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From profit squeeze to wage squeeze
George Irvin
Britain’s low-wage, high-debt economy is in worse shape than any other major EU economy. According to January 2009 projections by the IMF, GDP will contract by nearly 3 per cent this year, and it will continue to contract in 2010. OECD projections soon to be released are said to be even gloomier. 

Ostensibly, this bleak picture results from economic recession on a global scale, an event triggered by the contagion of financial collapse. But there are deeper historical reasons for the crisis. In both Britain and the Unites States, the Reagan-Thatcher era aimed to reverse the gains secured by the labour movement in the post-war years. By means of de-industrialisation, financial deregulation, the growth of a ‘parallel’ banking sector and the establishment of a ‘flexible’ labour market – which entailed greatly weakening the trade unions – the 1970s ‘profit squeeze’ was transformed into a wage-squeeze and the profit share in GDP rose accordingly. The 1990s dotcom boom, followed by the housing boom, saw the wages of the poorest 40 per cent stagnate in the US and lag behind GDP growth in the UK. In turn, low wages and cheap credit meant that household debt exploded. 

The high-debt economy was fuelled by the growth of the financial service sector; the enormous bonuses earned on Wall Street and in the City were not about ‘wealth creation’ but about income redistribution. The gains from higher labour productivity, which should have accrued in the form of increased wages to workers, were increasingly siphoned off by the super rich. By 2008 Britain had the most regressive tax structure and income distribution of any of the large EU economies (see Byrne and Ruane, 2008). Nevertheless, debt-fuelled consumption continued to rise, driving investment and economic growth.

Viewed in an historical context, it should be clear that redressing the economic and political balance in labour’s favour must be central to any strategy of economic recovery. Redistribution, in part by means of radical fiscal reform, is not an ‘optional extra’. Redistribution lies at the heart of creating a high-wage, low-debt economy; creating a ‘sustainable’ growth path requires not merely a greener Britain but a more egalitarian Britain. 

Until the end of the property boom in 2007-08, growth in Britain had been steady for nearly a generation, and inflation and unemployment had remained relatively low. What was true for Britain was also true for the USA and some (though by no means all) of the OECD countries. After the initial dotcom bubble burst in 2001, recession was forestalled by looser monetary policy in the USA, the country which had served as the engine of the OECD economy throughout the post-war period. Indeed, one had to look back at the early 1990s for mild recession and the early 1980s for the last serious recession in the USA and Britain. As late as 2004, Gordon Brown was able to say to the British Chamber of Commerce:
we can see a Britain that has a new found and hard won stability with: the lowest inflation for thirty years; and the lowest interest rates for forty years; the lowest unemployment for a generation; and a Britain that is seen today as the most stable of all the major economies. (Summers, 2008)
Brown’s ‘prudent’ spending policy may have helped balance the government’s books, but as one commentator has noted, what drove the British economy was ‘private Keynesianism,’ the apparently unlimited buoyancy of consumer demand animating the spirits of investors (Crouch, 2008). But is the story solely about a credit boom (and crunch) and too much private borrowing and leveraging? 

The profit squeeze of the 1970s

In the three decades following 1945, Western Europe and the USA experienced solid economic growth, buoyant private and public investment and steady productivity and wage growth against a background of low unemployment, low inflation and stable exchange rates governed by the Bretton Woods arrangements. But post-war prosperity – driven by the twin motors of European reconstruction and an apparently permanent US capital outflow with which to finance the growth in international trade – contained within it the seeds of its own downfall. 

In retrospect, three factors stand out in explaining the end of the post-war boom. First, as the share of wages in OECD National Income rose, the share of profits fell and investment – particularly in manufacturing – slowed, in turn slowing productivity growth (1). A sharp decline in labour productivity is apparent after 1973 throughout the OECD. As productivity slowed, the struggle over distributional shares intensified between the economic elite and ordinary working people. Rising inflation, ostensibly triggered by the oil price rises in the 1970s, was in good part a reflection of this struggle (2). 

A second factor was the growing cost of the cold war. America, the self-appointed guardian of the ‘free world’, was particularly affected by the difficulties of financing high defence expenditure at home and war overseas. As inflation began to bite in the early 1970s, the external current deficit swelled, US gold reserves dwindled and, in 1971, dollar parity with gold was abandoned, precipitating the collapse of the Bretton Woods system of fixed exchange rates (3) and the emergence in 1973 of a regime of flexible exchange rates. The shaky nature of world financial institutions was amply demonstrated by the secondary banking crisis of 1973-75 (Reid, 2003).

The third factor was the internationalisation of competition. The late Andrew Glynn (4) summarised admirably the combined effects of wage pressure, slowing productivity, trade uncertainty and globalisation on the rate of profit:
… the net rate of profit on capital employed in manufacturing [in the OECD] had fallen by nearly one half by the end of the 1970s [relative to 1970]. It was apparent that the profit squeeze was reflecting a combination of militant wage pressure pushing up … [costs] and international competition restraining price increases. The rise in imported material costs and the weakening of productivity growth … further exacerbated the distributional struggle. (Glyn, 2006, 7)

Many economists have come to accept this interpretation of the root causes of the 1970s crisis. For example, Roberto Torrini (of the Bank of Italy and the London School of Economics) writes:
A widely accepted explanation for the fall in the profit share during the 1970s is the unprecedented wage-push episode which occurred in many European economies in the first half of the decade, together with the first oil shock and the slowdown in total factor productivity growth.(Torrini, 2005, 1)

Restoring labour discipline

If one accepts that the post-war growth in working-class power played a central role in precipitating the crisis, one must accept that curbing this power was the main aim of capitalists as they sought to emerge from crisis. At the same time, it must be borne in mind that creating a ‘reserve army’ of unemployed was not a universal response in rich countries of the OECD. 
Once again in the words of Glyn:

At one extreme is the ‘market’ solution of low real-wage increases and expanded

job opportunities in the market sector. At the other, more interventionist end, subsidies to preserve jobs in the market sector are combined with heavy taxation accepted by workers to finance expansion of public-sector jobs. The former, to which the USA approximates, represents a rough and ready egalitarianism, or spreading of the misery, which is the rougher the more pronounced are earnings differentials. The latter is the conscious, social-democratic egalitarianism exemplified by Sweden in the 1970s and early 1980s, but generally somewhat reined in during the later 1980s as limits to the compression of take-home pay were reached. [Glyn (1992; 82)]

There can be little doubt about the inflation and unemployment figures for the largest OECD countries. Inflation rose in the 1970s while in the 1980s, unemployment in several countries rose to heights not experienced since the 1930s (see Figures 1 and 2). At the same time, union membership declined and the influence of the trade union movement ebbed away –  nowhere more so that in the UK where Mrs Thatcher’s defeat of the miners in 1984-85 was emblematic. 
Figure 1: Unemployment Rate Averages in Selected Industrial Countries, 1971-90

	Year
	US
	France
	Germany 
	Italy
	UK

	1971-75
	6.1
	3.1
	1.4
	3.5
	3.8

	1976-80
	6.8
	5.5
	3.2
	4.2
	6.2

	1981-85
	8.3
	9.0
	6.2
	5.6
	10.5

	1986-90
	5.9
	10.0
	6.0
	7.6
	8.9


Source: Irvin (2008) Fig 3.3

Figure 2: Inflation Averages in Selected Industrial Countries, 1971-1990

	Year
	US
	France
	Germany 
	Italy
	UK

	1971-75
	6.8
	8.9
	6.1
	11.5
	13.2

	1976-80
	8.9
	8.5
	4.0
	17.1
	14.4

	1981-85
	5.5
	9.6
	3.9
	13.9
	7.2

	1986-90
	4.0
	3.1
	1.3
	5.7
	6.0


Source: Irvin (2008) Fig 3.2

Inflation coupled with mass unemployment not only neutralised workers’ power, it destroyed whole industries and impoverished substantial number of workers. In the UK, while inflation had been high in the mid-1970s, it had fallen by 1979. In the early 1980s when Thatcher came to power it rose again. As for unemployment, by 1984 the headline figure rose above 10 per cent to over 3m workers where it remained until the end of 1986. Unemployment led to massive poverty and inequality. 

Cutting personal taxes for the wealthy was another facet of the Thatcherite strategy. In 1980, the basic rate of taxation was cut from 33 percent to 30 percent and the top rate on wages went down from 83 percent to 60 percent. In subsequent years, the basic rate was reduced to 25 percent and the top rate lowered to 40 percent. Over the decade of the 1980s, the Gini coefficient rose by ten points, the fastest rise in inequality experienced anywhere in the OECD.

Reversing the profit squeeze via a wage squeeze

Countering the squeeze on profits was in essence a matter of greatly weakening the power of organised labour. Although New Labour came to power in 1997, little was done to reverse this state of affairs and neo-liberal economic policies remained entrenched for the next decade. 
Figure 3: Shares of Manufacturing and Finance in UK GDP, 1996-2006
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Source: Lansley (2008, 15)

The squeeze on the share of real wages was not just the result of the new configuration of domestic politics. Globalisation added to the downward pressure on real wages in the form of cheap Asian manufactures. As manufacturing declined in Britain, the financial services sector grew rapidly on a world scale, and as more overseas banks and trading houses settled in London, its share in the UK economy grew precipitously. A strong pound and low interest rates, while favouring the City, penalised British manufacturing exporters. Similarly, the outsourcing of public sector jobs reinforced the casualisation of the UK workforce, while many domestic jobs migrated overseas as a result of globalisation. The ‘flexible’ labour market, whose virtue was extolled by successive governments, was in truth a low-wage market in which employment protection legislation had been pared to the bone. And it was not just earned income that suffered; Britain’s social services from relative decline, unemployment benefit was low by EU standards and the average UK state pension remained risibly low.

Although the weakening of labour was more evident in Britain, this same process could be observed in the OECD as a whole. The IMF’s April 2007 World Economic Outlook chapter on ‘The Globalisation of Labor’ suggests that since 1980, the number of workers competing in the global market has risen by a factor of four: the addition of the workforces of China, India, Brazil and the former Soviet Union to the global market place gives some idea of the scale on which this process has evolved, as does the fact that average wages in these countries are between one-half and one-tenth of the OECD average. 

Moreover, as Glyn (2007) argues, the decline in labour’s share was so marked after 1980 that even Ben Bernanke, the Chairman of the US Federal Reserve, expressed the hope that ‘corporations would use some of those profit margins to meet demands from workers for higher wages’ (Glyn, 2007). Figure 4 shows this decline; the figure is based on Glyn (2007) showing labour’s share, defined as employee compensation adjusted for self employment as a percentage of GDP, averaged for 17 OECD countries over the period 1960-2005. 

Figure 4: Labour’s share in Net National Income (OECD average) 1960-2005
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Source: Glynn (2007) and author’s own calculations
Income distribution
The relative shares of income from labour and that from capital and rent in National Income is referred to by economists as the ‘functional’ distribution of income. The squeeze on labour’s share (Figure 3) is usually reflected in growing inequality in the distribution of income between richer and poorer households (or the ‘household’ distribution), as was indeed the case in the UK after 1979. In the decade which followed the Gini coefficient for household income rose from 0.24 to 0.34, placing Britain only just above the US at the bottom of the OECD inequality tables.
As Stuart Lansley has written in a recent pamphlet for the TUC:
Most of this rise in income inequality took place in the 1980s. It steadied off in the first half of the 1990s, rose again from the mid-1990s to 2001 and then levelled off again before rising slightly in 2005/6. Over the period since 1996-7, when Labour came to power, incomes of the top one per cent have risen by an average real rate of 3.1 per cent, well above an average increase of 2.3 per cent. … (Lansley, 2008, 6)
In the past few years before boom turned to bust, almost all the gains from economic growth went to the top 10 per cent of households. Most income recipients saw very little real growth in their pay; half of all earners saw no growth at all while the bottom third saw their real earnings fall, mainly as a result of holding public sector pay increases below inflation. Indeed, according to a recent study, Britain’s national minimum wage (£5.83 per hour) would need to be raised to £6.88 to bring it up to subsistence level for a single person working full-time (Platt, 2007). About one-fifth of the population, some 13mn people, live at or below this level; the current recession will cause this proportion to increase.

The credit boom
How does one get people to spend in a low-wage economy: in essence, by greatly increasing the supply of credit, both secured and unsecured while keeping interest rates low. The supply of secured credit – ie, secured against an asset such as a house – rose through a combination of rising property values and much greater access to mortgaging and re-mortgaging facilities, the latter made possible by variable-rate and interest-only mortgages and, crucially, by the ease with which lending institutions could ‘pass on risk’ by bundling mortgages together and selling them on the bond market in the form of collateralised debt obligations (CDOs). By 2008, UK mortgage debt was in excess of £1tr, of which about a fifth was owed by over-60s. Nor was it simply mortgages that were ‘passed on’ in this way: car loans, credit card debt and almost anything that promised a future income stream was bundled in this way. As house prices fell and credit tightened in 2007 and after, a significant share of householders were finding it increasingly difficult to meet repayment obligations.

Additionally, the deregulation of the financial services industry over a generation had made it relatively easy to increase the supply of unsecured credit. Before financial regulations were loosened, most credit cards charged the same interest and penalty rates. Today, interest rates vary widely as do penalty charges. 

In the US, credit card debt trebled after 1990, totalling nearly $1tr by 2006, with penalty fees alone amounting to over $17bn. The same picture holds in Britain where credit card debt in 2007 was thought to be of the order of £500bn – in per capita terms, higher than the USA. In 2007, the average Briton had more than twice as much unsecured borrowing - including overdrafts, personal loans and credit card debt - as the typical European, and the Bank of England warned that nearly one million households faced problems with debt repayment (Prosser, 2008). By early 2009, total personal indebtedness (including mortgage debt) was estimated to be about £1.5tr; roughly the value of the UK’s GDP. And of course it was the financial services industry which thrived on the growth of personal indebtedness. 

Why the credit boom was necessary
Since the crash of 2007-08, it has become common to bewail the unconstrained growth of private indebtedness, not only amongst the public in general but particularly in the financial sector itself where leverage (borrowing to augment one’s equity) became a byword for the sorts of mega-deals from which bankers and traders made vast sums of money. But was the crash the fault of ‘greedy bankers’, or is it an inherent part of finance capital as Minsky argued? (5) What would have happened to the UK economy had credit growth been regulated in the same way as, say, in the pre-Thatcher era?

In his book on the credit crunch, Graham Turner has looked at this question carefully, running some simulations of the growth of aggregate demand and the general price level under conditions of credit supervision not so different from those pertaining before Thatcher (Turner, 2008a; see also Turner 2008b). 

Turner’s simulations assume that over the past decade the ratio of debt to disposable income was allowed to rise – but only from 102 per cent in 1997 to 120 per cent in 2007, or about one-quarter of the rise which actually took place. 

The model covers not just the private sector but the public sector too. Although interest rates remain the same, it is further assumed that because of slower economic growth, fiscal receipts grow more slowly resulting in a slower rise in public spending and in public borrowing. In brief, under a credit constrained scenario, nominal consumption in the UK over the period would have been 20 per cent lower and real consumption about 9 per cent lower that was actually the case. 
This divergence is shown in Figure 5 which plots the rate of inflation over the time period in question. The upper line shows the UK Consumer Price Index which pertained in reality while the lower line shows inflation under a constrained credit regime. As a result of constrained credit, the UK inflation rate instead of averaging 1.5 per cent per annum, would have averaged just 0.2 per cent – and would actually have been negative for the four years from 2000 to 2003.

The obvious question is whether four years of deflation (negative inflation) might not have produced deflationary expectations and resulted in the sort of deflationary stagnation experienced by Japan for more than a decade. Could the Bank of England have fine-tuned credit growth in a manner which steered successfully between the hazards of a credit bubble on the one hand and a deflationary trap on the other? The question is of course counter-factual, but the exercise illustrates the implicit dilemma of maintaining growth in a relatively low-wage, low-productivity and fiscally weak economy such as Britain’s. Perhaps paradoxically, it would appear to be true that in the absence of a more active public sector, the cost of maintaining Britain’s much-vaunted ‘flexible’ labour market was to boost private sector aggregate demand by allowing the credit boom to go unchecked.

Figure 5: Alternative Inflation Scenarios in UK 1997-2007
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Source: Turner (2008), Figure 3.9, p 39 (reproduced with the permission of Pluto Press)

Regressive taxation
A further factor which has squeezed take-home pay for ordinary Britons is the overall regressiveness of the tax system – ie, the fact that the poorest 10 per cent pay a higher proportion of their income in tax than the richest 10 per cent – a state of affairs which even Adam Smith would have abhorred. 

Figure 6 is based on the work of Byrne and Ruane (2008) showing the effective incidence of both direct and indirect personal taxation on (standardised) household. It will be noted that the richest (10th) decile group pays an effective rate of 34.2 per cent, a figure considerably lower than the rate of 46.1 per cent paid by the poorest (1st) decile group. Were the data for the richest decile further disaggregated into percentile groups, the degree of regressiveness would be even more striking since the higher up the income pyramid one goes, the lower the percentage of income paid as tax. Two factors help explain this regressive incidence; first, the proportion of indirect tax in the total paid (VAT, NIC, Council Tax) has risen; secondly, the rich have got very much richer. Crucially, the Byrne and Ruane study does not look at the degree to which tax avoidance affects tax receipts from the upper end of the distribution (7). 

Figure 6: Effective Household Total Tax Incidence by Decile, 2007

	DeCILE

GROUP
	Current tax rate
	Current tax Take

GBP/annum
	post tax income

	Poorest
	46.1%
	4,185
	4,891

	Second
	33.7%
	4,583
	9,033

	Third
	32.9%
	5,532
	11,294

	Fourth
	33.0%
	6,727
	13,635

	Fifth
	34.6%
	8,937
	16,858

	Sixth
	35.1%
	10,503
	19,435

	Seventh
	36.6%
	13,562
	23,538

	Eighth
	36.7%
	16,466
	28,313

	Ninth
	36.0%
	19,648
	34,961

	Richest
	34.2%
	32,281
	62,243


Source: Byrne and Ruane (2008, Table 1)
The regressive nature of overall household tax incidence is detrimental to the economy in a number of ways. For one thing, it promotes and sustains inequality. For example, although Labour since 1997 has attempted to lift the very poorest out of poverty with some degree of success – notably in reducing its incidence amongst groups most-at-risk such as the pensioners and children – income inequality has not declined largely because the top of the richest decile has seen its income rise, particularly the ‘super-rich’. For another, a regressive tax incidence hampers the operation of fiscal stabilisers since, in good times, ‘tax buoyancy’ will be low; ie, tax revenue will not increase as quickly as it otherwise were taxation more progressive, thus making it harder for government to ‘save for the bad times’. Most importantly, in the upswing real wages and thus aggregate consumer demand grow more slowly, making growth increasingly dependent on an unsustainable expansion in credit. 

While it has become standard practice for economists to suggest that the widening gap between the ‘haves and have-nots’ can be explained by the rise of the knowledge economy and the higher premium attached to high levels of skill and education, this is far from being either a satisfactory or a comprehensive explanation. If it were, the super-rich would all have PhDs. In practice, the rich have grown richer and Britain has become more unequal largely because of the country’s changed occupational structure; a workforce once employed in industry whose wages and benefits were protected by strong trade unions has been increasingly dispersed to low-wage, non-unionised employment in services. In the 1960s, nearly 40 per cent of GDP originated in industry, many times the share of financial services. Under Thatcher, industry declined – and the trend continued under New Labour to such an extent that, today, their relative shares in output (and employment) are nearly equivalent.

Conclusion
The current crisis is not just (or even mainly) about irresponsible banks pushing mortgages out to people who could never hope to repay them. Understanding the current crisis requires understanding the main historical features which produced it. The Thatcher-Reagan revolution reversed the profit squeeze. In Britain, much as in the USA, this meant hobbling the trade union movement to dampen the rise in real wages, and letting manufacturing stagnate or migrate while deregulating the financial sector – in Andrew Glyn’s phrase ‘unleashing’ capitalism. 

The ideology which underpinned this new capitalism was not merely pre-Keynesian, it was libertarian – what today is known as neo-liberalism – based on the Austrian school’s doctrine of freeing the market from all forms of government interference. The ideas pioneered by von Mises and Hayek and which were spread by such US think-tanks as the Hoover Institute and the Heritage Foundation were, by the late 1970s, widely disseminated in the UK by the newly-founded Institute for Policy Studies. Indeed, this was far more than an intellectual movement; it was exceedingly well funded by the business community and supported by an army of lobbyists (see for example Harvey, 2008).

As income distribution worsened, industrial jobs were replaced by services, trade union membership declined and real wages fell behind the growth in labour productivity, maintaining a high level of aggregate consumption demand (ie, keeping up real spending) not only meant that more household members joined the workforce and worked longer hours, but that credit expanded. The stock market bubble of the 1990s saw the value of shares rise to impossible multiples of their future earnings, creating the impression of ever-expanding wealth and setting the consumption bar ever higher. When the dotcom bubble burst, the rapid loosening of monetary policy helped fuel a property bubble while creative new financial institutions turned residential mortgages into cash dispensers and magically vaporised risk.

The bursting of the property bubble in 2007 exposed the institutional fragility of Wall Street and The City, massively leveraged and overexposed to risk. Despite government efforts to rescue the banks, contagion spread on a worldwide scale impacting of the real economy. At the time of writing, recession in the major industrial countries has spread to the world as a whole and it is possible that we are entering a period of prolonged recession (depression).
A return to the status quo ante is no longer possible. Not only will recovery need to be carefully managed by government, but so too will the period following recovery if the dangerous cycle of profit and wages squeeze is not to be repeated. At the heart of such a policy will be economic policies which foster high levels of education and innovation and which translate renewed growth into decent wages, not just for a few but for all. 

This new welfare settlement – as important as that which followed the Second World War – will contain not just the promise of jobs and just rewards, but of better education for children, universal crèche provision, secure employment for the workforce, decent pensions for the old and an end to gender wage differentials. It will be based not on ‘financial wealth creation’ but on sustainable growth. Achieving this state of affairs need not entail re-inventing the wheel, but it will entail the wholehearted adoption of a new social democratic model in which incomes policy, regulated credit and decentralised finance will play a crucial role, a model whose outline is already visible in the Nordic countries.

George Irvin is Research Professor at the University of London (SOAS) and author of Super-Rich; the Rise of Inequality in Britain and the United States (Polity, 2008)
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Notes
1. This trend was first identified by Glyn and Sutcliffe (1973). 

2. An historical account not dissimilar to my own is found in Holtham (2008).

3. The ‘Bretton Woods system’ refers to the post-war system of trade arrangements and regulatory institutions agreed at a conference in Bretton Woods, New Hampshire in 1944; in particular, a fixed exchange rate regime was agreed and countries could only devalue with the approval of the IMF. By the ‘collapse of the Bretton Woods system’ in this context is meant the collapse of fixed exchange rates.
4. For an overview of Glyn’s work see Stuart White (2008) in Renewal 16.3/4.
5. Minsky argues that as corporations and banks become more profitable, they are increasingly tempted to borrow (gear up) to increase the return on equity, ‘financialisation’ leading to speculative bubbles. See Minsky (2008).
6. For work on this see TUC (2008) in which it is estimated that personal and corporate tax avoidance together costs the UK Treasury some £25bn per annum. Also see Leigh et al (2009), a series of investigative articles looking at tax avoidance schemes used by individuals and companies, and the resulting losses to the UK Treasury.
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