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Contemporary Britain

Lecture 23: The British economy, 1939–1990: policy

1.
INTRODUCTION


In his superb polemic on postwar British economic policy, The wasting of the British economy, Pollard (1984, p. 165) argues that ‘There is in operation ... a law of the deterioration of British economic policies. Like the “average” Russian harvest (“worse than last year’s, better than next years’), every government seems to have done more damage and to have succeeded in fewer things than the preceding one.’


In today’s lecture we explore the validity of this law, although we should note that Pollard was writing in the early 1980s amidst a serious depression caused by government policies. It was thus unclear how radical the Thatcher reforms would turn out to be and whether they would in the longer-run arrest relative economic decline. Since then, of course, the orthodoxy has emerged that, first, the Thatcher policies did mark a decisive break with the old Keynesian-Beveridge orthodoxy; and, secondly, that the new policy regime did turnaround the British economy.


In addition to Pollard’s law we should introduce at this early point a central characteristic of the historiography of postwar British economic policy: that the story told is one of a series of missed opportunities (1945 with the pursuit of a New Jerusalem; late 1950s with Stop-Go and not joining the EEC; etc) with attendant counterfactuals. Here then are our central questions.

2.
ORGANISATION OF THIS LECTURE AND RECOMMENDED INTRO-DUCTORY READING

Organisation and content

This lecture divides into five parts:

(
the first briefly details what governments can do to manage the economy;

(
the second provides a brief chronological progression of British economic policy since the war;

(
the third explores the main economic trends in terms of the four macroeconomic objectives identified in the last lecture: the promotion of economic growth; full employment; price stability; and equilibrium in the balance of payments;

(
the fourth explores the main schools of thought on how economic policies have in practice impacted, for better or for worse, on economic performance; and

(
the fifth draws some conclusions.

Reading

All of the themes discussed today are explored in my textbook Government versus the market (Middleton 1996) but this may be a bit intimidating for those without some background in economics and economic history. Thus we recommend:

(
Specially written for undergraduates studying contemporary British history, Middleton, The British economy since 1945: engaging with the debate (2000).

(
Cairncross’s The British economy since 1945 (1995): quite accessible to non-specialists, although written by an economist with long experience as an economic adviser to successive British governments.

(
Tomlinson’s Public policy and the economy (1994) covers the main macroeconomic policy issues, whilst Tomlinson (1994) is devoted to microeconomic policies.

(
Morris’s The economic system in the UK (1985): an applied economics text written for non-specialists.

(
Mosley’s The making of economic policy (1984): an important work on how economic policies are made and their affects which is both historical and comparative.

3.
WHAT CAN GOVERNMENT’S DO TO MANAGE THE ECONOMY?

Policy instruments

To achieve the four main macroeconomic policy objectives governments have available to them, or acquire, policy instruments, a typical listing of which would be:

1.
Fiscal powers: the getting of revenue through taxation and its spending as public expenditure. Each of these two sides of the budget can alter market-determined allocations of resources, the incentive structures underlying the market economy and, through the balance of the budget (revenue less expenditure), impact on aggregate demand (and thus employment) and monetary policy.

2.
Monetary powers: the government, as the monopoly supplier of legal tender, and working through its agent the Bank of England, can influence the quantity and/or the price of credit whilst, through its management of the foreign exchange reserves, it can regulate foreign exchange transactions and influence the exchange rate of sterling vis-à-vis other currencies.

3.
Public ownership: the means for government to impact directly on the pricing, investment and employment policies of a significant part of an economy’s productive activities, both goods and services.

4.
Legal powers, typically assuming two forms: (a) the maintenance of a legal framework within which the private sector operates, such as competition policies which aim to counteract potential market failures such as monopoly which ceteris paribus undermine individual markets as efficient allocative devices; and (b) direct controls, the regulation of specific activities such as consumer credit, wage and price legislation, etc which affect economic behaviours and will be reflected in relative prices.


The unifying characteristic of all of these policy objectives and instruments is that they entail the public authority (typically, but not exclusively, central government and its agents) altering the market-determined distribution of resources in pursuit of the public interest or some version of this adjusted for the political preferences (the need to maximise votes to ensure re-election) of the governing political party. We have then governmental economic policies, like the economic behaviour of an individual or household, progressing from the decision: what one wants to achieve (the objectives), to the process of selecting the means for its achievement (the instruments) and onward to the implementation of policy subject to certain constraints and trade-offs between policy objectives.


Policy constraints

The constraints conditioning the potential choice and effectiveness of economic policies can be divided into three categories, of those deriving from:

(
the economic market: how and with what effect will markets (especially the City of London) and key economic agents (notably trade unions and employers associations) react to policies;

(
the political market: actual or expected political reactions which condition the mix of policy objectives/instruments, their effectiveness and from this the probability that a government will secure sufficient popularity to be re-elected; and

(
the internationalisation of both economic and political life: the trend towards globalisation of trade and capital, together with the growing political interconnectedness and mutual obligations of the advanced economies, acting to reduce the autonomy of any one national government to frame economic policies in isolation from those being pursued elsewhere.


Taken together these constraints determine the potential capability of governments and their economic policies, and we should note that such governmental capacity has eroded through time. Thus, in the immediate aftermath of the Second World War, there was a near universal belief in the virtues of big government and in its capacity to act decisively and in the public interest for it had appeared to do so in its management of the war economy. This was the high-water mark for the belief that markets were more prone to failure than were governments. Thereafter, however, as normal peacetime politics and economics were re-established, and as it became perceived that the British economy was underperforming at least in part because of poor economic policies, this consent for big, highly interventionist government was eroded. This transition to the present day, to the position where politicians of all political parties have succeeded in downgrading public expectations of what governments can reasonably deliver in their economic policies, can be understood in terms of two processes:

1.
the growing appreciation that in practice government policies often fail to achieve their stated objectives, and may in fact reduce economic welfare; and

2.
the recognition that the trade-offs between policy instruments were deteriorating, such that both Labour and Conservative governments in the 1970s reached an impasse in their efforts to find new and effective policy instruments which would lessen these trade-offs.


Such is the significance of this reappraisal of government’s economic policy capability that to study postwar British economic policy is, in effect, to examine these trade-offs: how they were calibrated, how they varied over time and how governments have, largely unsuccessfully, sort additional policy instruments to lessen individual trade-offs and thereby increase what is known as the policy space: this a useful concept designed to capture the interplay of past policies, choices and inherited institutional structures and the way in which they influence the definition of current problems, the perception of the range and efficacy of potential policy instruments and the resulting space for manoeuvre (Middleton 1998, p. 59).

 The preoccupation with trade-offs is well captured in the label Stop-Go which is routinely applied as a description for British economic policy since the 1950s, by which is meant that the economy lurched from crisis to crisis as successive governments sought to attain simultaneously the four policy objectives but in practice were forced periodically to sacrifice high growth and low unemployment in order to attain price and balance of payments stability (Pollard 1984). As we shall see the British economy has been plagued with persistent balance of payments problems, but these were part cause and part consequence of the underlying relative economic decline and its manifestation as competitive weakness.


We thus return once more to the problem of how and why British productivity levels did not converge on the levels attained by the leading OECD countries. The reasons for this stem from a complex of failures originating in both the operation of the market and of the activities of government directed at remedying the defects of markets. Thus current thinking amongst mainstream western economists is that government does have a distinctive role to play in promoting performance at both the macro- and microeconomic levels, and that the debate of government versus the market might better be represented as government and the market for the cross-country evidence suggests that the most successful economies are ones where government responds to market failures ‘not by replacing markets but by working with them, complementing them, and even helping to create them’ (Stiglitz 1998, p. 22). A matrix of the factors affecting competitive advantage is given in Table 23.1 in terms of a hierarchy running from government through to individual firms.

4.
A TYPOLOGY AND PERIODISATION OF BRITISH ECONOMIC POLICY SINCE THE WAR


We here follow Sinclair et al.’s (1996) periodisation of the postwar period, one which is economic rather than political (see Table 23.2 for postwar political facts). Taking each in turn.

1945–50: postwar reconstruction


This saw massive changes with respect to state ownership (nationalisation), welfare programmes (Beveridge report) and education. Many controls inherited from the war were retained which, together with the peacetime introduction of Keynesian demand management, were directed at avoiding a recurrence of a slump as had happened after the First World War.

1950–8: consensus, consolidation and cautious decontrol


Our second phase sees Conservative governments accepting the basic terrain of a managed-mixed economy and welfare state but committed to some reduction in the size of the public sector so that tax rates can be lowered for political and economic reasons. This stage is brought to an abrupt end in January 1958 with the resignation of the Chancellor of the Exchequer and his Treasury team over the Cabinet’s refusal to back restrictive monetary and fiscal policies.


1958–66: high Keynesianism

Our third phase is the zenith of the objective of economic growth at all costs. The size of government and the scope of its economic functions increases substantially; the first two applications are made to join the EEC as recognition grows that only by geo-political repositioning and the exposure of British companies to foreign competition can relative decline be abated; and the first real problems emerge with the full employment-price stability trade-off, leading governments to experiment endlessly and fruitlessly with price/wage controls.


1966–72: a return to economic orthodoxy


Our next phase marks a retreat from high Keynesianism and a measured return to economic orthodoxy. The National Plan is scrapped; sterling is devalued in an attempt to break through the balance of payments constraint; there is a slight dabbling with monetarism in the form of controls on credit expansion; and both Labour and Conservatives experiment with industrial relations reform, the trade unions by this stage being identified as one of the principal causes of relative economic decline.

1972–6: high corporatism


These are crisis years: accelerating inflation, rising unemployment and massive industrial relations unrest. The Heath government falls because of its failure to build a workable relationship with the trade union, whilst the next government is a weak minority administration which initially seeks an inflationary accommodation with the unions. We should note the dual importance of 1973: as OPEC I, which underlies much of the inflationary pressures of this period, but also Britain’s final accession to the Treaty of Rome. At this point we note that, like Italy, economic difficulties had brought Britain to the brink of political collapse with many commentators talking of ungovernability at this time.


1976–83: monetarism I


Our label here indicates that the reaction against Keynesianism predates the first Thatcher government. It is during this period that inflation forces the Labour government to announce its abandonment of Keynesian policies and the commitment to full employment. Monetary targets were introduced in 1976 and the contraction of the size of the public sector that Thatcher triumphed, but never really achieved, began in that year also. The incoming Conservative government continued and extended Labour’s monetarist policies and in so doing created a massive recession in 1980–1.

1983–92: monetarism II


The final phase runs from the high monetarism of 1983 through to Britain’s eviction from the ERM in 1992. During this phase monetary targets were progressively de-emphasised and instead a policy of targeting the exchange rate was followed. This phase also saw the privatisation of most of the sectors nationalised during our first phase and of a supply-side ideology to provide incentives for the rich, by cutting personal tax rates, and for the poor, by raising personal tax rates (especially national insurance) and cutting welfare benefits.


We now confront the efficiency of policy during these six phases by first examining the main economic trends and then exploring the main schools of thought about British economic policy.

5.
MAIN ECONOMIC TRENDS


Economic growth


Little needs to be said here about the growth record since this was covered in the last lecture. Our comments thus relate to growth as an economic objective and the way in which from the 1950s onwards it comes to dominate the practice of economic management. Tomlinson (1996) shows how the problem of economic decline was invented by politicians in the 1950s as part of the process of political competition and as a by-product of the massive difficulties being experienced in continuing to project Britain as a great power.


Economic growth is thus a relatively new policy objective, one epitomising the politicisation of economic policy that has occurred since the war. We should note that growth acquired such prominence during 1958–66 and 1972–6 that governments became substantial administrative innovators, introducing a whole new range of corporatist institutions, which impacted on the private sector as never before during peacetime. The Thatcherite reaction against big and intrusive government is a reaction against these periods of high Keynesianism/corporatism, such that after 1979 the pursuit of economic growth is sought through policy instruments which work on incentives rather than direct intervention.


Full employment


We chart in Figure 23.1 the unemployment rate since 1881. These are administrative rates, i.e. they are the actual statistics produced at the time and thus movements in the rate reflect both changes in the pressure of demand in the labour market as well as changes in how unemployment is measured for administrative purposes, typically in Britain as a by-product of the administrative of the unemployment insurance system (now known as job-seekers allowance).


The first salient fact about postwar unemployment is that during the golden age unemployment dropped to negligible proportions relative to the interwar period and to the years since 1973. Yet, such was the sensitivity about unemployment in the 1950s and 1960s that the unemployment rate was published to two decimal places.


Interwar unemployment was thus the searing influence for the early generations of postwar economic managers and politicians. Unemployment actually started to rise before OPEC I, and of course rose massively after 1979 as the first Thatcher government became in effect the first administrative willing to see unemployment rise substantially to discipline the labour force to lower inflation.

Price stability

We chart in Figures 23.2 and 23.3 respectively the headline inflation rate and the consequences of sustained inflation over the century for the reduction in the purchasing power of a 1914 pound.

It is important that the trend of prices between the wars was downwards for this puts postwar experience in sharp relief. However, and as with unemployment, inflation only starts to move up from the late 1960s onwards so that during the 1940s, 1950s and most of the 1960s the inflation rate was low - typically about 3 per cent - and indeed moderate inflation was deemed to promote economic growth. The average inflation rate then moved up to 13 per cent in the 1970s (peak of 24.2 per cent in 1975), before falling in the 1980s (average 7.4 per cent, peak 18 per cent in 1980) and 4 per cent in the 1990s. Even before the current world recession economists were talking about the death of inflation, and so as a policy problem it seems confined to the period c.1965-85 and to quite particular global circumstances.

Equilibrium in the balance of payments

We chart in Figure 23.4 the current account balance of payments which is the sum of the balance of visible trade (exports of goods-imports of goods) and invisible trade (exports of services-imports of services). As can be seen a deficit on visible trade is normal and in some years more than balanced by the surplus on invisible trade. The general pattern here is of balance of payments deficits in boom years and surpluses in years of recession: the pattern known as Stop-Go.

It is the orthodoxy that Britain’s suffered from chronic balance of payments problems before North Sea oil came on stream in the early 1980s because of weak competitiveness and the authorities unwillingness before 1971 to manage the exchange rate more sensibly. Certainly, the British economy lurches from one balance of payments or sterling crisis to another, but what is cause and what is effect?


Comparative performance


Returning to Table 22.4 from the previous lecture we have a means to compare the British record for these four measures with those of suitable comparators:

(
economic growth: UK underperformance for both the golden age and afterwards needs no further comment;

(
inflation: in both periods the UK record was worse than the three system averages, but only just so and it should be observed that during the golden age the highest growth economy of all (Japan) had an average inflation rate which exceed Britain’s. Thus, and notwithstanding the attempts of the New Right to establish an orthodoxy that low inflation is a prerequisite for rapid growth, the empirical evidence is inconclusive on the relationship between price stability and economic growth.

(
unemployment: during the golden age the UK rate was close to the average, but above it after 1973.

(
Balance of payments: the UK experience here was pretty typical as measured by the system averages.

6.
CHANGING CONCEPTIONS OF BRITISH ECONOMIC POLICY AND ITS EFFECTIVENESS

Keynesian-monetarist debate

At some level everyone is aware that beginning in the late 1960s there developed a monetarist critique of Keynesian economic policies. Most are further aware that Keynesian economists, and the governments who self-consciously labelled their policies as Keynesian, were being criticised for the emphasis they gave to fiscal as against monetary policy, and in particular for their failure to understand the relationship between excess monetary growth and inflation.

Clearly, the Keynesian-monetarist debate dominates much of the historiography of postwar economic policy but there are other important strands, whilst in addition recent writers - myself included - are much more critical about the extent to which postwar governments ever pursued policies which legitimately ought to be called Keynesian.

Demand-side vs. supply-side explanations

Looking beneath the surface of the Keynesian-monetarist debate we instead highlight demand-side vs. supply-side explanations for the failure of the British economy. Demand-side explanations focus on the instability of the British economy (‘Stop-Go’) and how that acted to depress the propensity to invest with knock-on effects for productivity growth as new capital investment is the vehicle for embodying new technologies.

Supply-side explanations look at the fundamental constraints to growth, and especially weak incentive structures to work and invest because of uncertainty (high inflation) and high taxation levels.

The problems with both approaches are mainly empirical. During the golden age the British economy was one of the most stable of the OECD economies; it only becomes massively unstable in the 1980s and 1990s with the Thatcher experiment. Nor is the evidence strong with respect to taxation levels, for the British public sector was distinctive not because it was big but because it was relatively small. This leads us to focus on explanations for economic underperformance which emphasise the size and scope of Britain’s public sector.

The size and scope of Britain’s public sector

The evidence here is extensively reviewed in my Government versus the market (1996), esp. chs 3, 11-12. Within the historiography two thesis have much prominence:

(
Barnett (1986): that an opportunity was missed during the first postwar phase to re-equip British industry and modernise its educational and other key institutions because the Attlee government was obsessed with nationalisations and the building of the welfare state. This is known as the New Jerusalem thesis.

(
Bacon and Eltis (1976): that the crisis of the 1970s, known as stagflation, was because of the excessive growth of public expenditure and employment which caused inflation, high taxation and thus low profits and investment.

Here also the problems are the weak empirical foundations for these arguments. Nevertheless, both theses have been politically very popular and not just with the New Right for much of New Labour’s repositioning of itself on economic and social policy has been to acknowledge past failures of government. This leads us to the mainly political explanations.

Politics and weaknesses in economic policy

Politics is invoked in a number of different ways:

(
the adversary politics thesis: building upon the uniquely adversarial nature of British political competition many writers emphasis the resulting lack of consensus and resulting political instability which give to British economic policies a ‘Jekyll and Hyde’ character (see Stewart 1977). However, these characteristics are as much a cause as a consequence of economic failure.

(
the governmental overload thesis: this emphasises how political competition leads British parties to overstate what is possible, resulting in the generation of excessive popular expectations about the abilities of governments to manage the economy and to deliver real income gains, whilst at the same time the ability of government to actually deliver on these promises was undermined as a number of dependency relationships collapsed through growing non-compliance by market and non-market participants. Obvious candidates here are the culturally determined erosion of deference to government, the reconfiguring of classes and authorities which underpin the workplace and the family, etc.

(
the excess bias (Leviathan) thesis: that political competition most evident in promises to increase public expenditure with the public slow to appreciate that this entailed increased taxation, but once they did there being a widespread reaction against big government. This was obviously a core element in Thatcherism.

(
the failure of the state to modernise: this has been put forcefully by Marquand (1988) who emphasises that routed in nineteenth-century laissez-faire, and entangled by empire and notions of geo-political grandeur, the British state has failed to become a European-style developmental state which actively promotes the economy as part of a broader process of social and political modernisation.

The Hirschman thesis

Finally, we have the Hirschman (1982) thesis: this is less an explanation for how economic policies limit economic performance per se and more a grand explanation for why there are major policy shifts which themselves create the possibilities for economic policy to impact for better or for worse.

Hirschman argued that the relative popularity of individual and collectivist ideas and solutions conforms to a cycle in which both solutions arouse expectations which, given the human condition, could never be satisfied. Thus as the disappointments with one are amassed, so are the attractions of the other, until in turn a new body of disappointments are generated and the cycle moves into its alternate phase.

7.
CONCLUSIONS

As we said earlier the story of postwar British economic policy is the search for scapegoats, be it government, management or the unions or some combination thereof. Since 1979, of course, many have claimed that the radical shift in policies and the halt to relative economic decline give succour to those explanations of earlier economic underperformance which emphasised errors in economic policy and the destructiveness of over-mighty trade unions.

Now that the Thatcher years are passed and considered analyses of those years are beginning to appear we now have a sense of the degree to which these years can be used as a laboratory for historical analysis. Take Crafts’ work, one of the foremost economic historians of modern Britain. In his end-of-term report written for the pro-market think-tank, the IEA, Crafts (1998b, p. 35) concluded:

The long period of Conservative government has left long-term growth prospects in Britain better than would have seemed possible 18 years ago and, combined with a slowdown in competitor countries, may even permit the reversal of relative economic decline vis-à-vis Europe in future. The relatively low level of equilibrium unemployment in Britain can also be seen as a success for the supply-side policies of the Conservatives, although continuing weaknesses in the education and training of the labour force have meant that this has a less attractive counterpart in rising wage inequalities. Macro-economic management was clearly the Conservatives’ Achilles Heel, with major errors responsible for excessive economic fluctuations and the eventual loss of the government’s reputation for economic competence, while at the same time the record on inflation compares unfavourably with that of other OECD countries.


While most of the government’s macro-economic gambles failed miserably, micro-economic radicalism paid off handsomely through privatisation, improved industrial relations, and de-coupling the UK from the European tendency to excessive government budgets.

He then concluded that with New Labour’s ‘implicit acceptance that most of the supply-side reforms of the Conservative years were basically right, the new government has an excellent opportunity to complete the unfinished business and to raise the trend rate of growth a little more.’ Thus for Crafts, as for many sympathetic to the Thatcherite project, the experience since 1979 does cast light on the problems pre-1979. Nonetheless, even here, we observe continuing problems with education and training and the inability of governments to overcome them; continued macroeconomic instability, a product not just of policy weaknesses but of the characteristics of the British economy; and very serious problems concerning the income distribution and the durability of the social fabric. Future historians will thus have no shortage of scapegoats in this period as earlier.
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