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1. Introduction

The objectives of this paper are twofold. Firstly, to compare the performance of the British economy in the Keynesian and neo-liberal eras, using as leading indicators the growth of main expenditure items, of output, employment and productivity, and of levels of unemployment and the trade balance. Secondly, the paper will briefly consider the future prospects for the economy and assess the advisability of a continued commitment to neo-liberal policy making. The period chosen is from 1960 to 2005. This spans the period of Keynesian economic management from 1960 to 1974, by which time adjustments to peacetime economic conditions were largely complete; 1974 to 1979, when elements of neo-liberalism were being incorporated into broadly Keynesian policy; and 1979 to 2005, when full-blown neo-liberal economic policies were in operation. Comparison of policy outcomes will also be made of times when the Conservatives, Old Labour and New Labour held office. 

2. Keynesian policies and the neo-liberal counter-revolution.

Neo-liberalism is a reassertion of the core beliefs of liberal economics, which evolved with capitalism as its apologia. It is a utopian vision of self-regulating markets transforming the inherent selfishness of individuals into general good. The market is seen as providing opportunities and incentives for individuals to fully exploit their property (labour in the case of workers), whilst preventing them from exploiting advantages ownership might afford them by throwing them into competition with others similarly endowed. By these means, markets provide forums where the values of individual contributions are collectively determined by expressed choices of buyers and sellers. These judgements are delivered as market prices, which serve to guide labour and other resources to their most efficient use. Competitive markets therefore function as equilibrating mechanisms delivering both optimal economic welfare and distributional justice. Consequently, neo-liberals assert that man-made laws and institutions need to conform to the laws of the market if they are not to be in restraint of trade and therefore economically damaging.

Liberal economics has long been criticised for ignoring differences in economic power. Nevertheless, from Adam Smith
 onwards economists have recognised that the inherent imbalance of power between capital and labour works against the interest of the latter in wage determination. The market has also proven unreliable in providing the education, training, healthcare, and the health and safety at work necessary for maintaining the well being and efficiency of the working population; and failed to deliver full employment or resolve the persistent problem of mass poverty in the midst of growing plenty. Attempts to counter these market failures led to the Factories Acts and health and safety at work legislation; the legitimisation of trade unions, encouragement of collective bargaining and legally binding minimum terms and conditions of employment; state provision of education, training, health care, and income support. Moreover, Keynes’ argument that economies settle at less than full employment because effective demand lags rising income opened the way for government intervention to counter involuntary joblessness by inducing additional expenditure.

The lessons in economic theory and policy learned by failures to counter the social and economic costs of unrestricted markets led to a commitment by the 1945 Labour Government to full employment and a welfare state; initiatives which laid the foundations for post-war prosperity. Expanding government expenditure and increased state intervention in the labour market found wide acceptance amongst economists. Expanded education and training, improved social welfare provision, greater job security and higher labour standards were welcomed because they contributed to human capital formation, effective job search and the more efficient utilisation of human resources. The importance of trade unions to effectively represent workers' interests and to counter the monopsony power of employers was also recognised. As a result, trade unions were increasingly involved in policy making and integrated into the organisations and institutions which were charged with developing and improving the working of the economy and the welfare state (Moore, 1982).

In turn, economic, social and democratic pressures combined in the upgrading of the labour force, a process that particularly benefited those in the lower ranks of the labour market. (Tarling and Wilkinson, 1982). The general well-being fostered by these measures enhanced economic performance by increasing the quantity and quality of labour input, and underpinned economic progress from the demand side by enhancing the customary standard of life and encouraging the diffusion of new product. (Wilkinson, 1988). At both the individual and economy wide levels increasing resources and improving capabilities interacted in a virtuous cycle of rising economic performance. In turn, the viability of the welfare state was guaranteed as the necessary redistribution could be made with minimal political risk as real incomes rose, and as full employment reduced dependency on social welfare. (Deakin and Wilkinson, 2005).

The post-war period, especially 1952 to 1960, was particularly favourable to non-inflationary growth. In many industrial economies unemployment remained high weakening the bargaining position of labour. Elsewhere, labour organisation took time to recover from the inter-war recession and wartime restrictions. Further, with the ending of the Korean War and the running down of wartime raw material stockpiles, primary product prices fell relative to those of industrial goods exerting a downward pressure on costs and an upward pressure on living standards.

Nevertheless, strains began to appear as the long boom progressed. International competition intensified with the re-emergence of Japan and the continental European countries as leading industrial competitors, and with the growth of manufacturing in developing countries. The relaxation of exchange rate controls and growing importance of multi-national firms facilitated globalisation. This accelerated as firms relocated production in an effort to escape the relatively higher labour and social welfare costs in industrial countries; trends encouraged by tax breaks and cheap and docile labour offered by developing regions and countries. One consequence of this increased international mobility of capital was the onset of deindustrialisation in long established industrial regions.

Problems of structural adjustment were aggravated by the increasing pressure of sustained economic growth on supplies of the world’s resources. The resulting sharp increase in the primary product prices, especially of oil, in the early 1970s fed inflation and balance of payments deficits in industrial countries, triggering deflationary policy responses. These transformed the emerging economic downturn into a major world slump and dramatically slowed economic growth, but did little immediately to stem inflationary pressures which were boosted by a second round of oil prices increases in the late 1970s. The resulting stagflation (the coincidence of accelerating inflation and rising unemployment) aggravated the sectoral and regional problems in the industrial economies and led to the widespread destruction of jobs. Problems of high inflation, high unemployment and de-industrialisation were added to by rapidly rising state expenditure to meet the growing social security costs of mass redundancies and as governments attempted to salvage failing industries.

Increasingly these problems were attributed to Keynesian fallacies and sparked amongst economists a revival of traditional liberal beliefs in monetary causes of inflation and the efficacy of unrestricted markets in maximising economic welfare – a revival labelled neo-liberalism. Neo-liberals claim that excesses in monetary expansion generate inflation; and that unemployment stems not from an insufficiency of effective demand but from labour market imperfections resulting from state and trade union intervention, overly generous welfare benefits that discourage work, and the poor quality and low motivation of those without work which makes them unemployable at the prevailing wage. Such factors, neo-liberals assert, determine the level of natural rate of unemployment and attempts by government to increase employment beyond this either increases inflation or squeezes out employment elsewhere in the economy (Friedman, 1977). Alternatively, New Keynesians attributed stagflation directly to the degree of trade union monopoly which raises wages above their market clearing rate and sets the level of unemployment. Attempts to increase expenditure beyond this level, labelled the non-accelerating inflation rate of unemployment (NAIRU), merely add to inflation (Meade, 1982). Thus, there is a simple choice between higher real wages or more jobs.

During the 1970s, these alternative theories of unemployment supplanted Keynesianism as the conventional wisdom in macro-economics, shifting responsibility for unemployment from an insufficiency of effective demand to labour market failure. These notions were progressively incorporated into government thinking and policy: at first rather tentatively by the 1974-79 Old Labour Government (Morgan, 1990, pp 382-386) but then more whole heartedly by Thatcher’s Conservatives in 1979 and by the New Labour government when it came to power in 1997. 

Since 1979, macro-economic policy has been dominated by attempts to control inflation by monetary means whilst responsibility for increasing employment has delegated to market forces. For this purpose, markets and business have been deregulated, large sections of the public sector privatised, and taxes on the rich cut to encourage enterprise. Trade unions have been weakened, legal control of labour standards relaxed, out-of-work benefits reduced and subject to more onerous conditions, and wage subsidisation has been introduced with the express purpose of lowering NAIRU and generating higher levels of employment. Before considering in any detail the effects these policy changes on economic performance it is useful to consider New Labour’s conversion to neo-liberalism, and how the consequences of this for economic policies were distanced from those of the Tory government replaced by New Labour in 1997. 

3. Neo-liberalism and New Labour economic policy 

In his October 1999 Mais Lecture, Gordon Brown identified the economic policy objectives of New Labour as stability, employability, productivity and responsibility. He claimed that economic stability is delivered by pro-active monetary policy and a prudent fiscal stance; employability by attaching welfare benefits to labour market activity, productivity by long term investment in science, new technology and skills; and responsibility by avoiding short-termism in pay bargaining and by building a shared sense of national purpose. Brown attributed pre-1979 economic policy failures to the neglect of the supply side, compounded by demand side reflation to counter unemployment in the recession succeeded by deflation to suppress inflation in the ensuing boom. In the absence of supply side reforms, he argued, rising consumption unsupported by sufficient investment, growing bottlenecks and balance of payment deficits became the defining feature of the go stage of the cycle; followed by monetary and fiscal retrenchment to rein back the economy in the stop stage. 

Brown asserted, that a mistaken belief in a trade-off between unemployment and inflation, the failure to recognise inflation as a monetary phenomenon and unemployment as the consequence of labour market imperfection underlay policy failure before 1979. He admitted that enlightenment about the causes of inflation and unemployment lay behind the neo-liberal policies initiated by the Tories in 1979, but he was highly critical of the policies themselves. He asserted that global capital flows, financial deregulation and technical change had introduced such turbulence in the money markets that hitting monetary targets had proved impossible and the switch to targeting exchange rates had proved no more successful. The price of first adopting but then switching targets was, Brown went on, “recession, unemployment – and increasing mistrust in the capacity of British institutions to deliver the goals they set”. And, moreover, “By the mid 1990s, the British economy was set to repeat the familiar cycle of stop - go that had been seen over the past 20 years. By 1997 there was strong inflationary pressure in the system. Consumer spending was growing at an unsustainable rate, inflation was set to rise sharply above target, and there was a large structural deficit on the public finances. Public Sector Net Borrowing stood at £28 billion” (Brown, 1999, p.4). 

Gordon Brown’s expressed strategy for removing these policy defects was the direct targeting of inflation together with creating a monetary and fiscal policy framework capable of commanding public trust, market credibility and attracting investment capital at low costs. He argued that the primary requirements for this were clearly defined long-term policy objectives, maximum openness and transparency, and a justifiable division of responsibility. To serve these purposes, the Bank of England was made independent and given responsibility for hitting the Government’s inflation target; a duty discharged by a Monetary Policy Committee consisting of leading economists given responsibility for fixing the interest rate, identified as the monetary lever for controlling inflation. The publication of the minutes and votes of Monetary Policy Committee served to inform markets and enhance policy credibility. The purpose of this package of measures was to secure Chancellor Brown’s first condition for full employment: credible stability to encourage people to plan and invest in the long term. 

The second condition for full employment Brown identified as an active labour market policy matching rights and responsibility. This was necessary, he argued, because the existence of high levels of job vacancies alongside high levels of unemployment disproved the notion that joblessness resulted from the absence of job opportunities. Rather, Brown agued, the unemployed had failed to fill vacant jobs because of the scarring effects of the 1980s recession on their skills and employability, and from a disparity between the skills and wage expectations of redundant manufacturing workers and those offered by service sector vacancies. The effect of this mismatch on unemployment , Brown argued, is exacerbated by the failure of welfare benefits to make work pay. Consequently, NAIRU had shifted upwards raising the level of wage inflation associated with any given rate of unemployment. The need was to reform the labour market to reduce NAIRU, so as to create the condition for a long term increase in employment without fuelling inflationary pressure. To meet these objectives working tax credits were introduced to top-up low pay and to bridge the gap between what employers are willing to pay, determined by worker productivity, and what potential employees are prepared to accept. These incentives for labour market participation were backed up by the threat of benefit withdrawal designed to coerce the unemployment into work. 

Broadly then, Chancellor Brown adopted a twin-track strategy rooted in the neo-liberal belief in the efficacy of markets. His expectations were that the delegation of responsibility for interest rates to a committee of independent experts would improve the working of financial markets by increasing the quality of information and by removing political interference. Meanwhile, the payment of welfare benefits as wage subsidies would improve the working of the labour market by lowering the supply price of labour closer to its full employment demand price. 

In general, Brown’s analysis rests on an interpretation of economic history and an acceptance of neo-liberal theorising, especially its explanation for inflation and unemployment. The next two sections will explore the soundness of these underpinnings. Ultimately, the test will be whether or not New Labour’s economic policy made any material difference to trends in output growth, productivity, employment, unemployment and inflation. 

4. Economic outcomes 1960 to 2005

This section examines trends in output, productivity and expenditure at constant prices for the period 1960 to 2005. 

i. Output, jobs and productivity 1960 to 2005

Average annual increases in output, jobs and productivity for selected periods are given in Table 1. The periods identified are for different policy regimes: Keynesian, 1960 – 74; mixed Keynesian/neo-liberal, 1974 – 1979; Tory neo-liberal, 1979 – 1997; and New Labour neo-liberal, 1997 to 2005. On average, in the 45 years between 1960 and 2005 output grew at an average annual rate of 2.5%, made up of 0.4% increase in jobs and 2.1% in productivity. This average hides substantial periodic variation. In the Keynesian era, 1960 to 1974, output grew at a historically high annual rate of 3% (0.3% in jobs and 2.7% in productivity). Annual output growth fell after 1974, especially between 1974 and 1979 when it was 1.8%. From 1979 to 1997 it recovered to 2.2% and further to 2.6% under New Labour. Job growth was 0.3% from 1974 to 1997, but then increased to almost 1% per year after 1997. On the other hand, productivity growth, fell from 2.7% (1960 to 1974) to 1.5% in the second half of the 1970s, recovered to 1.9% 1979 to 1997, but fell back to 1.7% under New Labour. 

Table 1. Average Annual Rates of Increase

of Output, Jobs and Productivity.

	
	Output
	Jobs
	Productivity

	
	
	
	

	1960 to 1974
	3.0
	0.3
	2.7

	1974 to 1979
	1.8
	0.3
	1.5

	1979 to 1997
	2.2
	0.3
	1.9

	1997 to 2005
	2.6
	0.9
	1.7

	
	
	
	

	1960 to 2005
	2.5
	0.4
	2.1


Key: Output = Gross Value Added at Basic prices; Jobs = Productivity Jobs (which includes main and second jobs); Productivity = Output per Productivity Job

Source: Economic Trends Annual Supplement, various years, and Economic Trends, various dates

Figure 1 shows wide annual variations in output growth around trend changes shown in Table 1. Between 1960 and 1973 annual growth fluctuated around 3% with a low of 1.5% in 1962 and a high of 6.5% in 1973. From this high point, output fell in 1974 and 1975 for the first time since the Second World War, before recovering to 2.7% in 1978. Thatcher’s neo-liberal policies reduced output by 2% in 1980 and a further 1.1% in 1981, but then the annual growth in output recovered to 4.9% in 1988. Output fell again in 1991 before getting back to its 1988 rate of increase by 1994; output growth then fluctuated around a declining trend to 2005. 

A changing relationship between the growth of output and productivity growth is revealed by Figure 2. Until the late 1970s cyclical swings in productivity closely tracked those of output, but from 1979 this relationship changed. In the early 1980s and again in the early 1990s productivity recovered before output and grew more rapidly. However, productivity growth then slowed and fell behind that of output. The explanations for these changes are to be found in the relationship between changes in jobs and output shown in Figure 3. In the 1960s the rate of increase in the number of jobs fell, no doubt as a consequence of restrictions on labour supply with full employment, whilst output growth fluctuated around a trend of around 3%. From the mid-1970s the cyclical pattern of job and output growth were more closely aligned. However, in the downswing stages of successive cycles after 1973 job growth fell more steeply than output growth and continued to fall even after output growth recovered. In the upswing of the cycle, job growth tended to catch up with the growth in output.  The effects of these cyclical tendencies are shown in Table 2. 

Table 2. Annual rates of change of output, jobs and productivity when

jobs are falling and increasing, 1979 to 2005

	
	Output
	Jobs
	Productivity

	1979-1983
	0.6
	-1.6
	2.2

	1983-1990
	3.2
	1.9
	1.3

	1990-1993
	0.7
	-2.1
	2.8

	1993-2005
	2.8
	1.0
	1.8


Source: Economic Trends Annual Supplement, various years, and Economic Trends, various dates

Table 2 shows the extent to which productivity increases were achieved more by cutting jobs than by increasing output after 1979. From 1979 to 1983 whilst employment fell productivity increased by an average 2.2%; and as employment expanded 1983 to 1990 productivity growth slowed to 1.3%. Moreover, as Table 2 shows, this pattern was repeated in the deep recession and subsequent slow recovery in the 1990s. This suggests that wholesale job cuts and plant closures increased productivity by intensifying work and by concentrating production in the most productive plant, but the scale of the recession weakened the willingness and ability of firms to introduce the new products and processes needed to drive productivity increase in the upswing of the cycle. 

This argument is supported by Figure 4, which tracks the increase in output per hour worked for the period 1993 to 2005.
 Between 1993 and 1998 manufacturing employment grew by 236 thousand, although it declined as a proportion of total employment from 17.3 to 17.0%, and output per hour worked in manufacturing grew by 0.6% per year on average. By contrast, from 1998 to 2005 manufacturing employment fell by 1.02 millions, to 12.1 % of total employment, and hourly productivity grew at an average annual rate of 3.8%. Meanwhile, productivity growth in non-manufacturing slowed as employment increased. In the 5 years 1993 to 1998 non-manufacturing employment increased by 1.6 million and output per hours worked increased at an annual rate of 2.1%, but from 1998 to 2005 as employment grew by 2.5 million the annual rate of hourly productive increase slowed to 1.3%. Productivity slowdown after 1997 can be therefore explained by a decline in the employment in the manufacturing sector where productivity was growing most rapidly, and a rapid increase in employment in non-manufacturing where productivity growth was slowing. 

ii. Consumer expenditure, government expenditure and gross fixed capital formation

As productivity slowed, consumer expenditure increased as a proportion of GDP at an unprecedented rate (see Figure 5). During the Keynesian era, from 1960 to 1973, real consumer expenditure declined slowly as a percentage of GDP from 60% to 58%, with a high of 61% in 1962 and a low of 57% in 1969. It fell further in the inflationary 1970s reaching 55% in 1977. It then began to grow as a percentage of GDP. Between 1979 and 1997, in the era of Tory neo-liberalism, consumer expenditure grew from 58 to 63% of GDP, before increasing again 63% to 67% in the period of New Labour prudent neo-liberalism. Meanwhile government expenditure fluctuated around 24% of GDP from 1960 to 1979 but then began to decline steadily reaching 19% by 2005. Investment grew from 14% GDP in 1960 to 17% in 1973, with a high of 18% in 1968. It then fell to 14% of GDP in 1981, growing to 19% in 1989, falling back to 16% in 1994 before rising slowly to 19.7% by 2005. 

The most notable feature of Figure 5 is the increase by 10% of GDP in private consumption after the neo-liberal policy revolution began in earnest in 1979. However, there is a question as to where the resources for this came from. Part came from Government expenditure which fell by 5% of GDP, some part of which may be accounted by the switch from public to private provision resulting from privatisation, without any necessary increase in private consumption. Investment, however, increased by 4% of GDP. In fact, consumer expenditure, government expenditure and gross investment together grew from 97% of GDP in 1979 to 106% in 2005. The source of these additional resources is revealed by Figure 6 which shows the trend in exports, imports and net imports (imports minus exports). In the period, 1960 to 1973, apart from 1969 to 1971 when exports and imports were roughly in balance, imports exceeded exports by a small margin. From 1973, as a result of restrictive macro-economic policies and as North Sea oil and gas came on stream, exports increased relative to imports and net imports fell to -2.5% of GDP in 1977. This export surplus ran out in the mid-1980s and by 1989 net imports had reached 4% of GDP, before declining during the recession of the early 1990s. Net imports began to grow again from 1995 and reached 9% of GDP by 2005. 

The importance of the increase in net imports for filling the gap between aggregate demand and supply in the New Labour era can be assessed by contribution they made to resource availability, ie. gross domestic product plus net imports. Figure 7 shows the net imports as a proportion of resource availability from 1960 to 2005. For most of the years until 1974 net imports made a small but positive contribution to UK resource availability, but this became negative in the late 1970s, at first as the governments deflated the economy hard in response to the inflationary crisis and later as North Sea oil came increasingly on stream. From the mid-1980s, net imports became increasingly important but were again checked by the early 1990s recession. Under New Labour, however, net imports have become of increasing importance and by 2005 amounted to 9% of total UK resource availability. The growing importance of net imports to New Labour’s economic programme can be judged by the fact that they accounted for 28% of the increased resource availability between 1996 and 2005. 

Despite improvements in the terms of trade, the surge in the volume of imports had a significant detrimental effect on the balance of trade. Figure 8 shows that, measured as a percentage of GDP, the balance of trade in goods and services fluctuated around an improving trend until 1973, aided by growing export surplus in services. After the dramatic worsening occasioned by the early 1970s increase in primary product prices and the oil crisis, the balance of trade in goods rapidly improved, peaking in 1983. From 1983, however, the trade balance in goods went sharply into deficit and remained so until 2005, despite some recovery in the early 1990s. This deterioration was offset by a steady improvement in the trade balance in services until the late 1970s, but after 1980 this trend improvement ceased. As a consequence, the balance of trade in goods and services was negative for each year from 1984 except for 1997, from when it worsened continuously to reach 3.7% of GDP by 2005. 

iii. Economic management: Keynesian and Neo-liberal policy episodes compared.

Table 3 compares key economic performance indicators for the period 1960 to 1974, when economic policy was Keynesian, 1974 to 1979, when neo-liberalism was encroaching of Keynesianism, and from 1979, when neo-liberalism dominated. Economic performance was weakest in 1974 to 1979 as neo-liberalism progressively superseded Keynesianism. The exception was the balance of trade, which was marginally positive, and unemployment which was higher than in the preceding Keynesian era but lower than under neo-liberalism which followed. A comparison of 1960-74 and 1979-2005 shows that Keynesianism out-performed neo-liberalism on all economic indicators included in Table 3 except for a lower rate of growth of consumer expenditure and slightly lower rate of employment growth. 

Table 3. Economic performance: Keynesian and neo-liberal policy periods 

1960 to 2005

	
	Keynesian
	Mixed
	Neo-Liberal

	
	1960-74
	1974-79
	1979-2005

	% Annual Rate of Growth of:
	
	
	

	     Consumer Expenditure
	2.6
	1.9
	2.9

	     Government Expenditure
	2.5
	1.9
	1.5

	     Investment
	4.1
	0.7
	3.1

	     Output 
	3.0
	1.8
	2.3

	     Employment
	0.3
	0.3
	0.4

	     Productivity
	2.7
	1.5
	1.8

	Average Annual Levels of: 
	
	
	

	      Unemployment (%)
	3.2
	5.2
	8.3

	     Trade balance (% of GDP)
	-0.5
	0.1
	-1.6


Source: Economic Trends Annual Supplement, various years, and Economic Trends, various dates

iv Economic management: Conservative and Labour governments compared.

Table 4 shows the average rates of change or the average levels of leading economic indicators for the periods since 1960 under Conservative and Labour administrations. The Conservative party held power from 1960 to 1964, 1970 to 1974 and 1979 to 1997. Labour formed governments 1964 to 1970, 1974 to 1979, and from 1997. Before 1979, there were consistent differences in economic outcomes depending on which party was in power. Under Labour governments, the tendency was for consumer and government expenditure, investment, output, employment and productivity growth to be lower, and unemployment to be higher, than under the Conservative administrations they replaced. On the other hand, under both of the pre-1979 Labour administration the trade deficit was lower than under their Conservative predecessor. 

Under the 1979 to 1997 Conservative regimes the annual rate of growth of consumer expenditure, investment, output, and productivity exceeded that of the Labour government they replaced. It also followed the earlier pattern set by Conservative administrations by presiding over a worsening the trade balance, although its record on employment creation was no better and on unemployment it was much worse. By contrast, New Labour’s performance relative to its Conservative predecessor was significantly different from that of previous Old Labour administrations. It improved on the rates of growth of consumer expenditure, government expenditure, investment, and employment, did no better on output growth, and performed less well on productivity growth. The high rates of expenditure increase relative to that of output is reflected in worsening of the balance of trade. Measured as a percentage of GDP the average annual trade deficit was almost three times that of the previous Tory regime, and net imports were 6 times higher.

Table 4. Economic Performance: Conservative and Labour Governments

1960 to 2005

	
	1960

to

1964
	1964 

to

1970
	1970

to

1974
	1974

to 1979
	1979 to 1997
	1997

to

2005

	Party in power
	Con
	Lab
	Con
	Lab
	Con
	Lab

	
	
	
	
	
	
	

	Average annual rate of growth:
	
	
	
	
	
	

	Consumer Expenditure
	2.9
	1.9
	3.3
	1.9
	2.7
	3.3

	Government Expenditure
	2.5
	1.9
	3.3
	1.9
	0.9
	2.7

	Investment
	6.7
	4.1
	1.6
	0.7
	2.6
	4.2

	Output
	3.7
	2.5
	2.7
	1.7
	2.2
	2.6

	Productivity
	2.9
	2.7
	2.3
	1.6
	2.0
	1.8

	Employment
	0.8
	-0.1
	0.4
	0.2
	0.2
	0.8

	Average Annual Levels of:
	
	
	
	
	
	

	% Rate of Unemployment
	2.8
	3.0
	4.0
	5.2
	9.6
	5.4

	Balance of Trade as % of GDP
	-0.7
	-0.2
	-0.5
	0.1
	-0.8
	-2.3

	Net imports as % of GDP
	0.8
	0.8
	0.5
	-1.6
	1.0
	6.1


Source: Economic Trends Annual Supplement, various years, and Economic Trends, various dates

The current conventional wisdom is that traditionally Labour has been the party of tax and spend, implying a shift from consumer to government expenditure, and that Gordon Brown changed all that by his prudence, although there has been some backsliding more recently. In fact, a glance at the record of the 1964 to 1970 and 1974 to 1979 Labour Governments shows that they slowed down the increase in both consumer and government expenditure. The rate of growth of consumer expenditure was much lower under Old Labour than under any other administration and nearly half as rapid as under New Labour. Moreover, although Thatcherism reduced the rate of growth of public expenditure to an annual rate of 0.9% from the 1.9% of the previous Labour government, that Government had cut it from the 3.3% annual growth of the Edward Heath, Conservative government. The Wilson Labour government had similarly cut back the growth of public expenditure in the 1960s, although less rigorously than Callaghan did in the 1970s. Indeed, what Table 4 makes clear is that as a Labour Chancellor of the Exchequer Gordon Brown has no monopoly of prudence, in fact, when compared with James Callaghan, Roy Jenkins and Dennis Healey he has been singularly profligate. The Old Labour chancellors proved very effective in holding back the rate of growth of consumer and government expenditure, and improving the balance of trade. However, in doing so they also reduced the rate of growth of investment, and slowed output and productivity growth. Nevertheless, the 1964 to 1970 had a superior record on productivity growth than the neo-liberal New Labour. By comparison, the New Labour brand of neo-liberalism was much more expansionary than the Thatcher/Major variety in terms of consumer expenditure, although output grew no more rapidly and productivity growth slowed, despite the annual increase in investment as a proportion of GDP from 2.6% of the Thatcher/Major administration to 4.2%
. The explanation for how under New Labour main expenditure items could increase relative to output growth is to be found in the last two rows of Table 4: in the large increase in the trade deficit and even large surplus in the volume of import over exports
. 

A major change in the pre - and post -1979 period policy environment is the UK’s more recent ability to sustain a large trade deficit without a run on sterling. Balance of payment problems dogged Labour governments in the second half of 1960s and 1970s. To an important extent in 1964 and again in 1974 Labour Governments inherited large trade deficits resulting from the expansiveness of the previous Tory administrations. This is indicated in Table 4 by the rates of output growth and the balance of trade as a % of GDP, both of which were considerably higher under the Tory administrations of the early 1960s and early 1970s than under the Labour governments which followed them. The importance attributed to these trade deficits by the international financial community meant that the Labour Governments were obliged to turn away from the emphasis on long term growth promised by their election manifestos to short–term crisis management shortly after their election. Even so, in 1966 and again in 1976 Old Labour governments were obliged to heavily deflate the British economy as a condition for international support for sterling. (Morgan, 1990, especially Chapters 7, 8, 10 and 11). Indeed, “Bernard Donoughue [Prime Minister James Callaghan’s adviser] …wrote of how the doctrines later known as Thatcherism were first launched in late 1976 ‘in primitive form’ by Callaghan, the Treasury, the Bank and above all the IMF and sections of the US Treasury”. However, in 1966 the trade balance was in deficit to the tune of 0.2% of GDP (down from 1.8% of GDP in 1964) and in 1976 it stood at 1.1% (down from 2.4% in 1973). These deflationary policy responses of Labour governments in the second halves of the 1960s and 1970s significantly slowed growth but bequeathed positive trade balances to Tory governments in 1970 and 1979. By contrast, in 1997 the New Labour government inherited a surplus on the balance of trade (after a deficit of 4.1% in 1989). Between 1998 and 2005 the trade balance deteriorated from a surplus of 0.2% of GDP to a deficit of 3.7% without any signs of international financial disapproval. Thus New Labour macro-economic policy has been freed from the international strait jacket which constrained old Labour by the judgement of the capital market, and as a consequence New Labour been able to sustain increases in consumer expenditure of two and one half times the increase in productivity, resourced largely by net imports. 

This dramatic turn round in the attitudes of the international financial community and the implications of this for external constraints on the UK economy policy, can be attributed to approval of New Labour’s macro-economic policy, resting as it does on a belief in the monetary causes of inflation and NAIRU. This support has no doubt been reinforced by New Labour’s abdication of responsibility for interest rates determination to convince the international bankers of the credibility of its anti-inflationary policy. What is lacking, however, is any convincing evidence of a consistent relationship between the level of unemployment and inflation needed to validate such a stance. (Michie and Wilkinson,1992; Wilkinson, 2000). The next section considers the relationship between wage inflation and unemployment and explores alternative explanations for inflation.

4 Inflation and unemployment 

i. The relationship between inflation and unemployment

Figure 9 tracks annual levels of unemployment and wage inflation from 1960 to 2005. It shows that from the mid seventies onwards the trend in inflation was downwards and that of unemployment was upwards. But this is all that can be said with any confidence as the relationship between inflation and unemployment continually changes. The average unemployment levels and earnings growth were respectively: 3% and 7% in the 1960s; 5% and 16% in the 1970s; 9% and 10% in the 1980s; 8% and 5% in the 1990s; and, 5% and 4% 2000 to 2005. Figure 9 does show that rapidly rising unemployment has been associated with sharp reductions in inflation. From 1975 to 1977 unemployment increased by 438 thousands and inflation fell by 17.6 percentage points; between 1980 and 1984 unemployment increased 1.7 million and inflation fell by 14.8 percentage points; and, between 1990 and 1993 as unemployment increased by 1.4 million, inflation fell by 6.2 percentage points. But what is notable is a dramatic increase in unemployment associated with each percentage point reduction in inflation. From 1975 to 1977, when incomes policy dominated anti-inflation policy, job losses associated with each single percentage point fall in inflation were 25,000. In 1980 to 1984, when unemployment was relied upon to counter inflation, each percentage point reduction in inflation cost 111,000 jobs and by 1990 to 1993 this price had risen to 219,000 (Wilkinson, 2000). Before and between these major recessions the relationship between inflation and unemployment varied remarkably: from 1960 to 1973 unemployment ranged from 2.1% to 4.5% and wage inflation from 3.5% to 13.4%; between 1975 and 1979 unemployment increased from 4.2% to 6.3% and then fell back to 3.8%, while wage inflation fell from 27% to 9% before rising again to 16%; during the second half of the 1980s unemployment fell from 11.5% to 7.4% while wage inflation varied between 8.5% and 9.3%; and from 1993 to 2005 unemployment fell from 10.6% to 4.9% while annual earnings' increases ranged between 3.3% and 4.8%.

Over the period as a whole, the general tendencies has been for the level of unemployment to rise relative to the rate of wage inflation, for inflation to fall sharply during periods of rapidly rising unemployment and, from 1980, for inflation to remain relatively stable as unemployment fell. Thus, wage inflation has been much more downwardly sensitive to rising unemployment than it has been upwardly sensitive to falling unemployment. Gordon Brown has suggested that the changing relationship between the level of unemployment and wage inflation can be explained by shifts in NAIRU. (Brown, 1999). On the face of it, it is not very convincing to offer prediction based on a given relationship between two variables, and then responding to failures in that predictions by arguing that the underlying relationship between the variables has changed; especially as the historical record shows no consistency in relative movements of the two variables. The increased insensitivity of inflation to unemployment in successive recessions might be interpreted as a progressive upward shift in NAIRU, but the relative stability of inflation as unemployment has fallen during the cycle’s upswing suggests precisely the opposite. Given this, it requires a simple and unquestioning faith to rest macro-economic policy on a causal relationship running from the level of unemployment to the rate of inflation. Nevertheless, the rate of inflation has declined with the switch from Keynesian to neo-liberal macro-economic policy, and if unemployment cannot consistently account for the ebbing of inflationary pressure: what can?

ii. Inflation and import prices

In fact, trend variations in domestic inflation since the 1960s can be readily accounted for by trends in import prices (Wilkinson, 2000). The annual rates of change in GDP market prices and sterling import prices from 1960 to 2005 are compared in Figure 10. For two thirds of the period, 30 of the 45 years, the annual increases in import prices – shown as the hatched line in Figure 10 – were below those of GDP market prices. The major exceptions were in the early 1970s when increases in the world prices of primary products, especially oil, exerted a strong upward pressure on import prices. However, this episode was short lived and from 1977 in all but six years annual increases in import prices have been lower than those of domestic production. This was especially so 1996 to 2005 when they fell at an average annual rate of 1.6% whilst GDP prices grew at around 2.8% per year. 

Import prices impact on domestic inflation because they are input costs which together with wages, profits and indirect taxes (the cost components of GDP at market price) determine total final expenditure (TFE) 
 prices. Any changes in the prices of import relative to GDP prices will be reflected in a divergence between GDP and TFE prices, the extent of which will be determined by the difference between increases in import and GDP prices, and the relative importance of imports in final expenditure. If, for example, imports constitute 25% of final expenditure, import prices increase 4% more than GDP prices, and costs are marked-up with constant percentage profit and indirect tax rates, import costs will add 1% to TFE prices. Therefore, provided profit and indirect tax rates, and imports as a proportion of TFE remain constant
, .differences between annual changes in GDP market and TFE prices measure the effects of import prices.  The actual import price effect for the 1960 to 2005 is shown in Figure 11. 

Demonstrating the effect of changing relative import prices on the trend of domestic prices requires some explanation of the process of price and wage formation. Firms mark-up costs by a profit margin to determine prices, prices then enter wage determination through their impact on the cost-of-living. This inter-relationship between prices and wages means that cost changes (increases and reductions) are continually recycled and become embedded in wage and price changes. For example, suppose that prices had been constant but were then raised 2% by an increase in import prices. This would cut real wages by 2% and compensating wage claims would increase money wages by 2%. The marking-up and passing on of these wage cost increases would add a further 2% to the next round of price increases, re-activating the cycle of wage and price increases so that the inflation rate would be permanently raised by 2%. 
 
If the import price effects are fully passed on in this way, the impact of import prices on inflation over a number of years will be the sum of the annual import price effects. This, of course, supposes that price and wage determination operates freely. But, this was not the case for much of the 1960s and 1970s when incomes policies were operating and when the mechanisms recycling of changes in the costs of imports by wage and price determining processes were distorted by administrative attempts to control the level and timing of wage and price increases (see below, p 24). In 1979 the Thatcher government abandoned incomes policy, freeing-up wage and price determination and relying on monetary manipulation to control inflationary impulses. From 1980 to 2005 the sum of the annual import price effects was -16.4%, although the fall in the annual increase in GDP market prices was only 7.8% (from 11.2 to 3.4%). This difference can be explained by an increase in the profit and indirect tax mark-up over wage costs which absorbed some part of the downward pressure of import prices. Between 1980 and 2005 the wage share in GDP at market prices fell from 60% to 55.5%, explained by an increase of the non-wage share of 3.3% and an increase of indirect taxes of 1.2% of GDP. This represents an effective increase in the mark-up over wage costs in price determination from 67% to 81%, suggesting that rather being passed to consumers some part of the relative reduction in import prices was absorbed by higher non-wage incomes and expenditure taxes. Even so, the decline in the rate of inflation after 1980 can be convincingly accounted for by the downward pressure of import prices leaving NAIRU theory little if anything to explain. 

iii. Inflation and real wages 

a. Inflationary episodes

The periods 1960 to 1979 and 1979 to 2005 fit into an historical pattern of alternating episodes of accelerating and decelerating inflation. (Tarling and Wilkinson, 1982; Wilkinson, 1988; Deakin and Wilkinson, 2005, especially Chapter 4, section 4.2). Inflation accelerated from 1895 to 1920, 1933 to 1952 and 1960 to 1979; and decelerated from 1873 to 1895, 1920 to 1933, 1952 to 1960 and 1979 to 2005. The accelerating inflation episodes were typified by import prices rising more rapidly than domestic prices and slowly rising real take home pay. The periods 1895 to 1920 and 1960 to 1979 ended with wage and price explosions and were followed by deep recessions. 1933 to 1952 was an exception to this pattern. Then, although imports increased sharply and domestic prices followed, real take home pay grew strongly. This divergence from the usual pattern during accelerating inflationary episode is explained by the use of price controls and subsidies to moderate the effect of rising import prices on domestic inflation during and immediately after the Second World War. The 1933 to 1952 inflationary episode was also exceptional in that it was not followed by a deep recession. 

In the periods of decelerating inflation, the slowing down of domestic price increases was led by import prices and real take home pay grew relatively rapid. With the exception of 1952 to 1960, the downturn in import prices resulted from the impact of recession on world prices, and especially world primary product prices. Therefore, perhaps somewhat paradoxically, the periods when real take home pay grew most rapidly were those when unemployment was the highest. In 1952 to 1960, however, the fall in world prices resulted from the running down of stockpiles of food and materials after the end of the Korean War, so that in this period import and domestic price inflation decelerated when unemployment was at a historically low level. 

Trade union membership and density (the proportion of the employed labour force in trade unions) followed the trend variations in inflation: rising as inflation accelerated and falling as it decelerated. Trade union membership and density increased slowly between 1895 and 1905, but grew rapidly after the 1906 Trade Dispute Act had lifted legal constraints on trade union activity and reached a peak of 8.2 million and 48% respectively by 1920. Membership then fell precipitously to a low of 4.2 million in 1933 when density stood at 23%, but then began to recover. By 1952, membership had risen to 9.3 million and density to 45%. During the 1950s, growth in membership slowed and density was static, but they then began to rise again. From 9.5 million in 1960, membership reached 10.6 million in 1970 and 12.6 million in 1979, by which time density was 53%. After 1979 membership fell and by 2005 stood at 7.4 million, while density was only 32%.

Changes in strike activity mirrored that of union strength, reaching high levels between 1910 and 1920, in the 1940s and again in the 1970s when inflation was high and rising, but declined when inflationary pressure abated. (Deakin and Wilkinson, 2005, pp. 252 -256)

Thus across the twentieth century the growth of trade union membership and industrial militancy have moved in tandem with inflationary pressure and its erosive effect on the rate of growth of real take home pay. It is not possible to say whether trade unions caused inflation or inflation caused trade unions, since the relationship between them has been mutually reinforcing. The downward pressure of inflation on real wages has lead to increasing trade union membership and militancy which in turn has added to the inflationary pressure. These inflationary upswings ended as the upward pressure of rising import prices eased and the rate of real wage advance increased. With this, growth in union strength and militancy slowed and the domestic pressure on wages and prices eased, even in the 1950s when unemployment was at an all time low. 

b. Inflation and real wages 1960 to 2005

The role of real take home pay as a causal factor in the inflationary process during 1960 to 2005 is explored in Figure 12. The hatched line shows annual increases in money earnings, the dotted line the increase in real earnings (ie. gross earnings deflated by the retail prices index [RPI]) and the solid black line gives the movements in real take home pay (ie. money earnings net of direct taxation [income tax and national insurance contributions] deflated by the RPI). The vertical difference between the hatched line and the dotted line shows the price effect (the erosive effect of rising prices on real income) and the vertical distance between the dotted and solid line is the tax effect. It is in important to note that before 1976, as the direct taxation of wage income progressively increased, the take-home value of earnings was eroded by both price and tax increases, but from 1976 real take home pay grew faster than real earning as the incidence of direct tax on earnings fell. 

Figure 12 shows how, before 1979, the annual rate of increase of money earnings fluctuated widely with high peaks in 1975 and 1980. These variations reflect the impact of incomes policies, the early stages of which slowed down wage and price increases. But they more effectively controlled pay than prices, and especially those in the public sector. The reduction in the rate of increase in real take home pay then triggered determined attempts by the workers most seriously affected to recover what they had lost, and under this pressure wage and price increase escalated and the incomes policies collapsed. Notwithstanding these failures incomes policies were periodically reintroduced with greater degrees of legal enforceability until 1979
. 

The Tory incomes policy introduced in 1961 ended with a doubling of the inflation rate in 1964. The incomes policy introduced by the Labour government in 1965 slowed inflation from 8.1% in 1965 to 3.5% in 1967, a low point from which inflation took off and reached 11.6% in 1970. Edward Heath’s 1972 incomes policy did little more than contain inflation before it was swamped by rising import prices, the impact of which was exacerbated by threshold agreements which formed an important part of the Heath income policy strategy. The effects of the threshold agreements powerfully demonstrate the dynamics of wage and price explosions and are worth studying in some detail.

Threshold agreements, introduced in November 1973, were rooted in the belief that pay claims are based on expected inflation. If so, it was hypothesised, a guarantee of a future indexation of wages to prices could be substituted for all or some part of the inflation expectation element in current wage settlements. This lowering of current wage settlement levels would slow inflation so that the price indexation clause in wage agreements would not come into operation. Guided by these ideas, the Edward Heath threshold agreements guaranteed an additional pay increase of 40p (approximately 1% of average male, manual worker earnings) if prices inflation (measured by the Retail Price Index [RPI]) reached 7% above its November 1973 base, and a further 40p for every percentage point increase in inflation above 7%. The intention of this promise was to remove the expectations of future price increases from current wage settlements, helping prevent price inflation reaching the 7% threshold. Such a strategy was feasible providing the pace of price increases was determined by the level of domestic wage settlements. Unfortunately, by 1973 the main inflation pressure was coming from the rapidly escalating world prices of primary products, especially oil. Driven by this imported inflation, domestic price increased crossed the 7% threshold in the spring of 1974, triggering a series of threshold agreement wage increases which in turn drove up prices. By November 1974, when threshold agreements expired, a total of 11 threshold pay increases had been triggered, adding £4.40 per week (more than 10%) to average earnings. 

The effect of the threshold agreements was to impose upon the conventional pattern of annual wage advances, an additional element which followed price increases by an average of 2 weeks (compared with the average of 6 months of the usual annual wage settlements
). The consequence of this drastic shortening of the price/wage cycle was an almost doubling of the annual rate of wage inflation from 14.5% in the first quarter of 1974 to 28.1% by the second quarter of 1975. However, by the third quarter of 1976 it had fallen to 14.2% as the threshold effect disappeared from the earnings index, and as the wage restraints of Labour Government’s incomes policy began to bite. (Tarling and Wilkinson, 1977a and 1977b). By 1978 the year on year price inflation rate had slowed to 8%, but then accelerated sharply to 18% under the combined pressure of post-incomes policy wage explosion and the second round of oil price increases. From 1980 the rate of wage and price inflation fluctuated much less widely with the ending of direct governmental intervention in wage determination. 

The rate of increase in real take-home pay also fluctuated widely before the early 1980s. It was particularly low in the incomes policy periods at the beginning and second half of the 1960s, and in the 1970s when between 1973 and 1977 real take home pay fell 10%. Incomes policy-off periods generally saw a recovery in the rate of growth of real take home pay. Despite this, on average, the 1960s and 1970s witnessed slow real take home pay growth. By contrast, from 1982 to 2005 real take home pay grew in every year except for 1995, advancing at an average annual rate of 2.5%. 

Table 5 summarises changes in money earnings and the effects of prices and tax changes on their real take-home values. For this purpose, the period prior to 1979 is divided into incomes policy-on and incomes policy-off episodes. From 1979, when Keynesianism and incomes policies were abandoned as policy options, the division is between Tory neo-liberalism (1979 to 1997) and New Labour prudent neo-liberalism (1997 to 2004). For each period from 1961 Table 5 gives the annual average increases in money earnings, real earnings and real take home pay. It also gives the price effect (the percentage reduction in the real value of money earnings resulting from the increase in retail prices), the tax effect (the percentage reduction/increase real earnings from an increase/reduction in direct taxes) and the combined price and tax effect. 

Table 5. Annual Percentage Increases in Earnings, and the Price and Tax Effects in Incomes Policy-On and Incomes Policy-Off Periods, 1960 to 2005.

	
	Money

Earnings
	Price

Effect1
	Real

Earnings
	Tax Effect2
	Real Take Home Pay
	Tax and Price Effect3
	Incomes Policy

	
	
	
	
	
	
	
	

	1961-63
	4.0
	-82.5
	0.7
	+2.5
	0.8
	-80.0
	On

	1963-65
	8.3
	-50.6
	4.1
	-20.5
	2.4
	-71.1
	Off

	1965-69
	6.3
	-68.3
	2.0
	-24.4
	0.4
	-93.7
	On

	1969-72
	12.0
	-66.7
	4.0
	-6.7
	3.2
	-73.4
	Off

	1972-74
	15.5
	-82.6
	2.7
	-18.7
	-0.2
	-101.3
	On

	1974-79
	15.7
	-98.7
	0.2
	+3.2
	0.7
	-95.5
	On

	1979-97
	7.8
	-75.6
	1.9
	+6.4
	2.4
	-69.2
	Off

	1997-04
	4.2
	-59.5
	1.7
	+7.1
	2.0
	-52.4
	Off

	
	
	
	
	
	
	
	

	1960-04
	8.5
	-77.6
	1.9
	-1.2
	1.8
	-78.8
	


1. Difference between the increase in money and real income, as % of increase in money earnings. 2. Difference between the increase in real and real take home pay, as % of increase in money earnings. 3. Price effect plus tax effect.

Source: Economic Trends Annual Supplement, various years, and Economic Trends, various dates

Table 5 indicates how much stronger the price effect was in policy-on periods, especially 1972-74 (Conservative Party incomes policy) and 1974-79 (Labour Party incomes policy). In the latter period price increases wiped out all but 1.3% of the increase in earnings. Secondly, Table 5 shows the importance of increasing direct taxes in reducing disposable income from employment in each period prior to 1974, especially from 1963 to 1969. Thirdly, Table 5 reveals how, in the 1965-69 incomes policy-on periods all but a very small proportion of the real disposable value of money wage increases was removed by the combined price and tax effect, and in 1972-74 real take home pay fell as a consequence of rising prices and taxes. During the 1974–79, reductions in direct tax somewhat mitigated the effect of rising prices. From 1979, as incomes policies disappeared as policy options, the erosive effect of prices on real wages advance declined and the tax effect became positive. Consequently, whilst in 1972 to 1979, on average, only 2.5% of the annual increase in money earnings was retained as an increase in real take home pay, in 1979 to 1997 this residual was 30.8%, and in 1997 to 2004 it was almost half. 

5. Conclusions: economic policy and the inflationary process. 

The Keynesian revolution created the belief that full employment was within the scope of policy making. In this respect the 1950s were reassuring as high levels of employment were accompanied by declining inflation and growing prosperity. However, the 1950s was a special case of import prices falling relative to domestic costs, high levels of economic activity, historically high rates of productivity growth and rapid increases in real wages. In the 1960s, the trend in import prices became less favourable whilst domestic cost pressure on prices increased. In the 1970s, rapidly rising import prices became a powerful additional stimulus to domestic inflation. 

Amongst the Keynesians there were competing theories of inflation. The main ones of these for policy purposes were demand pull and cost push. Demand pull theorists contended that inflation is the consequence of excess of monetary effective demand over supply which pulls up prices. From this perspective, unemployment and inflation require diametrically opposed policy responses: the former needs an increase and the latter a reduction in monetary expenditure to maintain non-inflationary, full employment growth. Cost inflationists, on the other hand, believe that inflation originates on the supply side, especially from wages rising faster the productivity: Their policy recommendations involve the direct intervention in wage and price determination, traditionally by incomes policy. 

Neither demand nor cost inflation theorists paid any great attention to what happens to real wages. Rather, they followed Keynes in supposing that workers are primarily concerned with their wage levels relatives to those of others. Keynes had argued in the General Theory that: ‘The effect of combination on the part of a group of workers is to protect their relative real wage. The general level of real wage depends on the other forces of the economic system.’ (p.14, Keynes, 1973).
 Woods (1978) reworked this proposition by arguing that “ideas of fair pay in relative terms are more fundamental than, and eventually always dominate, ideas of fairness in real terms’ (p.22)
. 

In practice, Tory and Labour governments used both demand management and income policies, often in combination, in their attempts to restrain inflation. Tory governments were generally more reflationary and Labour governments more deflationary, but both introduced incomes policies. However, as anti-inflationary devices both incomes policies and demand management proved counter productive. The negative effect of incomes policies and the growing incidence of tax on earned income on the growth of real take home pay intensified industrial militancy and added to inflationary pressure from the cost side. (Wilkinson and Turner, 1971 and 1972; Tarling and Wilkinson 1977). Meanwhile, deflationary demand management constrained the resources available for absorbing inflationary pressures.

Anti-inflationary policy, especially demand management, rested on the belief that inflation was cyclical. However, the development of the inflationary bias in the British was as cumulative process as incomes became, in effect, increasingly indexed to rising prices. The ability of firms or workers to protect themselves against inflation depended on how successful they were in resisting cost increase and/or passing them on to others. For example, non-union workers and those in non-militant unions are least likely to resist the impact of inflation on living standards, and this inability helped moderate inflation. However, history suggests that such passivity is unlikely to persist in the face of continually rising prices. Throughout the 20th Century persistent downward pressure on living standards from rising prices has proved to be a powerful recruiting agent for trade unions and an incitement to militancy. As a consequence, as each inflationary episode unfolded a growing proportion of the workforce succeeded in protecting their real incomes more effectively against inflation. This caused prices to rise more rapidly and exerted greater and greater pressure on others to organise and bargain more effectively. Rising inflation can therefore be regarded as the consequence the more complete and immediate indexation of wages to prices, and prices to wages. 

The 1970s added an external dimension to the Britain’s inflationary spiral as import prices rose rapidly under increased pressure of world economic growth on commodity supplies, and with the political pressure amongst oil producers to redress the growing disparity between industrial product prices and those of oil. This imported inflation trigger a domestic struggle over who should bear the cost, which together with policy attempts to contain inflation in the mid-1970s, sparked a domestic price explosion. 

It was in these circumstances that Keynesian economic policies were progressively abandoned and replaced by alternatives inspired by neo-liberalism. This move had three distinct political advantages. Firstly, the idea that inflation is a monetary phenomenon mystifies the inflationary process and helps distance government from responsibility for rising prices
. The second political advantage of neo-liberalism is that the idea of a natural level of unemployment or a non-accelerating inflation rate of unemployment, determined by market imperfections effectively frees the Government from responsibility for unemployment and poverty and shifts it to the unemployed and the poor. Thirdly, the poor and the unemployed, who under the neo-liberal regime are called upon to bear the lion’s share of the cost of economic adjustment, have little or no political power.

Whatever may be the political benefits of neo-liberalism, the economic costs have become only to clear. The pace of inflation moderated as unemployment rose, but the causal mechanisms were very different from those proposed by the neo-liberals. Rather than operating directly on prices, the widespread monetary restrictions of the late 1970s and early 1980s triggered a deep global recession which caused primary products prices to collapse. In addition, increased excess capacity due to a lack of effective demand intensified international competitiveness and lowered world prices for manufactured goods. Meanwhile, the buyers’ market strengthened the hands of large retail chains and other dominant firms and provided the opportunity to source more widely and to pressure suppliers into price concessions. In Britain, exchange rates, kept high by restrictive monetary policies, added to the downward pressure import prices and hence domestic inflation. In addition, high levels of unemployment coupled with labour market deregulation and social welfare reforms reduced the bargaining power of the least well paid, lowering their relative earnings and prices of their services (Wilkinson, 2000). The dampening of inflation therefore was not a direct result of monetary adjustments. Rather, it stemmed from the combined effects of economic depression and unemployment on the balance of power in labour and product markets. This served to redistribute income towards the more powerful groups in the world and domestic economies, allowing their real incomes to rise and reducing the inflationary conflict between them. 

But the low levels of inflation have been secured at enormous human and material costs. Mass poverty has re-emerged (Dorling et al, 2007; Hills, 2004), and the fall in primary product prices has had a devastating impact on the economies and well-being in third world counties. Moreover, the policy tools used to secure these ends have adversely affected Britain’s ability to maintain the rates of growth necessary to sustain the increase in real incomes underlying the decline in domestic inflation. The overvalued pound which serves to keep import prices down and export prices non-competitive, and high interest rates targeted at internal inflation has squeezed, and continues to squeeze, manufacturing and the other wealth creating sectors. As a result, the capabilities of generating the necessary resources to maintain living standards is threatened and the trend increase in the balance of payment deficit on current account can be expected to make it increasingly difficult to prevent sterling depreciating, and the cost of imports rising.

Neo-liberalism has reproduced the economic conditions of the inter-war years at which the Keynesian reforms were targeted. These include an increasingly stagnating economy with slow growth, low rates of innovation and poverty in the midst of plenty for some. Meanwhile, the terms of trade benefits of low import prices and the tolerance of the international financial community to Britain’s balance of payments deficit allows expenditure, and especially consumer expenditure, to outstrip production. But the signs are that the long downswing of world inflation is coming to an end as once again world growth presses on natural resources. This suggests the downward trend in import prices which helped create the impression of prosperity in Britain, although undermining the ability to compete, may be coming to an end. If this happen, the expectations must be that a fall in sterling will add to price pressure heralding a new inflationary episode with economic problems which the British economy will be ill equipped to confront.

Compared with liberal economic regimes which preceded it, and neo-liberalism which followed, Keynesianism delivered higher levels of economic and social performance in the 25 years or so following the end of the 2nd World War. Its undoing was its inflationary bias. Therefore, the rehabilitation of Keynesianism as a viable economic strategy requires, as a priority, the addressing of the problem of inflation. A first step in this is demystifying inflation: in the UK inflation is not simply a monetary phenomenon, rather it results from the interaction between cost-plus pricing and institutionalised wage determination in which the rising cost of living is the main driving force. As it is essentially an institutional process, inflation requires an institutional solution 

From this perspective, previous attempts to stabilise inflation in Britain by incomes policies, have failed for five broad reasons:

· Firstly, they were almost exclusively concerned with wage control so that real wages bore the brunt of any restrictions; 

· Secondly, wage controls were unevenly imposed and this undermined their effectiveness. The main weight of wage restrictions fell on certain groups, often in the public sector, with negative real wage consequences. The response was large wage claims backed by worker militancy that bought the incomes policies down; 

· Thirdly, incomes policies were usually imposed as emergency packages together with restrictive deflationary fiscal and monetary policies, so that much of the benefits of wage restraint were dissipated in higher levels of unemployment and lower levels of productivity.
 

· Fourthly, inflation control was seriously hindered by fragmentation of British collective bargaining. This meant that even if each separate group could temporarily succeed in inflation proofing their pay, this is soon cancelled out by the wage increases of others and the resulting prices increases. In this process, any group failing to secure a wage increase can expect to experience a sizeable cut in living standards and have only negligible affects on the rate of inflation. The only way that changes in the individual wage and price decisions making can effectively dampen inflation is if they are centrally coordinated. In this important respect, the greater fragmentation of wage determination in the 1980s and 1990s has made inflation much more difficult to control. 

· Fifthly, wide swings in world commodity prices are deeply destabilising. This problem can only be resolved by the concerted effort by the producers and users to work together interest of greater price stability. 

The overcoming of the first four obstacles to internal price stability lies in the improvement of wage bargaining arrangements to ensure greater equality and a closer integration of inflation control with other economic and social objectives.  These in turn require a greater involvement of labour organisations in the design and implementation of economic, labour market and social welfare policy. In this respect, the "social corporatist" states of Northern Europe achieved a significant measure of success. They had higher growth rates than Britain in the 1950s and 1960s and were more effective in reducing inflation without high levels of unemployment in the 1970s and 1980s. (Rowthorn, 1992, Rowthorn and Glyn, 1988.)

Their major advantages have been with their centralised collective bargaining systems. Industry level negotiations between well organised employers and trade unions allows a greater understanding of the possible risks of spiralling inflation, including higher levels of unemployment and lower levels of investment. The central bargainers are also better placed than the individual groups to gauge the risk of restrictive macro-economic policies and higher levels of unemployment as a response to higher wage inflation.
 Centralise bargaining and the superior control it gives over inflation also forms the basis for a closer co-operation between unions, employers and government in industrial, labour market and social welfare policy. In the countries which achieved this degree of cohesion, high quality training and rapid retraining created a highly skilled and flexible labour force whilst high social welfare standards and full employment reduced labour market uncertainty and resistance to change. The resulting high rates of productivity made inflation more easily to contain and this in turn increased competitiveness and economic performance.
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APPENDIX 1
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Source: Economic Trends Annual Supplement, various years, and Economic Trends, various dates

[image: image2.emf]Figure 2. Annual % change in output and productivity 1960 to 2005
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Source: Economic Trends Annual Supplement, various years, and Economic Trends, various dates

[image: image3.emf]Figure 3. Annual % increase in output and jobs 1960 to 2003.
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Source: Economic Trends Annual Supplement, various years, and Economic Trends, various dates

[image: image4.emf]Figure 4. Index of hourly output 1993 to 2005.
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Source: Economic Trends Annual Supplement, various years, and Economic Trends, various dates

[image: image5.emf]Figure 5. Consumer expenditure, government expenditure and gross fixed capital formation as % of 

gross domestic product: constant prices.
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Source: Economic Trends Annual Supplement, various years, and Economic Trends, various dates

[image: image6.emf]Figure 6. Exports, imports and net imports as % of gross domestic products 1960 to 2005.
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Source: Economic Trends Annual Supplement, various years, and Economic Trends, various dates

[image: image7.emf]Figure 7. Net imports as % of resource availability 1960 to 2005.
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Source: Economic Trends Annual Supplement, various years, and Economic Trends, various dates

[image: image8.emf]Figure 8. Trade balances in goods and services as percentages of GDP  1960 to 2005.
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Source: Economic Trends Annual Supplement, various years, and Economic Trends, various dates

[image: image9.emf]Figure 9. Rates of increase in earnings and levels of unemployment 1960 to 2005
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Source: Economic Trends Annual Supplement, various years, and Economic Trends, various dates

[image: image10.emf]Figure 10. Annual percentge changes in GDP and import prices 1960 to 2005.
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Source: Economic Trends Annual Supplement, various years, and Economic Trends, various dates

[image: image11.emf]Figure 11. Import price effect
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Source: Economic Trends Annual Supplement, various years, and Economic Trends, various dates

[image: image12.emf]Figure 12. Annual % changes in earnings 1960 to 2005
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Source: Economic Trends Annual Supplement, various years, and Economic Trends, various dates

� See Smith (1998), especially pps 65 to 67.


� This is a better measure of productivity than output per job because it overcomes the problem of the effect on production of changes in hours worked. However, it is only available from official sources from 1993 onward.


� The growing ineffectiveness of investment to raise productivity can be underlined by the fact that the that the annual growth rate of investment under the 1964 – 70 Old Labour government was similar to that of the 1997 – 2005 New Labour administration. Nevertheless, the rate of increase in productivity in the latter period was only two thirds of that in the former. 


� A difference explained by the improvement in the terms of trade.


� Total expenditure on domestic production plus imports.


� The import price effect combines the effect of differences between changes in GDP and import prices and changes in the imports as a proportion of total expenditure (in volume terms). This proportion was 13% in 1960, 17% in 1974, 17% in 1979, 24% in 1996,  and 31% in 2003. 


� In effect, the 2% inflation constitutes an unresolved dispute over who should bear the cost of the increase in import prices. 


� For details of incomes policies and their inflationary impact see Tarling and Wilkinson, 1977a.


� Assuming that price increases came at regular intervals throughout the twelve months separating individual wage settlements.


� In How to Pay for the War (1940), Keynes, however, recognised that there might be a limit to the reduction in real wages that workers would tolerate. See Chapter IX.


� Although such a strong conclusion required a particular gloss to be put on the evidence he cites on pages 213-15.


� New Labour institutionalised this distancing by setting up the Monetary Committee of the Bank of England with responsibility for determining interest rates – the principal policy instrument for controlling inflation


�   R Tarling and F Wilkinson, 1977, pps. 395 -414.


�. When bargaining is centralised, the argument goes, information about the consequences of wage increases is more complete at the centre and this means that the counter moves by capital and the state in the way of price increases and unemployment are more fully understood and responded to(Bruno and Sachs, 1985; Calmfors and Driffill, 1988).
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