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Britaln is in the verge of recession:
this is the verdict of city economists in
London, of Karl Otto Pohl, president of
the German Bundesbank, of Sir Alan
Wallters, former economic guru of Prime
Minister Thatcher, and of many more.
The CBI (Confederation of British Indus-
try) provides, in its latest monthly survey
of industrial trends, further clear signs
that the economy is moving into reces-
sion. Thatcher's Chancellor of the Ex-
chequer said more euphemistically that
the economy was in an essential “cool-
ing-off period” during which there would
be slower growth. This is the second
time that Britian is facing recession
under Thatcher policies (the first time
being in 1981/82). Do these signs indi-
cate that the so-called Thatcher eco-
nomic miracle in Britain was merely a
boom and bust phenomenon? In this
brief essay itis argued that although the
Thatcher revolution overthe pasteleven
years has brought significant changesin
the British economy, its policies have
failed to lay the foundation for a lasting
supply-side revolution. The plan of this
brief essay is as follows. Section 1 out-
lines the economic reformsimplemented
by successive Thatcher governments.
In section 2 we assess the performance
of the British economy over the last dec-
ade, highlighting its weaknesses and
examining the factors that underlie the
current signs of recession. Finally sec-
tion 3 provides a‘conclusion.

1. The Policy Reforms

The profound changes that Thatcher
governments have brought about in the
British economy can be categorized into
three areas: (1) measures o increase
competitioninthe private sactor through

liberalization measures; (2) measures
to reduce the role of the state in direct
production sectors by privatization of
public enterprises; and (3) measures to
increase incentives to work and invest
by reforming the tax and social welfare
systems. Let us examine each of these
supply-side measures in turn.

As soon as Thatcher came to power in
1979 all price and income controls which
had been in force in one form or another
since the early sixties were totally re-
moved. Far-reaching legislative changes
to liberalize the labour, capital. and
commodity markets were implemented.
In order to reform the labour market a
series of employment acts was passed,
which severely curbed the poweroftrade
unions to pursue industrial action. For
example, the assets of the once mighty
national Union of Mineworkers (NUM)
were seized, onits failure to comply with
the new employment acts. A strike by
the printers’ union was ruthlessly
crushed. And so it went on. The conse-
quence of these rigid labour reforms
was a reduction in trade union density

-from 58 per cent in 1979 fo approxi-

mately 45 per centin 1990. In the capital
market, all direct banking controls for
domestic and international transactions
were phased out during 1979-81. In
1986 building societies were permitted
to compete on an equal footing with
banks in a range of services. In the
commodity market, a number of statu-
tory monopolies were legislated into
history.

Privatization became the linch-pin of
revival for the economy’s supply-side.
Almost half the stock of public assets
has now been transferred to private

ownership. This includes British Tele-
communications, British Gas, British
Airways, Water distribution over one
million public housing units, etc. Elec-
tricity is to follow suit shortly. The num-
berof households with shares increased
from 7 percent in 1979 to nearly 25 per
centin 1989, and the owner-occupation
of housing increased from 50 per centin
1979 to nearly 65 per centin 1989. On
the tax front, the inherited structure of
income tax rates spanning the range 25-
98 per cent was trimmed to only two: a
basic rate of 25 per cent and a top rate
of 40 per cent. Personal tax allowances
and thresholds were over-indexed to
increase theirreal value and capital gains
tax was amended to remove inflation
gains from the net, while company taxa-
tion was completely revised to bring the
marginal rate down from 53 per cent to
35 per cent.

There were extensive reforms of the
social security system. In Thatcher's
first term there was fierce financial con-
trol of local authorities. The second term
saw the introduction of central control
over the revenue that local authorities
can raise — familiarly known as ‘rate-
capping”. In the third term numerous
councils were forced to put many of their
services out to tender, and domestic
rates were replaced by the poll-tax sys-
tem that put 75 per cent of local govern-
ment revenue-raising under central
control. Similar patterns were seen in
state education (first there was new
provision of “assisted places” in private
schools; then insistence on a broader
curriculum; then permission for schools
to opt out of the local authority control).
There was a reduction in the “replace-
ment ratio” for the unemployment (de-
fined as the ratio of unemployment
benefitto expected post-taxincome from
work) and many more of the low paid
were pushed into the “poverty trap”
(defined as the disincentive to work by
the withdrawal of unemployment benefit
as income rises for the low-paid).
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2. Perform:_ance

What have beeh the results? The per-

formance in certain areas of the econ-

omy appear, prima facle, encouraging.
there was a temporary boom in the
economy during the 1979-80 period fol-
lowed by a recession in 1981-82. After
1982, labour productivity inmanufactur-
ing averaged 5.4 per cent per annum
(p.a.) compared with 1.9 per cent p.a.
during 1973-79. Overall labour produc-
tivity averaged 2.7 per cent p.a. during
1982-89; higher than in all OECD coun-
tries except Japan; and unemployment
fellto 5.7 per centin 1986, lower thanin
West Germany (7.4 per cent), France
(9.4 per cent) and Italy (10.9 per cent).
Real GDP grew at3.3 percent p.a. from

1982, vis-a-vis 2 per cent p.a. during

1973-79. However, Inoveraliterms some
of these . .atistics have to be interpreted
with caution. For example, while eco-
nomic growth was undoubtedly above
trend since 1982, this trend is highly
sensitive to the base year chosen. If
1979istakenasthebase yearinstead of
1982, the average rate of growth falls to
2.3 per cent p.a. which is only 0.3 per
cent better than the growth recorded
during 1973-79, but rather worse than
2.5 per cent p.a. of the 1960s.

2.1 The Supply Side .

The fundamental question, however,
is whether supply-side reforms havelaid
the foundation for a high and sustain-
able growth path. The Thatchergovern-
ment claims that these reforms have
increased the profitability of British in-
dustry and have created aframework for
sustainable growth, in a climate where
managers are free to manage effec-
tively and companies have boththefunds
(from retained profits) and the incentive
(adramatically higher rate on capital) to
Investforthe future with confidence. But
a number of studies- suggest that such

an interpretation is unduly optimistic. it
hasbeen argued that highgrowth during
1982-89 owed much to the salutary ef-

fectoftrade unionreforms. During 1979- .

82 unemploymentdoubled as aresult of
labour market reforms and consequently
broke the will of the unions to resist
change. It has been estimated that
160,000 jobs have been lost in mining
alone. And the number of apprentices
working in- manufacturing fell from

155,000in 19791053,000in 1989. Thus
ithasbeen arguedthatproductive gains
‘were merely due to an intensification of
work effortand the abolition of restrictive

_ labour practices.

Recent macroeconomic indicators
showthatthe economicgrowth achieved

is unsusiainable and they also reflect

the shortcomings ofthe supply-side. The
current account deficit reached-20 bil-
lion sterlings or 4.3 per cent of GDP in
1989 (the deficit was 17 billion sterlings
in 1988 and 16 billion sterlings in mid-
1980, in comparison with an almost
balance in the current accountin 1979)
as strong demand growth outstripped
the capacity of the supply-side to deliver
the goods, resulting in imports increas-

_ ingtomeetthe demand. Theimplication

Is that, however efficient and profitable
British industry may have become dur-
ing the 1980s, the industrial base today
Is simply too smafl to meet the needs of
the 57 million consumers in Britain. In-
flation reached a double digit figure of
10.6 per cent in September 1990 (com-
pared with the European average of 4
iper cent), unemployment reached 1.6
‘million (compared with 1.2 million in
'1979) or 12 per centof work force in mid-
'1990. Moreover, economic progressover
the last decade has been marked by
‘massive regional disparities in the eco-
nomy. Southern England prospered
most, while Scotland and Wales were
virtually left out from the development
process. (it is worth mentioning that in
the 1987 elections the Conservative

party held just 10 out of 72 parliamen~
tary seafs mScotland and 8 out of 38 in
Wales).

Under Thatcher policies there is hardly

.any room for the Keynesian'type of

fiscalstimus. (Infact, fiscal policies, as
well shall show, were not even consid-

eredas effective demand-management’

tools.) Thus public investment did not
occupy a significant place in economic
policy formulation. The lack of public
investment led to a further weakening of
the supply-side as seen in the quality
and the quantity of input to industries.
There was a total lack of investment in;
(1) Research and Development (R &D),

- (2) physical capital, and (3) human
capital. Britain’s recordin R& D in 1879

was broadly inline withthe USA, Japan,
and West&ermany - approximately 2.2

per cent of GDP. During the 1980s,
whileallindustrialized nationsincreased

" the share of GDP allocatedto R&D, in’

Britain the ratio declined over the years.
andremainedaround 1.7 percentp.a.in

the 1980s. Investment in physical capi- -
tal was also relatively low during the:

'1980s. Overall, the capital stock in. Brit-

ain rose by only 2 per cent p.a. in real
terms between 1979 and 1988. Even so
thisfigure conceals agreatimbalancein
investment, i.e. netinvestment in bank-
ing, finance, and business grew at 8.2:
per cent p.a., while in manufacturing it
grew only at 1 per cent p.a. Finally,
investment in human capital was ex-
tremely disappointing. As a percentage
of GNP, expenditure on education fell
during the 1980s from 5.5 per cent in
1979104.8 percentin 1989. The propor-
tion of manufacturing workers intraining

- dropped from 4.5 per centin 197910 2.1"

per cent in 1988 for males and from 2.4,
per cent to 1.1 per cent for females —
reflecting underinvestment in training in
particular and in education in general.
During the 1980s Britain had the lowest
proportion of 18-25 year olds in full-time
education of any advanced country.
There were substantial cuts in higher
education and the Universities were al-
lenated to such an extent that Oxford

- University refused to grant a honorary’

doctorate to Thatcher. The crisis of
morale among the scientific community
is such that brain drain has been .a
recurrent feature during the Thatcher
years. ‘ _

Inthe health sector the National Health
Service (HNS) was so severely under-
funded during the Thatcher years that
waiting lists for minor operations etc.
more than doubled. According to the
British opinion polls, a majority of the
British people believe that the NHS is
not safe under Thatcher's goverment.
As we have said, council house owner-
ship increased under the Thatcher gov-
ernment. Homelessness however in-
creased to alarming levels so that the
number of people living in bed-and-
breakfast accommodation, street cor-.
ners, railway stations, and evenin card-
board boxesincreaseddramatically. The
deterioration of the social welfare side

- alsoreflectsthelackofinvestmentinthe

economy. Thatcher's image as an
“uncaring” Prime Minister has increas-
ingly taken root in British society over
recent years.

-
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At the centre of Thatcherism is the
belief that a society whose individual
members pursue wealth is likely to be a
happy one, and that there is no reason
why those who acquire wealth from their
own efforts should not also enjoy power.
In fact, Thatcher once said that there
was no such thing as “society”, but only
“individuals”. She strongly believes that
the market mechanism functions very
effectively, and even in times of diffi-
culty, she believes that it is up to indi-
viduals of groups of individuals to make
appropriate use of the market. For ex-
ample, when the 1981 budget deflated
in a recession, she told companies that
thenrsalvatlonlaymthelrown hands, not
hers.

The main assumption behind
Thatcher'sradical economicsisthatprice
incentives per se will provide not only
the supply-side factors needed for rapid
industrial growth, but also services for
the needy. Needless to say that these
assumptions have not proved to be
correct anywhere in the World. (The
economic theory of ‘marketfailures' and
‘public goods’ is well known and need
notbe repeated here.) Be thatasit may,
itis notonly the weakness of the supply-
side that explains the current signs of
recession, butalsothe policiesthatwere
used to control the demand-side of the
economy. :

2.2 The Demand Side

Thatcherites like Monetarists believe
thatinflation everywhere and all the time
is a monetary phenomenon. Thus they
believe that a tight control of money
supply would keep the demand-side on
check. According to Thatcher's former
Chancellor, Lawson, inflation is the
“‘judge and the jury” of the Thatcher
policies. If this is the case, the current
verdict on Thatcher’s pohcnes is very
clear. Let us examine why the British
government suffers from high inflation.
In fact inflation was brought down to a
reasonably low level of about 6 per cent
during the mid-eighties. But in the 1988
budget the then Chancellor {Lawson)
decreased income and company taxes
drastically with a view to avoiding a
potential recession from the 1987 stock
market crash. This policy immediately
increased demand in the economy,
particularly by increases in consumer

borrowings. This increase in demand
which was not matched by an increase
in supply resulted in inflation, an in-
crease inimports, a trade deficit, and so
on. In order to control inflation interest
rateswere raised. And this policy, as we
shall argue, also contributed to pushing
the British economy into recession.

The rationale behind the high interest
rate policy (15 per cent — 65 per cent
higher than in major competitor coun-
tries) is that it will reduce the money
supply and maintain exchange rate sta-
bility, thus reducing the level of inflation.
However, the Thatcher governmentdoes
not pay any attention to the cost-push
inflationary effects of a highinterestrate
policy. Forexample, increasein produc-
tion costs feeds into price increases.
Another effect is that high mortgages
lead to wage increases thus leading to
furtherinflation. Disregarding these cost-
push features of a high interest rate
policy the government continues to
pursue it. The result is that not only has
it not been very effective in bringing
down Iinflation but it has also led to

mortgage miseries, bankruptcles un
mpioyment etc; in short, economic

" slowdown. The government categori-

cally dismissed as “soft options” such
policy tools as credit controls — to sup-
portalowerinterestrate poicy, and, until
very recently (5 October 1990), joining
the exchange rate mechanism (ERM) of
the European Monetary System — to
maintain exchange rate stabilty.

The main pointis that high interestrate
policy was used not only as a demand
mangement policy but also as a meas-
ure to maintainixchange rate stablllty In
fact, Lawson dismissed fiscal policy asa

demand management policy during the

1988-89 period and relied solely on the
interest rate to achieve these dual ob-
jectives. Thus during 1988,1989, and

the first nine months of 1980 the govern-
ment was torn between'tutting interest
rate to cushion the economy's slow-
down and on the other hand keeping
intersest rate up to prevent sterlifg
depreciation. It was only in early Octo-
ber 1990 that the government decided
to enterthe ERM and cutdowninterest
rates by1 per cent to reach 14 per cent.

In Britain, discipline in regard to cur-
rency had been lacking during the eight-

ies. Since the early eighties, when arise
in sterling squeezed inflation down, the
pound was allowed to move erratically
lower againstthe German D-mark. Many
economists believe that if the sterling
had been anchored to the ERM in 1987
there would have been a more stable
exchange rate and thus less inflation
today. During the 1988 - Oct. 1990 pe-
riod, Thatcher considered thatentryinto
the ERM would surrender British ster-
ling to the powerful German mark ‘and
thereby allow the fluctuating German
mark to dictate economic policy in Brit-
ain. However, the recent entry into the
ERM shows that she has changed her
mind and, inter alia, realized the political
risks of using solely highinterestratesto
combat inflation. It must be noted here
thatcreditcontrols too have provedtobe
an effective anti-inflationary policy in
European countries such as Spain. But
the government not only considers this
as a “soft option” but also considersitto -
be contrary to the norms of market effi-
ciency. The human cost of wide spread
debt is characteristically discounted.

The cost-push effects of high interst
rate makes it only along-term policy tool
in bringing down inflation. From the
demand-side it was the sole reliance {to
control demand) on high interest rates
and the neglect of other demand man-
agement measures during the 1988,
1989, and the first nine months of 1990
that have led to the current high inflation
rate and pushed Britain into the brink of
recession.

3.Conclusion

In this brief essay we have discussed
the shortcomings of the supply and
demand side of the British economy and
explained in turn the factors underlying
the current recession in Britain. The
important question however is whether
eleven years of Thatcherism have laid
the foundation for a lasting supply-side
revolution or created a boom and bust
economy. All the evidence clearly indi-
cates that the latter is the case. The
early 1990s will find Britain in a reces- -
sion, with output declines, high unem-
ployment, and all the other ills that re-
cession brings. Even if the government
manages to bring downinflationin 1991,
by means of ERM entry andinterestrate
cuts, there will still be no rapid increase

S . Contd. un page 32 M
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in supply tesponses To brlng such an

in education and training would be nec-
essary. Were there a firm commitment
tosuchmeasures (whichis unlikely under

| Thatcher) they would still, by their very

nature, take some time to produce any
widespread effect-

'Increase substantial public investmeént -
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