historical circumstance—as being of secondary
importance. The hypothesis also carries with it some important implications, especially that the opening up of trade will raise
the demand for the resource which is in abundance—increasing its price relative to other resou