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A Narrative History
of UK Business Cycles

This chapter draws on the existing economic history literature to examine
the key drivers of past economic cycles, linking them to developments in
the world economy, domestic fiscal and monetary policy, and past financial
crises. The main discussion covers the period 1720-2007 and we break the
analysis into the periods 1720-1830, 1830-1913, 1919-1939, 1945-1971
and 1971-2007. These dates are in part chosen due to the availability of
data, but they also correspond approximately to distinct economic phases
in the United Kingdom’s economic history. However, we “bookend” the
1720-2008 period with a scene-setting “prologue” covering 1660-1720,
and an “epilogue” covering the period since 2008. Each chapter starts with
an overview of institutional factors and key drivers. This is aimed at readers
who want a general overview of the cycles in this period, the institutional
background to them and the key factors driving fluctuations in output.
This is then followed by a chronological narrative that sketches out the
nature of each cycle informed by the business cycle metrics in Chapter 5.
This is aimed at readers who want a more detailed assessment of each

The original version of this chapter was revised: Typographical and grammatical
corrections were incorporated. The correction to this chapter is available at

https://doi.org/10.1007/978-3-030-26346-1_8

© The Author(s) 2019, corrected publication 2020 95
N. Dimsdale and R. Thomas,

UK Business and Financial Cycles Since 1660,

https://doi.org/10.1007/978-3-030-26346-1_6


http://dx.doi.org/10.1007/978-3-030-26346-1_5
https://doi.org/10.1007/978-3-030-26346-1_6
http://crossmark.crossref.org/dialog/?doi=10.1007/978-3-030-26346-1_6&domain=pdf
http://dx.doi.org/10.1007/978-3-030-26346-1_8

926 N. Dimsdale and R. Thomas

particular cycle. For each section we summarise the results of Chapter 5 by
showing charts of annual growth cycles over the relevant period with turn-
ing points in classical cycles highlighted in the background.

6.1 Prologue—The Emerging Market
Economy 1660-1720

6.1.1 Overview—Institutional Factors and Key Drivers

Our overview of British economic cycles begins with a prologue cover-
ing the period 1660—1720. There are several motivations for this.

First, as Crafts and Mills (2017) show in their analysis of the
Broadberry et al. (2015) GDP data, this is the period when we begin to
see a positive trend in the growth of per capita incomes (as shown ear-
lier in Chart 1.1) which is the hallmark of modern industrial and com-
mercial economies. In part, the scene had been set earlier. As Broadberry
etal. (2015) show the British economy was already highly industrialised
and commercialised in 1600 and those trends continued throughout the
C17th so that by the end of the C17th agriculture had fallen from around
40% of GDP to around a quarter with the rest accounted for by increased
shares of both industry and services (Chart 6.1).
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Chart 6.1 Sector shares of gross value added, 1600-1700 (Source Thomas and
Dimsdale [2017] derived from Broadberry et al. [2015])
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Second, this period witnesses the birth of corporate Britain and the
start of a commercial revolution. Mirowski (1985) suggests the emer-
gence of joint-stock companies and banking firms over this period marks
this period as the “birth of the business cycle” with increasing trade in
financial instruments and an associated growth in money and credit.
These developments facilitated the cyclical swings typically observed in
capitalist economies and which begin to emerge over this period.

Third, this is a period when there is a major re-orientation of British
trade away from a narrow specialisation, based on the export of wool-
len cloth to Europe, towards a more diversified pattern both in terms
of commodities and geography, based on Britain’s growing commercial
empire (Davis 1954, 62).

A final and related development is the development of the mercantil-
ist fiscal-military state (O’Brien 1988) that was required to support this
new commercial trade policy. The Navigation Acts (1651 and 1660) first
introduced by Cromwell, and re-affirmed by the restored Stuart mon-
archy, required trade between Britain and its colonies to be carried in
domestic or colonial vessels. This prompted a hostile reaction from the
Dutch who had developed a highly profitable entrep6t trade between
East and West. The Dutch had built by far the largest mercantile fleet in
Europe and had control over the extremely lucrative trade in spices after
conquering most of Portugal’s overseas trading posts. The Dutch had
also infiltrated England’s trade with her developing North American col-
onies. The Commonwealth and Restoration period were to see the initi-
ation of the Royal Navy and a series of mercantilist wars—first with the
Dutch and then, when William of Orange secured the throne in 1688,
the start of many wars with the French during C18th. The development
of a mercantilist fiscal-naval state engendered a revolution in finance
both in terms of taxation and government borrowing (Dickson 1967).

Each of these factors had implications for the course of economic
fluctuations over this period. These do show evidence of recurrent cycles
(see Chart 6.2). The Unobserved Components (UC) model suggests
a cycle length of 10 years over this period while the HP filter shows a
more erratic set of peaks and troughs reflecting a high degree of var-
iability in output during the late C17th and early part of the C18th

discussed earlier. As shown in Table 5.4 the recovery from the recession
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Chart 6.2 Cycles 1660-1720 (Notes Lines above the axis represent classical cycle
peaks, lines below represent classical cycle troughs. Source Chapter 5)

between 1704 and 1705 was the longest and costliest in terms of cumu-
lative loss over the past three and a half centuries. Output only recov-
ered to its 1704 peak in 1720 after which there was a further recession
and equally long-lived recovery period.

Much of the large degree of variability in GDP reflects agricul-
ture (Chart 6.3). That could result from the need to rely upon pro-
bate records as the basis for estimating crop yields before 1720. After
1720 estimates of agricultural output are derived from the more reliable
farm accounts (see Broadberry et al. [2015] for a discussion). The avail-
ability of farm accounts enables estimates of agricultural output to be
improved as shown by Turner et al. (2001). The only alternative indi-
cator here is to follow earlier scholars who had to rely mainly on the
price of wheat in assessing the bounty of harvests such as Tooke and
Newmarch (1838), Ashton (1959), Hoskins (1968), and Hoppit (1987)
but here the inference can only be indirect at best.

The other major financial development over this period was the foun-
dation of the Bank of England in 1694, chiefly an act to raise money for
the government. In return for the loan to the government the private
owners of the Bank were given certain privileges. After 1708 it was the
only joint-stock bank permitted in England (other banks were limited
to partnerships of 6 or less) and the Bank was allowed to issue notes
and discount bills. That meant the number of banks increased only
slowly over this period (see Chart 6.4) at least up until the early 1710s.
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Chart 6.3 Contributions to output growth 1660-1720 (Source Thomas and
Dimsdale [2017] derived from Broadberry et al. [2015])
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Chart 6.4 Number of banks in London and Britain 1670-1720 (Source Melton
[2002] and Michie [2016])

Price (1992) notes that the Bank was keen to increase its private dis-
counting business over this period in order to get more notes into cir-
culation and increase profitability. Chart 6.5 shows the Bank increased

its private sector lending to the order of 3.5% of GDP by 1715. There
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Chart 6.5 Bank of England discounts and other security holdings (Notes Annual
recession periods shaded. Source Thomas and Dimsdale 2017)

were sharp movements in discounts to the tune of 1% of English GDP
in certain years. One hypothesis raised by Lovell (1957) is whether the
Bank in its first hundred years or so of its existence stepped in to act as
a lender of last resort during panics and crises. However, before 1720
the Bank had not fully established itself and the sharp contractions in
discounts appear largely due to runs on the newly formed Bank, largely
due to political events and sentiment (French invasions and Jacobite
uprisings) that threatened the state’s viability. Nevertheless, the Bank
does appear to have increased its discounts during several recessions
(Chart 6.5). This may have alleviated the number of bankruptcies that
occurred. Hoppit’s (1986) data suggest that in those periods where the
Bank increased its discounts private bankruptcies increased by less,
although changes in the bankruptcy law in 1706 make quantitative
comparisons before and after that date difficult (Chart 6.6).

Wars could lead to upturns in the early stages of a conflict if there
was a pick up in government spending and activity directed towards
supporting soldiers and horses. If wars were anticipated they could also
trigger cyclical recoveries before the start of hostilities as trade picked up
in anticipation that an impending conflict would lead to future disrup-
tion (Chart 6.7). But wars could ultimately cause downturns as grow-
ing export industries coped with weaker demand and disruption and
indeed poor trade performance was one reason parties were keen to see
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Chart 6.6 Bankruptcies and recessions (Notes Annual recession periods shaded.
Source Hoppit 1987)
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Chart 6.7 GDP growth and wars 1660-1720 (Notes War periods shaded. Source
Thomas and Dimsdale 2017)

conflict end. There is some evidence of this pattern for the late C17th
wars and the War of Spanish Succession. Jones (1988) discusses in
detail the impact of the War of the League of Augsburg and the Spanish
Succession on the economy. He shows that the disruptions of war could
work both ways. For example, in the early 1700s war ruined a num-
ber of industries on the continent to the benefit of England which saw
record sales of grain and woollen textiles.



102 N. Dimsdale and R. Thomas

6.1.2 The Birth of Modern Business Cycles 1660-1720

In this section we look more closely at individual cycles over this period.
Following the restoration of Charles II growth in England was positive
and a mini-peak in the cycle occurred in 1663 followed by a much more
defined peak in 1666, despite disasters such as the outbreak of bubonic
plague and the Great Fire London. There was then a period of weak
growth when exports and industrial production were subdued in part
due to the two Dutch Wars. Agricultural output was weak in 1668 pre-
dominantly due to arable output (Chart 6.8) although this did not occur
alongside an increase in wheat prices used by Hoskins (1968) to assess
the quality of wheat harvests. So this may represent sampling issues with
the probate data in this period. Taxation increased markedly with a dou-
bling of revenue in 1672-1674 from around 2.5% of GDP to around 5%
(O’Brien and Hunt 1999). Expenditure directed towards the rebuilding
of London following the Great Fire peaked in 1672 (see Coffman et al.
2019) but amounted to only just over £100,000 (around 0.2% of GDP)
and was unable in itself to stem the downturn. The trough in overall out-
put occurred at the end of the third Anglo-Dutch war in 1674.

There followed a mild recovery before a further slump in the mid-1680s
affecting both agriculture and industry with the trough occurring in 1684.
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Chart 6.8 Contributions of arable and pastoral output (Source Thomas and
Dimsdale [2017] derived from Broadberry et al. [2015])
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Recovery then ensured following the Glorious Revolution in 1688 with a
further peak in output in 1693 in the early part of the war of the League of
Augsburg. There was then a downturn with a mini-trough in 1697 which
may have been due to the disruption caused by the recoinage of that year
which caused a shortage of coin and a fall in the money supply (Chart 6.9).

Growth varied widely during the War of the Spanish Succession
1701-1713. Exports were hampered in the early part of the war but
soon recovered reflecting the record sales of grain and woollen textiles
noted by Jones (1988) and discussed above. By implication fluctuations
in industrial production seem to have been more influenced by domes-
tic demand (Chart 6.10). The slow recovery from the trough of 1704
has already been noted.

The disturbances over the period may have arisen from fluctua-
tions in harvests as well as from the war itself. The harvest was poor
in 1708-1709 and there was a financial crisis in 1710, as discussed in
Ashton (1959), which represented a significant trough in the cycle.
Bankrutpcies picked up sharply (Chart 6.6) and as discussed in Hoppit
(1987). This financial crisis was exceptional for the early C18th as
it coincided with a major setback to the real economy. Alongside the
poor harvests of 1708 and 1709 there were sharp falls in both industrial
production and GDP. The crisis had arisen from a burst of speculative
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Chart 6.9 Coin in circulation outside the Bank of England (Source Thomas and
Dimsdale [2017] derived from Palma [2018])
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Chart 6.10 Export volumes and industrial production (Source Thomas and
Dimsdale [2017] and Broadberry et al. [2015])

activity in the promotion of insurance companies in the City of London
and some political uncertainties.

After 1710 the pattern of separation between financial crises and fluc-
tuations in the economy asserted itself. The threatened ejection of the
Hanoverian regime by the first Jacobite rebellion in 1715 caused a run on
the Bank of England, but this did not have a noticeable effect on GDP.
There was then a sustained recovery to 1720, a year in which agriculture
was highly productive but where industry and services had already started
to turn and overall output had only just recovered to the peak of 1704.

6.2 The Long C18th 1720-1830
6.2.1 Overview—Institutional Factors and Key Drivers

The data for this period suggest the pattern of GDP growth after 1720
showed lower variability than before, although fluctuations were still
volatile from year-to-year. However, looking through the year-to-year
volatility an apparent cyclical pattern of around 11 years emerges when
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looking at the filters that exclude noisy high-frequency movements
in output such as the UC model. So in this regard it is similar to the
1660-1720 period (Charts 6.11, 6.12).

There are a number of underlying factors affecting the business cycle

over the long C18th. For the first half of this period they were similar to
those in the 1660-1720 period.
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Chart 6.11 Cycles 1720-1780 (Notes Lines above the axis represent classical
cycle peaks, lines below represent classical cycle troughs. Source Chapter 5)
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Chart 6.12 Cycles 1780-1830 (Notes Lines above the axis represent classical
cycle peaks, lines below represent classical cycle troughs. Source Chapter 5)
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First, Britain in this period was still heavily dependent on agri-
culture and the impact of poor harvests continued to have a direct
impact on the business cycle and an indirect role in financial crises.
Agricultural output was a large contributor to the swings in output
(Chart 6.13), especially in the early C18th, and may have also had an
impact on industry to the extent agricultural produce was used as an
input. It could also affect the balance of payments and gold flows which
would affect the Bank of England’s willingness to lend and would have
far-reaching consequences for the rest of the country given the Bank’s
links with the London private banks. These in turn were connected
to the “country banks” outside London which emerged as the century
wore on Ashton (1959). Data for the C18th are still inevitably uncer-
tain but as noted after 1720 estimates of agricultural output are derived
from the more reliable farm accounts (Chart 6.14).

The second feature of this period was that Britain was at war for
almost half of it. As noted, wars frequently led to downturns as grow-
ing export industries coped with weaker demand. But they could also
trigger cyclical recoveries if military spending was directed towards
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Chart 6.13 Contributions to GDP growth by industry, 1720-1780 (Source
Thomas and Dimsdale [2017] derived from Broadberry et al. [2015])
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Chart 6.14 Contributions to GDP growth by industry, 1780-1830 (Source
Thomas and Dimsdale [2017] derived from Broadberry et al. [2015])

domestic production. While the impact of war on growth is apparent
before 1714 and from 1790 to 1815, it is less obvious in the interven-
ing period. The War of the Austrian Succession (1739-1748), the Seven
Years War (1756-1763) and even the American War of Independence
(1776-1783) do not appear to have had much direct effect on the rate
of growth of GDP in the middle part of the century. The impact of wars
and international trade may have been overstated in earlier accounts
based on a narrower range of indicators than GDP such as Ashton
(1959). It is however clear that the Napoleonic war had a major impact
on activity.

A third, and equally important reason, for the volatility of growth
in this period was the emergence of a domestic investment cycle.
Investment projects of the time—such as road (turnpike) and canal
building—fluctuated in the mid-to-late C18th, particularly in the mid-
1790s, as the industrialising economy of Britain developed (Ginarlis
and Pollard 1988).

Both government and private investment may have indirect effects
on the economy through financial markets which imparted their own
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influence on the cycle. During this period downturns were also often
associated with financial crises (Ashton 1959; Hoppit 1986). In part,
these were crises of public finance especially in the early to mid-part of
the C18th. For instance, the South Sea Bubble of 1720 was largely a
crisis in public finance given the relatively small number of bankrupt-
cies that followed it. And these crises mainly reflected fluctuations in
the fortunes of war. Public debt rose throughout the C18th, reaching
around 200% of GDP at the end of the Napoleonic Wars. Increases in
the public debt ratio resulting from military spending were often asso-
ciated with increased government bond yields and public finance crises
such as in 1745 and 1761 (Chart 6.15) (Barro 1987).

However towards the end of this period financial crises in the pri-
vate sector became more prominent as the number of banks in Great
Britain increased from around 60 in 1720 to around 300 in 1780, peak-
ing at over 1100 in the financial crisis of 1810 (see Michie (2016) and
Chart 6.16). Hoppit (1986) shows that bankruptcies increased during
crises (Chart 6.17). The Bank of England itself is also argued to have
stepped in as a lender of last resort during the C18th crises (see Lovell
1957) perhaps helping to ameliorate some of their impact on the real
economy (Chart 6.18). During the second half of the period, financial
crises increasingly began to involve the private sector more widely and
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Chart 6.15 Debt and long-term interest rates during wars of the C18th (Source
Thomas and Dimsdale 2017)
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Chart 6.16 Number of British banks 1720-1830 and financial crises (Source
Michie 2016)
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Chart 6.17 Bankruptcies and financial crises (Source Hoppit [1986] and Gayer
et al. [1953]. Financial crises shaded)

often occurred at the peak of the economic cycle. This was arguably
the natural outcome of the growing pains of an industrial economy,
with growth occurring in spurts at a stage when the United Kingdom’s
financial system was still relatively underdeveloped (Hoppit 1986). The
worst crises involved both the public and private sectors. For example,
in 1793, there was a sharp rise in government bond yields linked to the
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Chart 6.18 Bank of England discount activity and financial crises (Source Lovell
1957)

opening of hostilities with France and a widespread collapse in trade
credit, leading to a large increase in bankruptcies.

6.2.2 The Expansion of Empire 1720-1780

In this section we consider each cycle over the long C18th in more
detail. 1720 was a year in which both agricultural production and
GDP attained a peak level of output. It occurred at the same time as
the South Sea Bubble which caused a major disturbance to govern-
ment finance. The events leading up to the peak in share prices and
their sharp reversal have been discussed in an extensive literature. In
summary, the aim of the South Sea scheme was to reduce the cost of
financing the national debt which had swollen as a result of both the
Nine Years War and the War of the Spanish Succession. The transfer
of government bonds to the South Sea Company offered a convenient
way of reducing the cost of servicing the debt. This objective could be
achieved since the interest payable to the South Sea Company would
be lower than the interest due to the holders of annuities of which
the debt was mainly composed. The over-exploitation of issues by the
South Sea Company combined with a wave of speculation on the part
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of the public led to an unsustainable rise in the price of South Sea stock.
Purchases of part-paid stock at greatly enhanced prices implied that
speculators were assuming liabilities which were well in excess of their
resources. The bursting of the bubble led to a collapse in the price of
South Sea stock and other securities (Chart 6.19).

What is less clear is the impact which the boom and bust had on the
real economy (Dickson 1967; Temin and Voth 2013). The direct impact
on the real economy appears to have been slight apart from a small rise
in bankruptcies among financial firms in the City of London.

1720 was followed by a period of slowing growth for the rest of the dec-
ade. The slowdown was largely attributable to a decline in agricultural out-
put. The years from 1725-1729 were notable for poor crops and there is
evidence of a rise in mortality at this time, see Stratton (1978) and Wrigley
and Schofield (1989). There was also a slowdown in industry in the later
1720s. As a result, the level of output remained below its 1720 peak for
almost 15 years. Chart 6.20 compares this with slow recovery from the
2008 crisis which had a similar initial impact on GDP but took only
around 5 years for output to recover to its previous level (Chart 6.21).

After poor harvests during the later 1720s, there was an improvement
in the 1730s and a spike in the growth rate in 1738. The 1730s were
a period of predominately favourable harvests and low prices of wheat.
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Chart 6.19 Share prices 1700-1780 (Source Mirowski 1981)
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Chart 6.21 The slow post-1720 recovery: industry versus agriculture (Source
Thomas and Dimsdale [2017] derived from Broadberry et al. [2015])

Both agriculture and GDP reached peaks in 1733 and 1736. The run
of good harvests was broken towards the end of the decade. There were
crop failures in 1739 and 1740, when there was a slight fall in agricul-
tural output and a check to GDP.
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The major political disturbance of the 1740s was the invasion of
England by the Young Pretender in 1745. When the Jacobites reached
as far south as Derby, there were signs of concerns in the City, as the
prices of securities fell sharply. Markets rallied sharply with the news
of the defeat of the Jacobites at the battle of Culloden. There was no
sign of a reduction in economic activity in 1745. But there was a boost
to confidence as GDP increased between 1745 and 1750. The Jacobite
Rebellion of 1745 did not have a noticeable effect on GDP as the
growth rate was not checked until 1749.

Growth in the early 1750s was marked by a recovery in 1751-1752
followed by a downturn in 1753-1754. This pattern of two years of
expansion followed by two years of contraction was typical of cycles in the
C18th. A strong recovery did not take place until 1757, a year in which
there was also a sharp rise in the price of wheat, which had doubled since
1755 (Stratton 1978). The growth rate appears to have been stronger fol-
lowing the outbreak of the Seven Years War, in particular from 1757 to
1761. The strong growth of GDP in the later 1750s may be explained by
the high level of agricultural output during the Seven Years War.

There was however a setback to growth in the early 1760s. The econ-
omy may have been affected by the financial crisis of 1763, which was
centred on Amsterdam. The bullion of the Bank was reduced as Dutch
investors ran down their holdings of British securities. It was a com-
mercial crisis, but it was not located in Britain although it had some
impact on British financial markets. The crisis arose from the finance
of an indemnity to be paid to victorious Prussia at the end of the Seven
Years War (1756-1763). The payment of the indemnity was financed by
bankers in Amsterdam who extended credit liberally. The bankers were
hit by a sudden collapse in commodity prices, which undermined their
solvency. In particular, the leading house of De Neuvilles of Amsterdam
found itself in difficulties and defaulted. There were substantial hold-
ings of British securities in the portfolios of Dutch financial institutions,
which sought to increase liquidity by selling the stock. This put pres-
sure on the Bank and led to a fall in its holdings of bullion. There was
a marked decline in the ratio of bullion to deposits at the Bank. The
effects on the British economy appear negligible if the output nad bank-
ruptcy figures are reliable over this period.
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During the later 1760s there was a slowdown in the rate of growth of
exports (Ashton 1949), which resulted from the ongoing dispute over
trade with the American colonies (Chart 6.22). Interruption of trade
with America may have contributed to the failure of the Ayr Bank in
1772, which led to the first home-grown financial crisis, Hoppit (1986)
and Kosmetatos (2018). It arose from a high level of investment activity
in 1771-1772, which was particularly vigorous in Scotland. Full advan-
tage of opportunities was taken by the Ayr Bank, which led the way
in the issue of small notes in Scotland and using commercial bills to
borrow in London. The trouble started as a result of speculation in East
India Company Stock by Alexander Fordyce, a partner in the London
bank of Neale, James, Fordyce and Down, which had close connections
with the Ayr Bank. When his speculations failed, he fled to France.

News of these events spread rapidly to Edinburgh. As a result, there
was a collapse of confidence in both banks which failed. The Ayr Bank
was a note-issuing joint-stock bank, which was permissible in Scotland
but not in England, given the Bank of England’s monopoly. The direc-
tors of the bank were men of high social standing but little under-
standing of banking. Adam Smith who had an intimate knowledge of
the affairs of the bank attributed its failure to abuses of bill finance.
Following the Scottish crisis, there were failures among a number of

London banks (Checkland 1975).
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Chart 6.22 Growth rate of exports 1720-1800 (Source Thomas and Dimsdale
2017)
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In the early 1770s annual changes in GDP were choppy with a year
of growth being followed by a year of contraction. However, growth
was stronger when hostilities started in 1775 and the upturn contin-
ued until 1778. Harvests were favourable at this time and there was a
boom in building as measured by imports of timber, Ashton (1959).
When France entered the war in 1778, the level of activity declined.
Construction was checked by the threatened interruption of supplies of
timber from Scandinavia as well as a loss of confidence and a rise in
interest rates (Ashton 1949).

6.2.3 The French Wars and the Restriction
Period 1780-1830

The slowdown of 1778-1779 was only temporary as output reached a
peak in 1780, largely on account of a major increase in agricultural out-
put. However, this burst of production was not sustained.

As the American War drew to a close in the early 1780s there was
an upsurge in arable output in 1780-1781. This major peak was fol-
lowed by a sustained reduction in agricultural output. However, the dis-
appointing performance of agriculture was offset by the vigorous growth
of industrial production and improved prospects for exports following
the end of the war with the United States (Chart 6.23).

Industry was by then sufficiently important to usurp the dominance
of agriculture in economic fluctuations, which had been a characteris-
tic of the economy in the C18th. The growth of industry in the 1780s
and 1790s was made possible by the rapid expansion of British exports,
which took place after the end of the American War of Independence
in 1783. The recovery of exports owed much to the strong demand of
the American market for British manufactures. The revival of exports
improved the trade balance and strengthened the Bank’s reserves.
This was much needed because of the low level of bullion held by the
Bank at the end of the war (Clapham 1944). The rise in the reserves
was accompanied by a reduction in interest rates and a relaxation of
credit. The growth of credit was financed by the country banks, which
expanded their numbers and, according to recent estimates from Gent

(2016), the volume of credit (Charts 6.24, 6.25).
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Thomas and Dimsdale 2017)

The outcome was slow overall growth of GDP in the 1780s given
the sharply different contributions from the two major sectors of the
economy. Gayer etal. (1953) relying on the growth of exports and
the Hoffman index of industrial production as indicators, conclude
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Chart 6.26 Investment indicators 1770-1830 (Source Mitchell 1988)

that economic growth was rapid in the 1780s. The recent data from
Broadberry etal. (2015) on GDP indicates that this interpretation
needs qualification for overall activity in the economy (Chart 6.26).

The result of the relaxation of credit in 1780s was a major boom in
building canals and turnpikes as well as the enclosure of agricultural
land. However, signs of financial stress began to emerge. The late 1780s
saw a check to activity resulting from a financial crisis which mainly
affected the Lancashire cotton industry, see Pressnell (1956). The recov-
ery which followed this setback however was vigorous. Output grew
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Chart 6.27 Canal building authorised by parliament 1788-1795

strongly reaching a peak in 1792. The boom was associated with high
activity in building and the rapid growth of exports, in particular trade
with the former American colonies flourished. Canal building also
increased rapidly peaking in 1793 leading to the term “Canal mania®
being applied to this period (see Chart 6.27).

The boom reached a peak in 1792-1793 and was then follwed by a
downturn with a severe financial crisis in 1793. The underlying cause
of the crisis can be attributed to the excessive expansion of credit by the
new country banks, whose numbers and assets had greatly expanded
as shown above. But its timing may have been determined by the out-
break of war with France in 1793. Contemporaries argued on this issue,
but Tooke made a strong case for the excessive growth of credit as the
underlying cause of the financial turmoil. The Bank was severely crit-
icised over its handling of the crisis for its refusal to provide assistance
to banks outside London.! Relief came through an issue of Exchequer
bills, which provided the money market with a source of reliable liquid-
ity. A small issue of Exchequer bills was sufficient to check the panic.
These provided City traders with a much-needed source of liquidity

and rapidly restored confidence in markets. However, the lack of direct

!Especially since the Bank was able to bail out a former governor of the Bank to whom it made a
loan of £60,000.
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assistance to the rest of the country meant that failures among the coun-
try banks were high (Hayek in Thornton 1962).

The recession which followed the crisis was short but sharp. GDP
declined by 4.8% from 1792 to 1794. The fall was more severe in
industry where output fell by 6.7%. In 1795 there was an upsurge in
the wheat price on account of the severe winter of 1794/1795. Bread
was scarce and there were riots over the price of food. The govern-
ment responded by introducing the Speenhamland System, which was
in essence a form of wage subsidy, see Stratton (1978). Harvest failure
caused hardship, but did not check economic recovery in 1795. GDP
then rose fairly steadily to a peak in 1802 having increased by 12.1%.
The recovery was interrupted by a brief contraction in 1797 when
output fell by 0.73%. This minor setback to GDP was of consider-
able financial significance. The heavy burden of war finance pushed
the budget into a major deficit and sterling was weakened as a result
much of the war expenditure being overseas. A poor harvest meant that
imports of wheat were abnormally high. In addition, the pound came
under pressure as there was a rise in price of gold in Paris on account
of the French government’s decision to abandon assignats and to adopt
a metallic currency. The market price of gold exceeded the price at the
mint and so gold coins were being hoarded or exported. The Bank’s
reserves fell sharply and the government ordered the Bank to suspend
cash payments (Hawtrey 1919; Silberling 1924). This decision meant
that sterling became a paper currency and Britain would remain with a
paper pound until the restoration of the Gold Standard in 1821 (Gayer
etal. 1953).

During what has become known as the “Restriction Period” the Bank
was authorised to issue small notes to meet the demand for currency
and the country banks were permitted to issue small notes which had
previously been prohibited. The public readily accepted the new paper
currency and the transition was remarkably smooth. It seems likely that
the long tradition of sound finance by the Bank in the C18th had cre-
ated public confidence in the belief that the Bank would not abuse its
powers of issuing paper currency despite the demands of war finance
(O’Brien and Palma 2017). However these were also supplemented with
a concerted effort by key players in the City of London to ensure the
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new paper system on money worked and by the efforts of the govern-
ment to try and finance the war as possible through increased taxation
and long-term borrowing (see Chadha and Newby 2013).

The macroeconomic impact of the 1797 currency crisis was slight. The
economy continued to grow strongly under the influence of a high level
of war-related spending, the continuing growth of exports and invest-
ment. Industrial production was buoyant and reached a peak in 1800
before declining. While British industry and trade flourished during the
French Revolutionary war, it did not fare so well in the Napoleonic war
which started in 1803 after the brief Peace of Avignon. French policies
were directed against British trade under the Continental System. British
exporters lost access to major European markets. Trade became more
restricted as the area of Europe controlled by the Napoleonic regime
increased. As a result, there was a marked decline if not stagnation on the
growth of exports and industrial production. GDP slowed from 1803—
1806. Relief came with the Spanish revolt against Napoleon in 1807
which opened up Spanish markets to British traders, in particular mar-
kets in South America. Gayer et al. (1953) provide a detailed account of
the effects of French policies directed against British trade and the conse-
quences of obtaining access to Spanish markets following the start of the
Peninsular War. From 1806 to 1807 GDP rose by 6.5% and Industrial
production by 8.7%. Further expansion came with a boom in both
exports and domestic demand which reached a peak in 1810. Domestic
investment recovered and there was renewed speculation in the capital
market. Credit expanded with a rapid increase in the number of coun-
try banks and their assets. From 1808 to 1810 GDP and industrial pro-
duction rose by 9.8 and 19.4% respectively. Michie (2016) estimates the
number of British banks peaked in 1810 and that there was a financial
crisis in this year (Chart 6.16). As a result, the boom proved to be short-
lived as GDP and industrial production fell back from 1810 to 1812 by
5.1 and 4.1%, respectively.

The boom of 1810 is of interest because of the close relationship
between overseas markets and domestic activity. It was also important for
the role of financial policy. The Bank not only financed government spend-
ing through its discounts, it also increased its discounts for the private sec-
tor heavily over the first decade over the C19th (Chart 6.28) the reasons
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Chart 6.29 Price of Hamburg Bills on London (Source Gayer et al. 1953)

for which are discussed in Duffy (1982). The expansion of the Banks issues
was, as noted already, accompanied by a renewed growth in the number of
country banks which contributed to the rapid growth of credit. A major
controversy developed over the weakness of the sterling exchange rate,
the benchmark rate at the time was the price of Hamburg bills. This fell
by 27% between 1808 and 1811 shown in Chart 6.29. This led to the
appointment of the Bullion Committee to examine the causes of this.

The Committee attributed the fall in sterling to the expansionary
policy of the Bank. It recommended linking the Bank’s lending to the
level of its reserves, which would have implied a restoration of the gold
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standard. The Government rejected this advice because it assigned pri-
ority to being able to borrow from the Bank to finance expenditure on
the war. While the Bullionists argued that excessive issues and lending
by the Bank were responsible for the sharp fall in the exchange rate,
they were opposed by the Anti-Bullionists who related the problems
of sterling to high level of overseas expenditure needed to finance the
Napoleonic War combined with unusually high imports of wheat which
were necessary on account of poor domestic harvests.

The boom was ended as a result of overoptimistic assessments of the
capacity of South American markets to absorb British exports. In addi-
tion, there was a tightening of the Continental System and the effects
of an embargo on trade imposed by the United States. These factors
account for the decline in exports from 1810 to 1812 and the fall in
GDP of 5.1%. The defeat of Napoleons expedition to Russia under-
mined the Continental System and opened up European markets to
British exports. There was, therefore, an upsurge in the volume of
exports from 1812 to 1815 and GDP increased by 14.1% and industrial
production by 10.4%. The boom in exports went sharply into reverse
in 1816 when it became clear that export markets had become seriously
overstocked in both Europe and South America. The Bank did not par-
ticipate in the boom by expanding its discounts but there was a renewed
increase in the number of country banks. The recession was sharp as
GDP declined by 5.25% from 1815 to 1816. There was a temporary
check to the decline in activity in 1817 and 1818 followed by a renewed
decline in 1819, which brought GDP to the same level as in 1816.
This was the low point of the contraction which started in 1815 with
the ending of the Napoleonic War. Exports and industrial production
also declined during the long post-war recession. Exports were adversely
affected by a downturn in activity in the United States in 1819 and
depressed conditions in Europe and the rest of the world Chart 6.30.

The period from 1815 to 1820 was of considerable difficulty for the
British economy. The growth of GDP was interrupted and expectations
were depressed by the downward trend in prices. The GDP deflator
fell by from 1815 to the low point in 1819. There has been an ongoing
debate over the causes of the decline in prices which followed the end of
the Napoleonic War. It could be argued that the contraction in the Bank’s
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Chart 6.30 Exports, US GDP and world trade 1800-1830 (Source Thomas and
Dimsdale 2017)

lending to both private sector (see Chart 6.28) and public sector borrow-
ing was the driving force behind the deflation, combined with the expec-
tation that specie payments would be restored at the 1797 exchange rate
soon after the end of the war. This could have required a severe decline
in the price level. Gayer et al. (1953) question this monetary explanation
and argue that the post-war decline in prices and continuing depressed
state of the economy was caused by the weakness of agricultural prices,
the reduction of military spending at the end of the war and the stag-
nation of exports on account of depressed markets in both Europe and
the United States. Domestic investment was also weak as a result of
a lack of interest in canal building and other investments in infrastruc-
ture (Chart 6.26). Lack of enthusiasm for domestic investment and low-
interest rates prompted a rise in loans to foreign governments in 1819.
From the depths of depression in 1819 the economy then staged a
sustained recovery, reaching a peak in 1825 before relapsing into a sharp
recession in 1826. The upturn was longer than found in the typically
short cycles of the C18th. GDP rose by 18% from 1819 to 1826 and
industrial production by 26%. The initial impetus came from a recov-
ery of exports of British goods which rose by around 30% from 1819
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to 1824. There was also vigorous expansion of investment indicated by
the output of bricks which rose by 76.9% from 1819 to 1825. A major
factor behind the recovery was a revival of confidence and willingness
to bear risks as compared with the depressed confidence of the preced-
ing deflation of 1815-1820. There was a greater willingness to invest in
new ventures at home and abroad.

During 1817 and 1818 four European governments had raised loans
on the London capital market at a time when domestic investment was
depressed. From 1820 interest shifted to investing in mining ventures, par-
ticularly in Latin America and also loans to newly liberated Latin American
republics. In addition, there was enthusiasm for investing in infrastructure
projects at home, such as railways, docks water and gas works. The burst of
investment activity was partly the result of the buoyancy of expectations. It
was also a response to the policies of the Treasury and the Bank.

The economic revival was assisted by the relaxed stance of the Bank of
England but this may have contributed to the financial crisis of 1825 and
the subsequent downturn. The Bank of England had made provision to
replace the small notes which it had issued following the suspension of
payments in 1797 with gold coins in 1816. In the event the public, which
had become used to using paper notes, was not interested in exchanging
notes for coins contrary to the BanK’s expectations. As a result, the Bank
ended up with holding more reserves than it required. It reduced Bank
Rate from 5 to 4% in June 1822 and assisted the Treasury in its conver-
sion of part of the national debt to a lower interest rate. The yield on con-
sols declined from 4.4% in 1820 to 3.2% in 1824. The reduction in the
yield of British securities below the levels to which investors had become
accustomed during the Napoleonic War encouraged a switch of invest-
ment in the direction of overseas issues. The returns on overseas securities
were higher than on British government securities as also were the risks,
which investors were willing to accept (Neal 1998).

The vigour of the boom gave rise to an increase in prices. The Gayer,
Rostow Schwartz index of the price of domestic goods rose from a low
point in 1822 to a peak in 1825, rising by 39% (Chart 6.31). The
increase in economic activity was associated with the rapid growth of
imports and a marked deterioration of the trade balance in the later
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Chart 6.31 Wholesale prices (Source Thomas and Dimsdale 2017)
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Chart 6.32 Balance of trade in goods (Notes Imports of goods are on a bal-
ance of payments “free on board” basis in this calculation. Source Thomas and
Dimsdale 2017)

stages of the boom. The deficit on merchandise trade deteriorated as the
boom progressed, rising from 1.1% of GDP in 1823 to 3.7% in GDP
in 1825. This exceeded even the deficit reported in 1818 which was a
peak year for imports (see Chart 6.32). There was a severe crisis in the
banking system, which was attributed to the over issue of notes by the
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country banks. Whether the country banks were responsible for the cri-
sis remains an unsettled issue (Turner 2014).

The Bank has been criticised for its expansionary policy stance dur-
ing the early 1820s. There was a tightening in the form of a major
sale of Exchequer bills early in 1825, but no rise in interest rates until
December. At this time Bank rate went up from 4% to the maximum
of 5% allowed by the usury laws, when the financial crisis was at its
height (Chart 6.33). The Bank’s reserves fell steeply from £14 million
at the start of 1824 to only around £2 million in December 1825. The
reserves benefited from a timely loan from France at a critical junc-
ture. The Bank restricted its discounts as pressures in the money mar-
ket mounted during 1825, but it did discount freely in the later stages
of the crisis. At this late stage, it lent generously on a wide range of
assets in order to check the panic in the money market. The Bank was
starting to learn about its responsibility towards the money market in
a time of crisis. But it had much further to go before it accepted its
duties as lender of last resort. This function was not fully recognised
until the financial crisis of 1866 (Bagehot 1873; King 1936; Anson
etal., 2017).
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6.3 The Victorian and Edwardian
Economy 1830-1913

6.3.1 Overview—Institutional Factors and Key Drivers

The economic cycle in GDP that emerged during the Victorian age
can be seen in Chart 6.34. The average rate of growth rose to around
1%4-2Y4%—double that in the 1720-1830 period—reflecting the
growing pace of industrialisation and technological progress. There were
few downturns that were severe and actual recessions were less frequent
than in the C18th. The UC model suggests there were four major cycles
from 1830 to 1870 and four major cycles in the period 1870-1913.
A major cycle had duration of about 11 years and was accompanied
by a number of mini cycles as shown by the HP filter estimates. The
shorter cycles were characteristic of the C18th, but a longer cycle had
also been apparent in the early C19th as typified by the cycle which
gave rise to the crisis of 1825.

The improved availability of disaggregated data for this period allows
the analysis of movements in individual GDP expenditure components so
that we can meaningfully explore the effect of demand shocks on the cycle
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Chart 6.34 Growth cycles—the Victorian economy (Source Chapter 5)
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rather than infer them from other indicators (this is in large part thanks to
Deane 1968). A Keynesian analysis would typically split these into “exoge-
nous” components that drive movements in GDP and “endogenous” com-
ponents that would be expected largely to respond to movements in GDP.
Referring back to Table 2.1 exogenous drivers include: fluctuations in
investment spending (including consumer durables) that are the result of
shifts in expectations and “animal spirits”; the impact of government pur-
chases resulting from changes in fiscal policy; and movements in exports
dependent on the world economy. In contrast, “endogenous” components,
typically include non-durable consumption, stockbuilding and imports.
Since “exogenous” components have a second round impact on the endog-
enous components, they are likely to have a larger impact on growth than
measured by their direct contributions to GDP,

Investment was an important driver of demand growth in the
Victorian age especially in the early part (Chart 6.35). The pattern of
industrialisation during the C19th was far from smooth and investment
cycles were important. There were waves of railway building throughout
the century, similar to those associated with canals and road building
in the C18th. In particular, domestic investment made a major contri-
bution to growth in the 1830 and 1840s, which largely reflected such
railway building. Dwellings investment also contributed to the domestic
boom from 1893 to 1899 (Chart 6.36).

M Exports Government Consumption m Total investment

Percentage points

1830 1840 1850 1860 1870 1880 1890 1900 1910

Chart 6.35 Exogenous driver components of demand (Source Thomas and
Dimsdale 2017)
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Chart 6.36 Endogenous components of demand (Source Thomas and Dimsdale
2017)
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Chart 6.37 Exports and world trade (Source Thomas and Dimsdale 2017)

Exports also played an important cyclical role during the second
half of the C19th. Between 1850 and 1875, Britain participated in a
boom associated with gold discoveries and a move towards free trade.
UK exports and world trade were closely correlated over this period
(Chart 6.37). And the relative competitiveness of the UK economy had

an increasingly important influence on the export cycle from 1870, as
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Chart 6.38 Net exports and the real exchange rate (Source Thomas and
Dimsdale 2017)

shown by the negative relationship between the real exchange rate and
net trade (Chart 6.38).

Over and above the business cycle an additional feature was the alter-
nating pattern of revivals in home and foreign investment that accom-
panied movements in population and migration which have been
discussed by Cairncross (1953), Brinley Thomas(1954), and Edelstein
(1981, 1982). Foreign investment was high in the 1880s and after
1900, while there was a major upsurge in home investment in the boom
of the late 1890s in which housebuilding played a leading role. Over
a longer period than the standard business cycle, home and foreign
investment moved in opposite directions and in line with Kuznets cycle
discussed in Chapter 2 with a period of around 15-20 years.

Shifts in consumption behaviour do not appear to have played a
major role in economic cycles during this period (Matthews etal.
1982). On average, consumption generally tracked incomes growing
at a pace equal to, or a little below, GDP growth. Consumption was
also generally less volatile than GDP growth. Declining fertility and the
associated fall in the number of young people in the population did,
however, contribute to a structural fall in the consumption-income ratio
in the latter part of the period (Dimsdale 2013a). This rise in the saving
ratio implied large capital exports between 1870 and 1914.
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Up to 1878, domestic financial crises continued to be a significant fac-
tor in downturns (Hicks 1982; Dimsdale 1990). And again there were
links with agricultural output as poor harvests and high agricultural prices
would lead to a decline in the trade balance and pressure on the Bank’s
gold reserves prompting a rise in interest rates and a tightening of the
Banks™ credit policy. So even though by this stage agricultural produc-
tion represented less than a quarter of GDP (Broadberry etal. 2015) it
could still have a significant indirect effect on output through this chan-
nel. In 1837-1839, 1848 and 1857, for example, output fell following
a financial crisis. And the failure of the City of Glasgow Bank in 1878
was an important factor in aggravating the downturn in that year (Collins
1989). However, the recessions that followed each financial crisis appear
to get smaller over time. After 1878 domestic financial crises appear to
have played a less significant role, reflecting the increasing stability of the
United Kingdom’s monetary system underpinned by the Bank of England
as lender of last resort. Anson et al. (2017) discuss in more detail how the
Bank of England evolved into an effective Lender of Last Resort over the
course of the major crises in the mid C19th and in accordance with the
rules advocated by Bagehot in Lombard Street (1873). Capie (2007) how-
ever also ascribes this stability down to the prudent behaviour of banks
over this period. As an example, he cites the influence of George Rae, a
banker in Liverpool, who was the author of a textbook for bankers 7he
Country Banker highlighting the need for a bias towards prudence. But
the role of mergers and the move to limited liability, particularly after the
City of Glasgow bank failure, were also key developments in the struc-
ture of banking over this period (Turner 2014). By the end of the century
the banking system had become concentrated with the five largest banks
accounting for around 70% of deposits (Capie 2007).

After 1870 the British economy became increasingly sensitive to real
and monetary disturbances elsewhere in the world at a time when its own
financial system was better able to cope with both internal and external
shocks. The UK business cycle became more closely aligned with exter-
nal factors as international linkages became more important following
the widespread adoption of the Gold Standard system of exchange rates.
Under the system, there were close linkages through trade flows and
capital movements between the major financial centres. The impact of
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trade flows on the cycle has been emphasised by Ford (1969). He argues
that fluctuations in exports were the main cause of cyclical movements
in national income, while exports were responding to variations in the
pace of foreign investment. The connections between economies through
financial channels have been emphasised by Bordo (1985). Interest dif-
ferentials between market rates in the major financial centres were nar-
rowed by improvements in communications, following the introduction
of the electric telegraph. This increased the speed of communication and
so acted to promote the international mobility of capital. That meant the
UK was vulnerable to global spillovers from international financial crises,
such as the 1907 crisis, which began in the United States.

This period also ushered in the gradual loss of the UK’s pre-eminence
in manufacturing. In the middle of the C19th the UK reached its
industrial apotheosis, accounting for almost half of world trade in man-
ufacturing. By 1913 this share was already down to a quarter and would
continue to fall thereafter (Chart 6.39). In international trade Britain
was encountering growing competition from other industrial coun-
tries as the predominant position which it had enjoyed in world trade
in manufactures before 1870 was progressively undermined. This pro-
cess did not prevent the balance of payments showing a massive surplus
on current account, which was matched by the accumulation of foreign
securities by British investors. Thus a variety of influences were at work
which might be expected to alter cyclical fluctuations after 1870, quite
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apart from the improvement in the quantity and quality of available
data, which could modify the statistical measures of cycles.

From the 1830s onwards it also becomes increasingly relevant to talk
of monetary policy. Up until 1833 the usury laws had prevented active
use of the Bank’s discount rate (henceforth Bank Rate) by setting a ceil-
ing on rates of 5%. After 1833 the laws were repealed and Bank Rate
was used more actively to pursue various private and public policy goals.
What amounted to monetary policy in this period was largely the main-
tenance of the international Gold Standard, at the heart of which was
London and the Bank of England. After the Bank Charter Act of 1844,
the Bank was given the exclusive right to issue notes, but these had to
be backed at the margin by gold. Bank Rate would typically therefore
rise in response to external deficits and flows of gold overseas. This
would both attract gold back to the United Kingdom and encourage
fewer notes to be held. As noted above this implied that even though
agriculture was increasingly a small part of the overall economy poor
harvests could still have a big impact on the economy through the bal-
ance of payments given the UK was a net importer of food. For exam-
ple, Bank Rate rose in the late 1830s and 1840s in order to protect
reserves as poor harvests and higher overseas corn prices led to a deterio-
ration in the balance of payments (Chart 6.40). But this further exacer-
bated the downturns during these periods.
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Chart 6.40 Current account of the balance of payments and bullion flows
(Source Thomas and Dimsdale 2017)
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From 1870 until 1913 we have much improved monetary data as a
result of the work of Capie and Webber (1985). It is therefore possible to
get a better idea of the role of money in trade cycles. The rate of growth
of broad money 1870-1913 was generally similar to the rate of growth
of nominal GDP, resulting in little variation in the velocity of circula-
tion (see later in Chart 6.73). The stability of velocity combined with
pro-cyclical variation in short-term interest rates readily explains the sta-
bility of the money demand function found by Capie and Wood (1996)
and Dimsdale (2015). However, inferring causality is much more diffi-
cult. The stability could result from a causal relationship running from
the money supply to nominal income as argued by Hawtrey (1928). An
alternative and more modern approach is to emphasise the endogene-
ity of the money supply with a fixed exchange rate and capital mobility
under the Gold Standard. For example, during an upswing in activity
the demand for money would rise, raising short market interest rates.
This would induce a capital inflow, increasing the Bank’s reserves and
increase either notes or bankers’ deposits at the Bank. As noted above,
much would then depend on what the Bank of England would do in
terms of Bank Rate (which commercial bank loan and deposit rates
were linked to) and how commercial banks themselves responded to a
changed reserve position. The view that the money supply was endog-
enous accords with the argument of Ford (1962, 1981) that cycles
under the Gold Standard were driven by fluctuations in home and for-
eign investment. It is also consistent with the view of Hicks (1982) that
under the international gold standard real factors generated cycles which
were relatively weak. While this interpretation holds for much of the
period it does not apply to the strong recovery of the mid to late 1890s.
At this time there was a massive inflow of gold arising from new dis-
coveries of gold, chiefly in South Africa. The rise in the Bank’s reserves
led to a fall in interest rates and set off a major boom in housebuilding
and in investment in infrastructure. The empirical analysis of Capie and
Mills (1991) suggests a weak overall cyclical relationship between money
and activity over this period but if anything there is a lead of output over
broad money. This will be reviewed in the second volume of this study.

However, the Bank Charter Act gave some discretion to the Bank. Part
of the overall note stock was held inreserve by the Banking Department



6 A Narrative History of UK Business Cycles 135

and deposits held at the Bank by the banking system (bankers” balances)
were not subject to any limit. This allowed the Bank some discretion
and enabled it to use lending to the private sector (discounts of bills and
secured lending or “advances”) or purchases and sales of securities to ster-
ilise movements in the money supply arising from gold flows. Whether
the Bank used that discretion over this period as a stabilisation tool and
take into account domestic output and unemployment is more conten-
tious (see Goodhart 1972; Dutton 1984; Pippenger 1984; Dimsdale
2013b). The Bank certainly used that discretion in the immediate after-
math of the 1844 Act when it actively competed for commercial lending
business with a discount rate that was sometimes below market rates. This
contributed to the boom that would lead to the 1847 financial crisis.

What is true is the Bank Rate was used much more actively in the
late C19th than the equivalent lending rates of other central banks as
the Bank strove to make its rate influential in the market (Chart 6.41).
It complemented this with other tools in order to make Bank Rate
effective (Sayers 1976; Ugolini 2016). Lennard (2018) and Green
(2018) both use archival evidence to uncover the reaction function of
the Bank and both look at the impact of unanticipated changes on the
UK economy and also the US economy.

Given the absence of major wars over this period, fiscal policy was
largely concerned with managing the public debt that had built up in
the C18th and early C19th (Chart 6.42). Throughout the mid-C19th,
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Chart 6.42 Public debt to GDP ratio (Source Thomas and Dimsdale [2017]. The
gold standard period from 1821-1913 is shaded)

the United Kingdom ran a substantial primary surplus (Chart 6.43),
thereby allowing it to service the considerable national debt commit-
ments and maintain a balanced budget overall. Given the growth of
nominal national income, the positive primary surplus ensured the
national debt-income ratio fell substantially in periods of peacetime up

to 1914.

6.3.2 From Crisis to Crisis 1832-1867

The first major cycle of the 1830s started from a trough in 1832 which
followed a decline from the major cyclical peak of 1825. The expansion
culminated in a peak in 1836 before lapsing into a trough with a low
point in 1842 according to the UC model. However the HP filter esti-
mates brings out the choppiness of fluctuations in the late 1830s and
which inevitably contributed to financial instability over this period
(Chart 6.44).

The recovery to 1836 was marked by the growth of both exports
and fixed investment. The increase in exports was associated with a
vigorous burst of expansion in the United States and the rise in invest-
ment implied by the first domestic boom in railway building. In
1836-1837 the upswing was interrupted by a fall in exports to the
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United States. Matthews (1954) argues that the crisis in the United
States arose from internal factors. This was supported by Lévy-Leboyer
(1982) in later work. But American writers have emphasised causation
running from Britain to the United States, as in Huffman and Lothian
(1984), Rockoff (1971), and Temin (1974). The rise in short-term
interest rates and other restrictive measures taken by the Bank were
intended to strengthen the reserves by checking the outflow of capital
to the United States. According to this view the tightening of credit
in Britain was sufficient to precipitate a financial crisis and real down-
turn in the United States, which resulted in a reduction in demand
for British exports. However domestic investment under the impetus
of a growing boom in railway building sustained domestic demand in
18361837, reducing the impact of the decline in exports. The offset
was not complete as the share of exports in GDP was higher than that
of domestic investment.

Growth was resumed in 1837-1839 with the renewed growth of
exports to Europe and the United States, combined with a continuing
rise in fixed investment. The financial crisis which occurred in 1839
was precipitated by a rise in imports of corn, following the failure of the
harvest and a rise in import prices. There was an increase in the mer-
chandise trade deficit from £20.8 million (2.4% of GDP) in 1838 to
£28.4 million (3.4% of GDP) in 1839. Bullion at the Bank declined
from an average level of around £10 million in 1838 to around £4 mil-
lion in 1839. Bank Rate was raised from 4 to 6% during 1839 and was
held at 5% in 1840-1841. The trade deficit remained stubbornly high
because of a succession of poor harvests from 1839 to 1841, which
necessitated large imports of corn. The recession which followed the
financial crisis was severe and was marked by a substantial fall in fixed
investment because of a reduction of investment in railway building.
Investment had been well maintained during the early stages of the
recession because of railway projects which had been started during the
later stages of the boom. But investment fell steeply as these projects
reached completion. The high price of corn depressed real incomes and
so curbed consumer spending, which fell by 4% between 1839 and
1842. Harvest failure was a critical factor in precipitating the downturn
and the continuing high price of corn aggravated the recession.



6 A Narrative History of UK Business Cycles 139

Recovery started in 1842 following a reduction in imports of corn
on account of a more favourable harvest, which contributed to reducing
the trade deficit which recovered to its 1838 level. The Bank’s reserves
were under less pressure as bullion rose between 1841 and 1842, ena-
bling Bank rate to be reduced from 5 to 4%. Lower market rates of
interest helped to promote recovery, particularly of fixed investment
in the form of renewed railway building and there was also a recovery
of exports. Further reductions in interest rates were made as the Bank’s
bullion rose from around £8 million to £15 million between 1842 and
1844, while Bank rate was reduced to 2.5%.

A major institutional change during the recovery was the passing
of the Bank Charter Act in 1844. This divided the Bank into sepa-
rate Issue and Banking Departments in accordance with the doctrines
of the Currency School. The Bank accepted the view of the Currency
School that the Banking Department should be free to compete with
other banks, while the quasi automatic operations of Issue Department
ensured the convertibility of the note issue. The willingness of the Bank
to enter into competition with other lenders prompted it to hold Bank
rate below market rates of interest, so helping to promote the domestic
boom (King 1936). This was an unforeseen consequence of the Bank
Charter Act and was presumably not what the currency school had in
mind when advocating this aspect of the arrangements.

Expansion was checked in 1845 due to a shortage of raw cotton which
reduced the growth of industrial production and exports of cotton goods
(Ward-Perkins 1962). However, the growth of GDP was maintained
by an upsurge of fixed investment which jumped by more than 70%
between 1845 and 1847 in the final stages of the boom in railway build-
ing. What interrupted the boom and caused the recession was the growth
in imports of corn and the financial pressures which resulted from it.
Difficulties started with the Irish Potato Famine of 1846 and continued
with crop failures and high corn prices in 1847 (Turner 2014; Campbell
2014). The merchandise trade deficit doubled from £20 million in 1846
to more than £42 million in 1847, almost 5% of GDP,

The financial crisis of 1847 came in two waves. There was an external
drain of gold in April 1847 caused by heavy imports of corn. It was fol-

lowed by a sudden collapse of prices of corn and cotton in the summer
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leading to a wave of bankruptcies among those who had speculated on
a repeat of the bad harvest of the previous year and prices remaining
high. There were fears that the Bank would not continue to discount
bills because of the threatened exhaustion of the reserve of the Banking
Department, which aggravated the situation. Pressure on its reserve aris-
ing from an internal drain forced the effective suspension of the Bank
Charter Act in October—strictly speaking this was a letter from the
Government indemnifying the Bank from breaching the provisions of
the Act rather than a formal suspension—and prompted a rise in Bank
rate to an unprecedented 8% (Campbell 2014).

The financial crisis swept away the confidence of the upswing and
the economy slid into recession with a steep decline in fixed investment
because of the end of the boom in railway building. Prices fell sharply
in the recession and there was a significant decline in narrow and broad
money. The downturn proved not to be severe as rising exports offset
declining investment from 1847 to 1850 (Ward-Perkins 1962).

Overall in the cycles of the 1830s and 1840s growth was checked by
a financial crisis, which was initiated by a reduction in the reserves of the
central bank on account of abnormally high imports of corn following a
harvest failure. Losses of reserves forced the Bank to take remedial action in
order to remain on the gold standard. Uncertainty about the behaviour of
the Bank under a new monetary regime aggravated the crisis of 1847, but
otherwise the two trade cycles seem to have much in common, in particu-
lar the buoyancy of fixed investment on account of railway building.

The main component of demand which expanded in the recovery of
the 1850s was exports which surged by more than 50% between 1850
and the cyclical peak of 1857, while GDP rose by 23% in the same
period. The initial stage of the recovery from 1850 to 1852 was marked
by a massive inflow of gold following new discoveries in Australia and
California (Hughes 1960; Clapham 1944). The Bank’s bullion rose
from £13.9 million in 1851 to £20.1 million in 1852, which led to a
reduction in Bank rate to 2% in 1852 and an even lower level for bill
rates. During the period up to 1857 the monetary base grew by around
a third and broad money doubled between 1848 and 1857. Monetary
expansion gave rise to an increase in prices as the GDP deflator rose by
around 13.5% between 1850 and 1857. This was in contrast to the two
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previous recoveries in which prices rose only moderately. Cycles in nom-
inal GDP were more pronounced than those in real GDP on account of
the pro-cyclical movement of prices.

As the recovery of the 1850s proceeded, the Bank raised Bank rate
from below 2% in 1852 to 6% in 1856 in line with rising market rates.
The increase in Bank rate was not sufficient to prevent a continuing ero-
sion of the reserve of the Banking Department. The merchandise trade
deficit rose during the recovery, rising from £18.9 million in 1852 to
£41.6 million in 1857. This occurred despite the vigorous growth of
exports, because of a deterioration of the terms of trade on account of
rising commodity prices. Hughes (1960) has emphasised the unsound
expansion of credit which took place in the later stages of the boom.
The financial structure became increasingly vulnerable and unable to resist
the shock which occurred when Bank Rate was increased to 10% in
November 1857 to protect the Bank’s diminished reserve. The crisis of 1857
had an external aspect, since the growth of exports was checked because
of an acute banking crisis in the United States, which in turn has been
attributed to previous increases in British interest rates. The domestic
financial crisis arose from failures among Scottish banks and the fail-
ure of the Borough Bank of Liverpool (discussed in detail by Turner
2014). These events led to a general scramble for liquidity which forced
a repeat of the suspension of the Bank Charter Act. As in 1847 the crisis
resulted from a combination of an external drain followed by an inter-
nal drain on the Banking Department’s note reserve, which made the
suspension of the Bank Charter Act unavoidable.

Opverall it seems that monetary factors played an important role in both
the upturn and the financial crisis. The inflow of gold in the early 1850s
created the basis for low-interest rates which promoted recovery. In the
later stages of the recovery the weakening reserve of the Bank combined
with the rapid growth of bank credit created conditions in which the
financial system became increasingly vulnerable to both internal and exter-
nal shocks. The experience of the 1850s accords well with elements of the
monetary and credit theories of the business cycle discussed in Chapter 2.

The recession which followed the crisis of 1857 was not severe because
the growth of exports revived quickly in 1858-1860. Recovery was ham-
pered by a rise in Bank Rate to 8% in early 1861, which was intended
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to check the outflow of gold to the United States before the outbreak
of the Civil War. The effect of the war was to depress exports because of
the disruption of the cotton industry which arose from a severe shortage
of raw cotton—the “cotton famine”. This did not prevent the economy
from recovering although the pace of the upturn was modest. It was led
by a revival in fixed investment in the form of renewed railway building.
Despite the modest recovery a financial crisis occurred in 1866 with the
failure of Overend and Gurney, the leading firm in the London discount
market. There was a severe financial panic with an internal drain on the
Bank’s reserve of notes (see Sowerbutts et al. 2016). This however was not
accompanied by a decline in its holding of bullion, which confirmed that
the drain on the Bank’s reserve was internal rather than external. Bank
Rate was raised by steps to 8% in January followed by a further rise to
10% in May and the Bank discounted freely at this rate (Anson etal.
2017). In the crisis of 1866 the Bank followed the course later recom-
mended by Bagehot (1873) of discounting freely at a high rate of interest.
Furthermore, it established its own credibility by not coming to the aid of
an insolvent Overend and Gurney.

The crisis of 1866 resulted from the failure of a leading financial insti-
tution. The cause of the crisis and downturn was a domestic financial
shock. The background to the financial boom and downturn is described
in Collins (1988). The situation was more clear cut than in 1857, when a
deteriorating external position as well as domestic financial problems con-
tributed to the crisis. Supply-side shocks arising from harvest failure were
important features of the cycles of the 1830s and the 1840s and were aggra-
vated by financial factors. In the cycle of the 1850s both real and monetary
factors stimulated the upturn and contributed to the crisis. In the 1860s
the recovery was impeded by supply-side factors on account of the cotton
famine, but the crisis in 1866 appears to have been largely financial.

6.3.3 Industrial Apotheosis, Boom and Slump
1867-1879

The beginning of the cycle of the 1870s lies in the recovery from the
downturn of 1866. The rise in Bank Rate during the crisis of 1866

induced a massive increase in the Bank’s holding of bullion which rose
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from £14 million in 1866 to £20 million in 1867. Both Bank Rate and
the market rate were reduced, the latter falling from a high of 9.6% in
1866 to under 2% for much of 1867 and 1868. The recovery which
started gradually in 1867 was led by a substantial rise in exports, which
rose by over a third during the upswing to the peak of the cycle in
1871. The surge in exports was associated with the international boom
of the early 1870s, which followed the end of the American Civil War
and the Franco Prussian War. British exports responded to the high level
of overseas issues on the London capital market, which reached a peak
in 1873 and also coincided with a peak in the current account surplus
on the balance of payments. Fixed investment which had dominated the
previous recovery remained relatively subdued in the late 1860s but rose
in the early 1870s as the economy started to experience boom condi-
tions. The rise in exports was the main force behind the long recovery. It
resulted from an international boom and a high level of overseas lending
(Lewis 1978; Cairncross 1953; Matthews et al. 1982).

Prices, in particular those of exports and capital goods, rose steeply in
the early 1870s. The strength of the boom comes out more strongly in
the rise of nominal GDP and the low level of unemployment than the
course of real output or industrial production. The pressure on capacity
in the coal and iron and steel industries was particularly severe. The pro-
ductive potential of the economy may have been reduced by the general
reduction in normal weekly hours worked (Chart 6.45) which occurred
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in the early 1870s. The reduction in hours of work could have acted
as a supply-side shock, checking output and raising prices . The combi-
nation of sharply rising prices and relatively modest expansion of out-
put in the boom of 1871-1873 can be explained by the high level of
demand combined with a reduction in potential supply as a result of a
reduction of weekly hours of about 10%. This outcome contrasts with
the assumption by Matthews et al. (1982) that the reduction in hours
was fully offset by higher productivity.

The boom was brought to an end by an international financial crisis in
1873, which occurred initially in Germany and later and more seriously
in the United States. There was a drain of gold from London to New
York following the failure of Jay Cooke & Company and the financial
difficulties experienced in US railroads (Clapham 1944; Hawtrey 1962;
Friedman & Schwartz 1963). Although Bank Rate was raised to 9% in
November 1873, there was no domestic financial crisis. Capital exports,
which had been high during the boom, collapsed as British investors
turned away from overseas investments. The terms of trade declined as
the price of exports, in particular the prices of coal, iron and steel prod-
ucts, fell back from the peak levels reached at the height of the boom.
The upward movement of the economy was ended by an external shock
which prompted a rise in interest rates and a decline in both exports and
overseas capital issues. The international transmission mechanism oper-
ated through both trade flows and capital markets.

The decline in foreign investment after 1873 went with the stagna-
tion of exports, but there was offsetting rise in domestic fixed invest-
ment, which rose by 26% between 1873 and 1876. Housebuilding made
a major contribution to the revival of domestic investment. When the
housing boom slackened in 1876, the economy subsided into a severe
recession, which reached a low point in 1879 (Cairncross 1953). The
recession was aggravated by a rise in Bank Rate because of the erosion of
the Bank’s reserves as a result of the failure of the City of Glasgow Bank,
which is discussed by Turner (2014). The Bank also experienced losses
of gold as a result of a series of bad harvests which necessitated a rise in
imports of corn. The depression of the late 1870s was aggravated by a
tightening of monetary policy arising from a domestic monetary shock
combined with loss of reserves following harvest failure.
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There was a long decline from the cyclical peak of 1871 to the trough
of 1879. This was unlike the typical pattern of C19th cycles, which had
short but sharp recessions followed shortly by a recovery. The pattern
of the 1870s can be explained by the boom in home investment which
maintained activity after the cyclical peak and the contractionary mone-
tary measures introduced by the Bank towards the end of the downturn.
The sustained rise in unemployment from about 2% in 1872-1873 to
8% in 1879 may, as noted, have been aggravated by the reduction in
hours worked during the boom which increased labour costs (Boyer and
Hatton 2002).

6.3.4 The Mature Industrial Economy 1880-1913

The recovery after the trough of 1879 was led by exports and was
accompanied by a revival in overseas investment. The boom petered out
in 1883 and the economy fell into recession in 1886 with both exports
and fixed investment declining in the downturn. Exports led the recov-
ery in 1886 and there was a renewed boom in overseas issues. Home
investment also revived in the recovery. In both cycles exports appear
to have been the main source of fluctuations in GDP and neither boom
was particularly vigorous. The cyclical peak between 1889 and 1891
was chiefly notable for the Bank’s intervention to avoid a financial crisis
which could have occurred following the failure of Barings as a result
of investment prospects in Argentina. The Bank’s timely intervention
to avoid an incipient crisis in 1890 contrasts with its unwillingness to
assist Overend and Gurney in the financial crisis of 1866. However,
unlike Overend Gurney, Barings was an important accepting house and
a guarantor of many of the bills circulating in London and so its failure
would have had more systematic ramifications for the City of London
and the wider world economy (Chart 6.46).

Monetary policy may have played some part in the cycles of the
1880s. Hawtrey (1962) argued that the sharp movements of Bank rate
in this period discouraged investment. The reluctance of the Bank to
reduce Bank Rate in recessions and the tendency to raise it at an early
stage in recoveries could be explained by the shortage of reserves which
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Chart 6.46 Growth cycles 1880-1918 (Notes Lines above the axis represent clas-
sical cycle peaks, lines below represent classical cycle troughs. Source Chapter 5)

the Bank experienced in the 1880s. The international demand for mon-
etary gold was raised by the adoption of the gold standard by Germany
and France in the 1870s and the resumption of specie payments by the
United States in 1879. This increased demand for gold took place at a
time when there was no commensurate increase in the stock of mon-
etary gold. The BanK’s reserves were considered to be low in the late
1870s and the 1880s and this may explain the volatile movements of
Bank Rate observed by Hawtrey. The shortage of gold in the 1880s
implied that there was little growth in the monetary base, but as noted
earlier there was considerable flexibility within the monetary system
which allowed the money supply to rise. Under the gold standard with
much of the money supply consisting of bank deposits, the relationship
between the metallic base of the system and the money supply might be
weakened, but it would not disappear completely as suggested by Hicks
(1977) given the Bank of England’s reaction function.

During the 1890s the monetary situation changed markedly, since
gold flowed in abundance to London on a scale not seen since the early
1850s, following gold discoveries, principally in South Africa. The note
reserve in the Banking Department rose steeply in 18951896 together
with its associated ratio (known as ‘the Proportion’). Short-term rates were
reduced from 1890 to 1895, while long-term rates which showed little
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movement over the whole period up to 1913 moved downwards in the
mid-1890s. The reduction in the yield on Consols well below the barrier
of 3% postulated by Hicks (1967) was achieved in the 1890s, following
Goschen’s successful debt conversion operation of 1888. The low point
was reached in 1897 when the yield was only 2.25% after which it rose
gradually to 3.5% in 1913. Hawtrey (1962) argued that the long-term
rate can hardly have had a major impact on fixed investment, since its var-
iation was so slight in the trade cycles from 1860 to 1913. The experience
of the 1890s provides a counterexample to this view, since the reduction
in both short and long-term interest rates at that time was associated with
a rise in share prices, followed by a major boom in fixed investment.

The inflow of gold and also lack of interest among investors in for-
eign investments, following the Baring crisis created conditions which
were highly favourable for home investment. Gross fixed investment
rose by 75% in the recovery from 1893 to 1899, while broad money
increased by 24% in the same period. The strength of the boom slack-
ened as the backlog of investment opportunities, principally in housing
and infrastructure were worked through. While the boom was initi-
ated by a monetary shock, it was ended by a temporary exhaustion of
domestic investment opportunities. The recession which started in 1899
was mild, unemployment rose while fixed investment continued to
grow at a reduced pace. After the cyclical peak activity was maintained
by the rise in government spending arising from the Boer war. The end
of the war led to reduced military spending, which pushed the economy
into a mild recession with a low point in 1903.

The two subsequent booms which peaked in 1907 and 1913 fol-
low the pattern outlined by Ford (1969, 1981). British overseas capi-
tal issues and world economic activity provided a stimulus to exports
which rose by 25% from 1903 to 1907 and by 27% between 1908
and 1913 (Chart 6.47). The high level of capital exports and the
massive current account surplus from 1900 to 1913 are shown in
Chart 6.48. These years can be regarded as a sustained export-led
boom which was interrupted by an external shock arising from a
major financial crisis in 1907. The crisis led to an outflow of gold to
New York and Bank Rate was raised to 7%. The rise in Bank Rate and

disturbed international conditions pushed the economy into a sharp



148 N. Dimsdale and R. Thomas

percentage changes on a year earlier

= Export volumes
12
Volume of world trade

Tana

o N B O 00
o

[ NN NI
o

1880 1885 1890 1895 1900 1905 1910

Chart 6.47 Export volumes and world trade (Source Thomas and Dimsdale
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Chart 6.48 Current account of the balance of payments (Source Thomas and
Dimsdale 2017)

recession with declines in both exports and domestic investment.
There was no domestic financial crisis and both overseas lending and
exports rebounded from the recession after 1908.
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Overall, the main contributions to British fluctuations from 1870
to 1913 came from variation in the level of exports, which were linked
to the pace of British overseas lending and to world economic activity.
External shocks arising from overseas financial crises were important in
ending booms in both 1873 and 1907. The massive gold inflow of the
1890s created a positive monetary shock which initiated a major domestic
investment boom in the late 1890s. Supply-side factors were less impor-
tant than the period before 1870, when harvest failures created acute
problems for the balance of payments. However, the reduction in working
hours in the early 1870s served to constrain the response of GDP to a
strong boom in exports. The role of domestic financial crises in causing
downturns was greatly reduced compared with the period before 1870.

6.4 The Interwar Economy 1919-1939
6.4.1 Overview—Institutional Factors and Key Drivers

Output became more volatile during and after WW1 and as identified
in Chapter 5 there were several periods of major recession. During the
period 1919-1939, three cyclical peaks can be identified from the var-
ious filters applied to quarterly data 1920Q2, 1929Q3-1930Q1 and
1937Q2/3, and three cyclical troughs 1921Q2/4, 1932H2 and 1938Q4
as shown in Chart 6.49. As Chapter 5 showed however the growth cycle
peak in annual terms occurred in 1916 or 1918 rather than mid-1920
although the latter is often taken as the start point for analysis of peace-
time cycles that are not affected by demobilisation and the inevitable
contraction of government spending and labour utlisation that occurs
at the end of major wars. The General Strike in 1926 also represents
a trough in the cycle in 1926Q3. Overall the cyclical pattern over this
period in classical terms is characterised by relatively long recover-
ies in the 1920s and 1930s with rapid downturns in 1920-1921 and
1929-1932.

Much of the interwar literature, particularly in the United States,
focuses on the Great Depression of the 1930s. But Dowie (1975) and
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Broadberry (1990) argue that equal attention needs to be paid to the
recession of 1919/20-1921. For the United Kingdom, although the
recession of the 1930s was large by historical standards, it was smaller
than that of 1919/20-1921 which remains a significant outlier in
UK historical recessions given the amplitude and period of that cycle.
Indeed, the 1930s recession was milder in GDP terms than the slump
experienced in the United States whereas the 1920-1921 recession was
materially worse.

One feature that became ingrained in the interwar period as a result of
these two recessions was high unemployment. It increased to over 10% in
1921 which in itself was not a surprise given the collapse in output. But
it failed to fall significantly in the early 1920s years despite the recovery in
output. As a result, it increased to over 15% when the Great Depression
hit and was still around 8% at the outbreak of World War 2 (Chart 6.50).

Hatton and Thomas (2010) argue there was a rise in the natural rate
of unemployment in the early 1920s reflecting increased union power
and the spread of collective bargaining and the introduction of wide-
spread national unemployment insurance which they argue increased
bargaining power. Benjamin and Kochin (1979) also emphasise the
impact of unemployment benefits arguing it reduced effective labour
supply and job search intensity. Hatton and Thomas (2010) also argue
that weaker productivity (output per head), in part driven by a large
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fall in average hours worked at the end of World War I, had a persistent
effect on unemployment as real product wages adjusted only gradually.

In a similar vein Dimsdale and Horsewood (1995) estimate a small
macroeconomic model which provides estimates of the equilibrium rate
of unemployment in the 1920s and 1930s. This provides a breakdown
between unemployment which is induced by the supply side and unem-
ployment which is caused by deficiency of demand. The natural rate of
unemployment in their framework is influenced by the benefit replace-
ment ratio and the real price of imports. They estimated the natural rate
was higher in the 1930s than in the 1920s and the actual rate of unem-
ployment was higher than the natural rate in both decades. So that there
was unemployment resulting from deficient demand as well as unem-
ployment attributable to the supply side. At the peak of 1937, they esti-
mate the level of unemployment was approximately at the natural rate
of unemployment. Unemployment was 7.8% and Keynes himself com-
mented at the time that any further increase in demand would be likely to
raise the rate of inflation.

Monetary policy in the 1920s was initially dominated by the large
recession of 1920-1921 and then by the subequent return to the Gold
Standard in 1925. Eichengreen et al. (1985) show that Bank Rate under
the interwar gold standard was used less actively than before WW1—for
example Bank Rate changed only half as often in the 1925-1931 period
than it had been on average over the period 1890-1913. Initially, that
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may have reflected the need to keep a cap on the government’s short-
term borrowing costs. At the end of WW 1, the national debt contained a
large amount of Treasury bills and efforts were made to shift the maturity
structure away from the floating rate debt so that debt service consider-
ations did not interfere with domestic monetary policy when tightening
was required. Between 1918 and 1929 the share of floating rate debt fell
from around 20 to 10% of the total national debt. Overall, Eichengreen
etal. (1985) also find evidence of an increased sensitivity of Bank Rate
to domestic economic conditions which qualified the normal response to
gold flows under the standard “rules of the game”. They also find some
evidence of asymmetry. The Bank was more inclined to raise rates in
response to gold outflows but was less inclined to lower them when gold
was flowing in and looked to sterilise the impact on the monetary base.

Short-term interest rates remained relatively high in the initial stages
of the “Great Depression” in 1929-1931, largely as the result of having
to maintain sterling’s gold standard parity under mounting pressure of an
arguably overvalued exchange rate. Nominal rates did fall following simi-
lar cuts overseas, but falling prices meant that real interest rates increased
rapidly. The vulnerability of the Bank’s position was emphasised during
the sharp rise in US interest rates to check the boom on the New York
stock market in 1929. Following the Wall Street Crash and the movement
of the world economy into recession, the weak position of sterling was
exposed. In the crisis of confidence of 1931, the Bank was fortunately
able to suspend the gold standard and so avoided what was potentially a
major financial crisis, which could have threatened the domestic banking
system. Accominotti (2012) emphasises the vulnerability of the London
merchant banks and documents the Bank’s actions to support them. As a
result British domestic finance emerged unscathed but at the expense of
dropping out of the gold standard. In handling the 1931 crisis the Bank
was arguably able to benefit from its experience in coping with the finan-
cial crisis in 1914 at the outbreak of WWI. The crisis of 1914 similarly
threatened the solvency of the City’s accepting houses (merchant banks)
but did not damage the banking system.

When sterling came off the gold standard in 1931 Bank Rate was ini-
tially increased to 6% mitigate the degree of potential depreciation and
caused a double-dip recession. But as soon as confidence returned Bank
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Rate was reduced to 2%. This ushered in a period of cheap money and
allowed the real exchange rate to depreciate. Despite sterling’s depreciation,
the recovery from 1933 was driven mainly by domestic demand with both
consumption and investment growing strongly. The latter reflected an ini-
tial boom in housebuilding followed later by rising industrial investment
and growing government spending on rearmament. Net trade made a
muted contribution, largely because the limited recovery of world trade and
the impact of foreign protectionism offset the benefits from sterling’s depre-
ciation and the imposition of import tariffs. So a major feature of the recov-
ery of the 1930s is the dependence on the revival of domestic demand with
only a weak contribution from exports. This outcome contrasts strongly
with recoveries in the pre-1914 period which were typically led by exports.

The important role of domestic demand in the 1930s recovery during
a policy of cheap money means that the 1930s have been the subject
of much scrutiny by those interested in the transmission mechanism of
monetary policy. One particular issue is the role of price expectations
and their influence on real interest rates. The intention to return to gold
at the pre-war parity in the early 1920s and the announcement in 1932
at the Ottawa British Empire conference of a desire to return the price
level to 1929 levels were both public commitments to a path for prices
that arguably had a strong effect on real interest rates and expected
inflation (Broadberry 1986; Crafts 2013).

The other interesting development in the transmission of monetary
policy is the increased role of mortgage borrowing and its impact on
the housing market. The interwar period saw a rise in home ownership
fuelled by increased lending by the building society sector.

During the interwar period, there was increasing public debate about
the use of fiscal policy to alleviate unemployment. Keynes famously argued
for a more expansive budgetary policy from the late 1920s onwards.
However, his arguments did not have much impact on the views of the
Treasury and the interwar Chancellors. Keynes and Henderson supported
the arguments of the Liberal party in the 1929 election for fiscal expan-
sion in a well-known pamphlet “Can Lloyd George Do It?”. They argued
that expenditure of 2% of GDP could raise employment by 200,000. This
argument was not accepted by the Treasury or leading economists, but the
case for public works to raise employment was greatly strengthened by
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Kahn’s innovation of the employment multiplier (1931). This enabled the
relationship between primary and secondary employment to be analysed.
Keynes drew on Kahn’s work in restating the case for public expenditure to
combat recession in both Britain and the United States in “The Means to
Prosperity” articles that appeared in the Times newspaper in March 1933.
He calculated the income multiplier to be about 2. He returned to the size
of the muldplier in The General Theory (Keynes 1936) suggesting that
the multiplier might be about 5 in a closed economy and 2-3 in an open
economy, such as Britain. By the late 1930s it was accepted officially that
budget deficits might be incurred to finance defence spending, but this did
not imply official acceptance of countercyclical fiscal policy.

As a result, discretionary movements in underlying fiscal policy gen-
erally contributed little to the economic cycle during the late 1920s and
for much of the 1930s (Turner 1991; Middleton 2010). Debate con-
tinues as to how effective fiscal might have been had it been used more
actively (see Thomas 1983; Dimsdale and Horsewood 1995; Cloyne et al.
2018). However, managing the national debt was the major preoccupa-
tion of governments and the aim of not adding more to that debt by run-
ning deficits was the rule or “Treasury view” as it became known. Equally
important was the need to take the opportunity of refinancing the
national debt when interest rates were low, such as the conversion of the
5% War Loan into a 3.5% loan in 1932. The other notable fiscal develop-
ment was the introduction of the General Tariff in 1932 although there is
a debate about whether this materially aided the recovery (see for example
Richardson 1967; Capie 1978; Kitson and Solomou 1990; Broadberry
and Crafts 2011; Lloyd and Solomou 2019).

Given this background, we again embark on a more detailed narra-
tive discussion of cycles in the interwar period and here we rely heavily
on previous accounts such as Dimsdale (1981) and Broadberry (1986).
But we also review that narrative in the light of more recent research.

6.4.2 WW1 and the 1921 Trough

The end of WWI culminated in a vigorous private sector boom which
reached a peak early in 1920. However, overall GDP is estimated
to have fallen in 1919 given the decline in government spending and
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public sector (military) output. Pigou (1947) attributed the private sec-
tor boom to the urgent worldwide need to rebuild stocks of manufac-
tured goods which had been depleted in wartime. Once stocks had been
restored to more normal levels, the demand for British exports declined
steeply. So Pigou’s analysis suggests there was a severe post-war inven-
tory cycle and at a global level.

An alternative explanation emphasising monetary factors has been
advanced by Hawtrey (1962) and Huffman and Lothian (1984).
According to these writers, the boom could be explained by rapid
monetary growth in 1918-1919, followed by a slowdown in 1920.
However, since a decline in exports precipitated the downturn, Pigou’s
explanation in terms of an external demand shock appears to be more
convincing. Where monetary factors come in is in aggravation of the
subsequent recession by the enforcement of a tight monetary policy,
leading to a reduction in investment in 1922.

Excess demand at the cyclical peak in 1919-1920 was aggravated by
a supply-side shock in the form of a 13% reduction in normal work-
ing hours from 54 to 48 hours per week (Chart 6.51). Since the reduc-
tion in hours was not associated with a fall in weekly wage rates or
an increase in labour productivity, it served to raise labour costs. The
sudden increase in own product real wages aggravated the problem of
unemployment in the 1920s noted earlier (Hatton and Thomas 2010).
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Chart 6.51 Average hours 1856-2017 (Source Thomas and Dimsdale [2017] and
Boyer and Hatton [2002])
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It is true that fiscal and monetary policy were both lax at the end
of the war. In 1918-1919 public sector borrowing was a massive 25%
of GDP and monetary financing had contributed to the strong money
growth discussed earlier. The wartime peg of $4.76 to the £, which
had been sustained by loans of more than $2 billion over the course
of the war (see Moggridge 1969), was withdrawn and the sterling-
dollar exchange rate fell to £3.40 in February 1920. This is despite
the Cunliffe Committee’s conclusion in 1919 that a return to the gold
standard under the pre-war parity ($4.86 to the £) was imperative
and should be achieved as soon as possible. As a result of these excess
demand pressures and the ending of wartime price controls retail price
inflation picked up to more than 20% per annum in 1920, so there was
an urgent need to curb it.

Monetary and fiscal policies were tightened sharply in response. Bank
Rate was initially raised from 5 to 6% in November 1919. Real govern-
ment consumption fell by over 40% between 1919 and 1920, having
fallen massively the year before as the war-related expenditures came to
end. There were then fears that the Bank would not be able to finance
the floating debt which had expanded in wartime and the government
might have to resort to Ways and Means advances, which would boost
money growth further. A further rise in Bank Rate to 7% came as the
economy reached its cyclical peak and it was held at this rate for nearly
a year. This counter-inflationary policy was continued despite signs the
economy going into steep recession.

The sharp rise in nominal rates was passed through into borrow-
ing and deposit rates and reduced consumption (Chart 6.52). Exports
also declined as a result of a sharp fall in world activity. There then fol-
lowed a period of severe deflation during which real interest rates rose to
unprecedented levels. Overall private demand plunged in 1921 leading
to a severe depression not seen since the end of the Napoleonic Wars.
GDP fell by 10%, with a decline in exports of 21% and falls in con-
sumers expenditure and stockbuilding. Fixed investment continued
to rise in 1921 and did not fall back until the following year. The fall
in the GDP deflator was over 20% between 1920 and 1922 according
to Feinstein (1972), making this the most severe deflation on record.
Unemployment rose from 2.0% in 1920 to over 11% in 1921.
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2017)

6.4.3 The Return to Gold and the Great Depression
1921-1932

In response to the recession of 1921, Bank Rate was brought down
to 3% by mid-1922 (Chart 6.53). But monetary policy was then
steadily tightened following the decision to return to gold at a high
(and possibly overvalued) parity in 1925. The severity of the mone-
tary contraction, with M3 falling by 15.6% from 1921 to 1925 can
be explained by the determination of the Bank to squeeze out infla-
tionary expectations and to prepare the way for the restoration of the
gold standard at the pre-war parity of $4.86/£. The heavy depreciation
of sterling against the dollar which followed the floating of the pound
in 1919 meant that a major appreciation would be needed to restore
the pre-war parity. At its low point in February 1920 the pound had
fallen to $3.40 (Chart 6.54), so that a return to the pre-war exchange
would have necessitated a sterling appreciation of more than 40%.
The BanK’s target level for the exchange rate could only be achieved by
a restrictive monetary policy which would strengthen sterling against
the dollar and this was the main aim of monetary policy until the gold
standard was restored in 1925. Rates were raised back to 4% in 1923
and to 5% in 1925.
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Chart 6.53 Money, interest and prices 1919-1925 (Source Thomas and Dimsdale
[2017], M3 growth from Capie and Webber [1985])

==« 1913 |evel

1913=100 Real $/£ - based on GDP deflators (LHS) S/

140 Real $/£ - based on CPIs (LHS) 2.00
= $/£ exchange rate (RHS)

130 7.20

120 6.40

110 [/ 5.60
100 4.80
90 \/\/ 4.00

80 3.20

70 T T T T T T T T T T T T 2.40
1913 1914 1915 1916 1917 1918 1919 1920 1921 1922 1923 1924 1925

Chart 6.54 Dollar exchange rates 1913-1925 (Source Thomas and Dimsdale
2017)

The overvaluation of the exchange rate, which emerges more strongly
from calculations of the sterling’s effective exchange rate rather than the
sterling-dollar exchange rate (see Chart 6.55), impeded recovery in the
period 1925-1929. In 1925 the real effective rate based on the latest
research by Catao and Solomou (2005) was between 10 and 15% higher
than 1913 levels. It was reinforced by the high level of short-term and
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from Sefton and Weale [1995])

long-term interest rates which were more burdensome in real, ex-post
terms on account of the downward trend in the price level. Despite the
discouragement of a high exchange rate and a restrictive monetary policy,
there was a gradual recovery of demand from 1921 to 1929. Both exports
and fixed investment increased by 40-50% and, apart from the year of
the General Strike, contributed positively to GDP (Chart 6.56). But as
shown earlier the rate of unemployment remained stubbornly high.
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The Great Depression of 1929-1932 came as an external and unwel-
come demand shock to a gradually-recovering economy. Exports fell
by more than 30% in response (Chart 6.57) and fixed investment fell
by 14%. As shown earlier the decline in GDP was, however, relatively
mild compared with the fall in 1920-1921 and also compared with
leading economies such as the United States and Germany. The fall in
real national income was moderated by the improvement in the terms
of trade on account of a sharp fall in import prices. In this way real
personal incomes were cushioned against the recession, enabling con-
sumers  expenditure to rise by 2%. By contrast in, in the contraction
of 1920-1921 both real personal income and consumers’ expenditure
declined and the terms of trade deteriorated. However, the decline in
both exports and fixed investment was greater in 1932 than in 1919-
1920. Interest rates were cut reaching a low of 2.5% in mid-1931.

Fiscal policy in this period was governed by the Treasury orthodoxy
that the government should run a balanced budget. A variety of window
dressing methods were employed to give this impression but underlying
fiscal policy tightened as the government sought to finance increased
payments on unemployment benefits and other automatic stabilisers
by cutting spending and increasing taxes in other areas. In other words,
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the automatic stabilisers were effectively overridden. Middleton’s (1981)
estimates of the constant employment surplus—the fiscal stance that
would have operated had employment stayed constant and the auto-
matic stabilisers had not kicked in—suggests a tightening of around 4%
of GDP by 1934 (Chart 6.58).

Middleton’s estimates of the constant employment budget deficit
have been disputed by Broadberry (1986). However, the major quali-
fication to be made to the analysis of fiscal policy is, as pointed out in
Middleton (2010), that the discussion has focussed on the central gov-
ernment’s budget deficit, whereas the impact of fiscal measures should
be assessed by using total public expenditure and revenue. This measure
shows only a small deficit relative to the size of the output gap. The bal-
ance of total government spending was harder for the Treasury to con-
trol than the balance of central government spending, since it includes
expenditure by local authorities. Middleton (2010) finds that the over-
riding of the built-in stabilisers when viewed from the perspective of
total government expenditure is less than complete. So while there was
some tightening of fiscal stance in the Great Depression, it appears to
have been enough to restore confidence in the crisis of 1931 without
providing a major obstacle to recovery.
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6.4.4 The Recovery of the 1930s

Britain was forced to abandon the Gold Standard in September 1931
and the exchange rate fell from $4.86 to $3.69. The suspension of the
gold standard in 1931 and the floating of sterling enabled the exchange
rate fall to a more competitive level. In the short-term Bank Rate was
actually raised back up to 6% from 2.5% to avoid too precipitous
a fall in sterling and this led to a noticeable double-dip recession in
1932. Howson (1975) argues this reflected an interim period of uncer-
tainty about the required policy framework in the absence of a sterling
anchor. However, over the medium term the depreciation facilitated the
reduction of both nominal short-term and long-term interest rates in
the slump and a policy of “cheap money” was adopted (Chart 6.59).
Bank Rate was reduced by stages from 6% in September 1931 to 2%
in June 1932, while the yield on consols fell from an average of 4.4%
in 1931 to 3.75% in 1932. The effective market rate based on Treasury
bills fell to around 0.5%.

Although nominal rates fell, Crafts (2013) argues that real inter-
est rates were also falling because of higher inflation expectations. He
points to the announcement by the Chancellor Neville Chamberlain at
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Chart 6.59 Cheap money in the 1930s (Source Thomas and Dimsdale 2017)
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the Ottawa British Empire conference in 1932 promising to return the
price level to its 1929 level. Although expectations cannot be measured
directly over this period this is backed up by simple estimates of real
interest rates based on actual outturns or statistical filtered estimates of
inflation (Chart 6.60). As testament to the effect of the policy of low
nominal and real interest rates, broad money increased by around 25%
during the recovery from 1932 to 1937.

This contributed to the revival of economic activity, first through
stimulating a revival in private housebuilding, which contributed to
the early stages of the upturn in 1933 and 1934. But the importance
of this must not be overstated in terms of its overall contribution to
GDP even if multiplier effects are built-in. Chart 6.56 shows this at
best had a strong impact in 1933 and 1934, and that its contribu-
tion was if anything negative thereafter. It is also not clear this was
driven by interest rates given that mortgage borrowing growth itself
was slowing in 1933. Increased housing demand also did not push up
on house prices according to Samy’s (2015) hedonic price estimates
(Chart 6.61).

The main component of demand contributing to the recovery
was actually the rise in non-dwellings investment. It contributed to
GDP substantially more than dwellings investment between 1935
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and 1938. The evidence suggests this was in response improved prof-
its and higher capacity utilisation, rather than lower interest rates given
the low-interest rate elasticity estimated by Broadberry (1986). During
the recovery fixed investment rose by 50% (Chart 6.62). Consumers’
expenditure appears to have made only a limited contribution to
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recovery. Consumer spending showed steady growth rising by 6% to
1934 and then by further 7% to 1938.

Exports increased by only 20% despite the improved competitiveness
of the exchange rate and the limited revival of world trade. In part, this
was because the advantage of a lower exchange rate was short-lived as
other countries depreciated their exchange rates such as France follow-
ing the Tripartite Agreement of 1936 (Chart 6.63).

In the later 1930s public expenditure rose rapidly after 1935 as
defence spending gathered pace. When exports declined in 1938 under
the impact of the US recession of 1937-1938, the fall in GDP was
averted on account of the rapid growth of public expenditure. Crafts
and Mills (2013) attempt to make this conclusion robust using the
concept of “defence news” introduced by Ramey (2011) which deals
with potential problems of endogeneity in estimating the government-
expenditure multiplier. This approach involves looking at government
announcements in the annual (and supplementary) defence estimates
and commentaries on defence spending intentions in 7he Economist.
Their estimates are also shown in Chart 6.64. This suggests public
expenditure was the key driver of the recovery from 1936 onwards and
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overall contributed around 8pp of the 24% increase in real GDP in the
recovery period as a whole.

Beenstock etal. (1984) have challenged the view that shifts in
demand largely account for the depression and recovery of the 1930s.
In particular, they argue that moderation of real wages contributed
to recovery. However, the evidence suggests the course of real wages
reflected a response to demand shocks rather than an independent influ-
ence acting on the supply side of the economy as discussed in Dimsdale
etal. (1989).

To conclude, each of the downturns in the interwar period resulted
in part from external demand shocks. In 1920 there was also a large
supply-side shock on account of a reduction in normal weekly hours of
work. Restrictive monetary and exchange rate policies hindered recovery
in the 1920s, while the flexible exchange rate and expansionary mone-
tary policy promoted it in the 1930s. A major feature of the recovery of
the 1930s was its dependence on the revival of domestic demand with
only a weak contribution from exports. This outcome contrasts strongly
with recoveries in the pre-1914 period in which recoveries were typically

led by exports.
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6.5 The Managed Economy 1945-1973
6.5.1 Overview—Institutional Factors and Key Drivers

The post-war period is often seen as a “golden age” of productivity growth.
On the latest national accounts data the UK experienced the fastest rates
of labour productivity growth in its history, peaking at around 4% in the
late 1960s and 1970s based on ouptut per hour worked (Chart 6.65).
Yet at the same time the UK lagged behind many of its competitors and
was increasingly perceived as being in decline. By the 1970s the UK had
become known as “the sick man of Europe”. The UK’s share of manufac-
turing trade continued to decline (see earlier Chart 6.39).

There was a marked change in cyclical fluctuations after WW2.
In both the C19th and the interwar period there were regular clas-
sical fluctuations in the level of economic activity. By contrast in the
20 years after WW?2 the classical trade cycle almost vanished and we
see only growth cycles, with fluctuations in the growth rate rather than
the level of GDP. Looking at the quarterly data for growth cycles in
Chart 6.66 there are four clear growth cycles identified which have
common characteristics. The cycle of 1968-1973 may be included in
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this group, although it differed from its immediate predecessors on
account of the impact of the devaluation of sterling in 1967 and the
policy measures implemented to make it effective.

Unlike the period before 1938, fluctuations in the post-war economy
became increasingly influenced by economic policy measures, as pol-
icymakers attempted to stabilise the economy. Post-war policy during
the 1950s and 1960s has often been characterised as one of Keynesian
demand management with an overall goal of full employment. There was
a post-war consensus where governments, both Conservative and Labour,
took a corporatist view and saw their role as planning and managing the
economy together with trade unions and the bosses of key industries. This
approach became known as “Butskellism” named after the Chancellor
“Rab” Butler and Hugh Gaitskell who was shadow chancellor and, later,
leader of the Labour party in the 1950s. These were also certainly the goals
of two of the key Prime Ministers over this period Macmillan and Wilson,
although on occasion their Chancellors and Treasury Ministers (most
notably Thorneycroft and Enoch Powell who resigned in 1957) as well as
the Bank of England often took a stand against excessive public spending.

Under the Bretton Woods system of fixed, but adjustable, exchange
rates there was a persistent conflict between the objective of maintaining a
high level of employment and correcting deficits in the balance of pay-
ments. This produced a succession of so-called “stop-go” or, perhaps more
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appropriately as Dow (1998) recommends, “go-stop” cycles in which
expansionist periods of “go” led to balance of payments difficulties and
deflationary measures were then implemented which checked economic
growth. A pattern of post-war mini-cycles emerged from the tug of war
between the objective of a high level of employment and the need to
maintain external balance.

The 1950s and 1960s were very much the high watermark of the
Keynesian approach to fiscal policy which came in to replace the system
of war-time controls. Fiscal stance was a matter of government discre-
tion but with an aim that fiscal instruments should be used to stabi-
lise the economy. Policy was generally carried out by varying tax rates in
the economy rather than by changes in public expenditure as advocated
by Keynes in the interwar period. Cloyne (2013) provides an extremely
useful taxonomy of tax changes over the post-WW2 period using a nar-
rative approach pioneered by Romer and Romer (1989). The conven-
tional wisdom is that there were expansionary budgets in 1955, 1959
and 1964, which were aimed to stimulate the economy and may have
had some political motivation. But Cloyne (2013) notes that some tax
changes were also made for the explicit purposes of improving the sup-
ply side of the economy such as Chancellor Peter Thorneycroft’s tax cuts
in 1957 and 1958. The use of tax cuts to improve the supply side would
become an increasingly important issue during the 1970s and 1980s.

Monetary policy, as an active tool, was generally subordinated to fiscal
policy over this period. But signing up to the Bretton Woods system of
fixed exchange rates provided both a nominal anchor and also presented
an external constraint on the full employment ambitions of successive
governments. Following WW2, the government’s control over mone-
tary policy was rubber stamped when the Bank of England was nation-
alised in 1946. The Bank was now an officially an agent of government
although it retained operational responsibilities. This was reflected in the
ubiquitous use of the word “authorities” when referring to monetary and
financial policy. In effect the authorities represented a tripartite relation-
ship between the Bank, the Treasury and the Government. This was par-
ticularly so in the late 1940s and early 1950s during the debates about
how post-war monetary and exchange rate policy should be conducted
and the return to full convertibility of sterling. Sometimes the Treasury
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and the Bank would align to try and force a change in Government pol-
icy (e.g. in the early 1950s and the ROBOT scheme that would have
meant in effect a floating exchange rate rather than joining Bretton
Woods). At other times the Treasury and the Government were aligned
against the Bank, such as in the mid-1950s when they were unhappy
with the failure of monetary policy to rein in the Butler mini-boom
of the early 1950s. That ultimately led to the appointment of the
Radcliffe Committee to examine the workings of the monetary system.
Discussions took place over the 1957-1959 period.

The Radcliffe Committee concluded that monetary policy should
be concerned with the overall level of “liquidity” in the economy and
that direct control of the quantity of credit and money should supple-
ment control via interest rates. That tendency towards direct mone-
tary controls had already started but was rubber stamped by Radcliffe.
In particular, it recommended the use of Special Deposits, which were
assets the banks would be required to held with the Bank of England
but would not count towards their liquid asset ratios. These were sup-
plemented by controls on hire purchase finance companies which were
important in funding consumer durable purchases. Aikman et al. (2016)
have recently examined the impact of direct controls and created an
index summarising the different measures employed (see Chart 6.67).
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These were generally implemented at cyclical peaks in order to rein in
consumer demand and improve the balance of payments.

Overall the monetary, credit and fiscal policy framework of the 1950s
and 1960s had important implications for the nature of economic
fluctuations over this period. Typically in the go-stop cycle, the “go”
phase would be associated with a deterioration of the current balance
of the balance of payments, which was then corrected during the sub-
sequent recession. This pattern emerges strongly during cycles before
1967. It was characterised by a buoyancy of domestic demand dur-
ing the upturn, and notably expenditure on consumer durables which
were becoming ever more available in the post-war period and could be
financed on hire purchase. This led to expenditure rising faster than the
economy’s productive potential, giving rise to higher imports and a defi-
cit in the current account. Corrective monetary, credit and fiscal policies
then pushed the economy into recession, consumer credit and imports
would fall and the balance of payments would improve Chart 6.68.

This pattern differed from that observed before 1914 when the cur-
rent account of the balance of payments was typically strong during the
upswing because it was driven by the strong growth of exports com-
bined with a higher level of overseas lending. In a recession, the balance
of payments surplus declined with lower overseas lending and a check to
the growth of exports. It was also different to the interwar period when
recoveries were interrupted by external shocks which checked the growth
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Chart 6.68 Current account deficits and bank lending (Source Thomas and
Dimsdale 2017)
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of exports as in 1921 and 1931. It was not the growth of imports that
caused balance of payments problems unlike the the post-war period.

Balance of payments problems in the 1950s and 1960s were natu-
rally aggravated by the adherence to a fixed exchange rate despite two
devaluations in 1949 and 1967. Defence of the exchange rate forced
the authorities to introduce restrictive policies which were necessary
to correct the balance of payment deficit. Fiscal policy would tighten
and credit controls and monetary policy were used to rein in the boom.
Bank Rate was used relatively sparingly as an instrument particularly
to avoid causing unhelpful movements in sterling away from parity.
Typically the Bank of England would be asked to put pressure on the
banks—“moral suasion”—to ration credit directly and cut back on their
lending.

The key issue is whether demand management policies ended up
stabilising or destablising the economy in practice. Originally Dow
(1964) argued that government spending and taxes exacerbated rather
than stabilised cyclical fluctuations due to the sluggish nature of fiscal
policy responses and their lagged effect on the economy. In his 1998
book Dow (1998), he changes tack and prefers the interpretation that
governments were simply too optimistic about supply potential and just
overheated the economy beyond its limits. UK governments could see
the growth rates being achieved by their competitors and were using fis-
cal policy to try to “force-feed” the economy with demand growth to
try and achieve them. One argument underlying this was Verdoorn’s law
popularised by Kaldor (1966). This was based on the idea that rapid
demand and output growth would cause economies of scale in manu-
facturing and improved productivity growth rather than high inflation.

Matthews’ (1971) view is that the authorities just alternated myop-
ically in their policy measures between concern about unemployment
during slumps and the balance of payments during booms, without
prejudging the issue of whether policy was the only factor generating
fluctuations. The close connection between the post-war cycles and eco-
nomic policy is also emphasised by Hicks (1982), who points to the
role of economic policy at the key turning points of the post-war cycle.
Another explanation for the stop-go cycle is the idea of the political
business cycle. Politicians of the day would simply expand the economy
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just before an election in order to win popularity only to deflate the
economy once the election was won and out of the way.

Whatever the reasons for the stop-go cycle the results were the same.
Any attempt to stimulate the economy was thwarted by the balance of
payments and the need to maintain the exchange rate. Governments
would attempt to expand the economy through fiscal policy, inflation
would pick up and the balance of payments would worsen.

In general, all components of demand contributed to the economic
cycle during the 1950s and 1960s. Recoveries tended to be led by
strong home demand—particularly through spending on consumer
durables and an associated fall in the saving rate—with exports only
tending to make a major contribution after exchange rate depreciations
(Charts 6.69, 6.70).

Exports did not play such a leading role in initiating recovery or
in pushing the economy into recession as in many of the cycles before
1938. Export growth was fairly well sustained during years of recession on
account of the strong upward trend in world trade during the 1950s and
1960s. Investment showed less cyclical variation than in pre-1938 cycles
and continued to grow in recessions, partly as a result of firms’ belief that
checks to the growth of output would be short-lived on account of the
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vigorous growth of the world economy and the government’s commit-
ment to pursue full employment as a policy objective. Although it should
be noted that the behaviour of government expenditure on goods and ser-
vices does not immediately suggest an active countercyclical policy.

One major difference in the immediate post-war cycles from those
before WW?2 was the more active role of consumer spending. As noted
earlier, increases in consumers” expenditure tended to lead the upturn
from the recession on account of the larger role of expenditure on con-
sumer durables. Expenditure on durables tended to fall away before
the peak of the cycle, while fixed investment was strong near the upper
turning point. Stockbuilding also varied widely over the post-war
cycle, but comparison with pre-1938 behaviour is rather speculative on
account of the poor quality of data on inventories in earlier periods. The
conclusion which emerges from looking at the behaviour of compo-
nents of demand in stop-go cycles is that all components varied over the
cycle and there was no predominant element during the cycle.

During the first three post-war cycles, prices, as measured by the
GDP deflator, rose as much in the downward phase of the cycle as in
the upward phase and this applied also to cycles between 1967 and
1975. This outcome contrasts with the generally pro-cyclical movement
of prices before 1938 and can be explained by the relatively steady rate
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of increase of money wages over the cycle combined with a check to
productivity growth in recessions. Costs and prices tended to rise faster
at the cyclical peak and in the downturn than during the upturn, when
there was a strong rise in productivity. The countercyclical movement
of prices tended to dampen post-war fluctuations in nominal income.
There was also a noticeable lag of unemployment behind other variables
over the cycle and smaller variations in employment than in previous
cycles. Labour hoarding in recessions was characteristic of stop-go cycles
and helps to explain the check to productivity in the downturn.

6.5.2 The After-Effects of WW2 and the “Go-Stop”
Cycles in the 1950s and 1960s

In this secton we present a more detailed analysis of each cycle. The
go-stop nature of cycles with see-sawing expansions and contractions is
clear. As in previous wars, the end of conflict in 1945 brought a sharp
slowdown in growth as government spending was reduced. In fact
the annual data suggests wartime peak in production appears to have
occurred in 1943 in preparation for the invasions of Southern and
Western Europe in 1943 and 1944. The post-war trough appears to
have occurred in around 1947-1948 as in Chart 6.71.

The recovery from the trough started with a revival in exports in
part due to the expansion of world trade and was given added impe-
tus by sterling’s devaluation in 1949. The British economy was able to
make a relatively smooth adjustment at the end of WW2, since the les-
sons arising from the end of WW1 had been thoroughly learned. As a
result, there was no repeat of the severe boom and bust of 1919-1920.
Thanks to reliance on physical controls combined with fiscal policy, the
economy expanded from 1948 to 1950 with no sign of recession. In
1951 growth was disturbed by the impact of the Korean War which
caused a sharp rise in commodity prices and a deterioration of the
terms of trade. There was a balance of payments crisis and in November
Bank Rate was reactivated as a policy tool and raised from 2 to 2.5%,
which was the first peacetime increase since the introduction of the
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Cheap Money Policy in 1932.2 In March 1952 there was a further rise
in Bank Rate to 4%, which was intended to curb inflationary pressures.

The movement of the economy into a mild recession in 1952, com-
bined with an improvement in the balance of payments and reduc-
tion in inflation, was attributed by the Conservative government to
the tightening of monetary policy. As demand pressures eased, mar-
ket rates of interest declined and Bank Rate was reduced to 3.5% in
September 1953 and 3% in May 1954. In March 1952 controls on hire
purchase had been introduced and these were withdrawn in July 1954.
This resulted in an upsurge in spending on consumer durables. The
economy recovered vigorously as the increase in spending of consumer
durables was followed by a boom in fixed investment. Bank advances
to the personal and company sectors rose rapidly to which the Bank
responded by raising Bank Rate in two stages to 4.5% in February 1955
and hire purchase (HP) controls were reintroduced to check the growth
of demand. Two rises in Bank Rate in early 1955 did not prevent
sales of gilts by the banks to facilitate an expansion in their advances.
Demand continued to rise leading a to a balance of payments crisis in
the autumn of 1955 as the current account moved into deficit.

?Bank Rate was increased temporarily to 4% just before the outbreak of World War 2.
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In the general election held in May 1955 the Conservatives were
re-elected, but the tax cuts introduced in the March 1955 Budget were
substantially reversed in the Autumn Budget. In raising taxes in his sec-
ond Budget, Chancellor Butler recognised that his expectations of the
impact of monetary policy at the time of the March Budget had been
excessive. Bank advances continued to rise in the summer of 1955. The
Treasury argued for more pressure being put on the banks to restrict the
growth of credit, while the Bank argued the case for tighter fiscal policy.
Delay in securing agreement on this issue aggravated the exchange rate
crisis in the autumn of 1955. The over-optimism of Butler’s policies led
to his replacement as Chancellor by Macmillan. Discussions between
the Treasury and the Bank resulted in the introduction of a package
of restrictive measures in February 1956, when the new Chancellor
announced a rise in Bank rate of 1pp to 5.5% combined with a tighten-
ing of HP restrictions. Fiscal policy was also tightened by a reduction in
investment incentives and cuts in public investment.

The easing of external pressures allowed Bank Rate to be reduced
to 5% in February 1957. Such a relaxation in monetary policy proved
to be premature in the face of a major crisis of confidence in sterling
in the autumn of 1957. Pressure on the pound arose from a devalua-
tion of the French franc in August 1957 and general expectations of an
appreciation of the Deutsche Mark and a possible fall in sterling. There
was therefore a decline in the reserves on account of short-term capi-
tal movements, since the current account was in surplus in the autumn
of 1957. Bank Rate was raised by a full 2 percentage points to 7%.
Although the crisis arose in the foreign exchange market, the major con-
cern in the market was about the lack of resolution of the government
in the face of powerful wage demands. Even though inflation was below
4%, there were fears that it would rise in the event of wage concessions
to organised labour.

Chancellor Thorneycroft who had succeeded Macmillan argued that
inflation should be checked by tight control over the money supply. The
rise in Bank Rate to 7% was accompanied by a requirement that banks
should hold their advances at the average level of the proceeding twelve
months and HP restrictions were tightened.
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The economy moved into recession in 1958, while a worldwide
decline in commodity prices moderated the rate of inflation. In retro-
spect, the fears of inflation and overheating which had dominated the
policy discussions in the second half of 1957 were largely misconceived.
Under the new Chancellor, Derick Heathcoat-Amory, Bank Rate was
reduced from 7 to 6% in March 1958, followed by a series of four
reductions of ¥2 to 4% in November. In July 1958 restraints on bank
advances were relaxed, following a two year period of controls since
1956.

Special Deposits were introduced in 1958. They were the result of
extensive discussions on the need for a variable liquidity ratio. It was
intended that Special Deposits should provide a way of discouraging
banks from engaging in excessive expansion of advances and would
reduce the need for official ceilings on bank lending. Banks were free
to increase lending for the first time since WW2. There was a simi-
lar relaxation of higher purchase controls, when all restrictions were
suspended in October 1958. They had been enforced continuously with
varying terms from 1952 apart of a seven month period of suspension
in 1954-1955. Relaxation of monetary controls was accompanied by an
expansionary Budget in April 1959, which included measures to stimu-
late consumers” expenditure and investment.

The results of these expansionary measures was a rapid recovery of
economic activity and a fall in unemployment. In the first half of 1960
it was becoming increasingly apparent that restrictive measures were
needed, Bank Rate was therefore raised by 1pp to 5% and there was a
first call for Special Deposits in April 1960. A second call for Special
Deposits was made in June 1960, when Bank Rate was raised further
to 6%. Fiscal policy had not been tightened in the 1960 Budget so the
burden of restraining the boom fell on monetary measures.

The use of Special Deposits to check the rise was only partially suc-
cessful. Advances grew less vigorously in 1961 than in the two previous
years, but there was a tendency for banks to react to a call for Special
Deposits by selling investments rather than reducing advances.

The authorities had not expected this reaction from the banks, but
they were willing to see a fall in the price of gilts, since a rise in long-
term interest rates would exert downward pressure on demand.
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During the vigorous recovery from the recession of 1958 Bank Rate
was raised to 6% in June 1960 which was followed by two reductions
to 5% in December 1960. However pressures on sterling forced the
Bank to raise Bank Rate to 7% in July 1961 which was accompanied
by renewed restrictions on bank lending and a call for Special Deposits.
This would become known as the “Selwyn Lloyd Squeeze” named after
the Chancellor who would lose his job soon after in “the night of the
long knives” when Harold Macmillan sacked a third of his cabinet.
Following the restoration of confidence in sterling, there was a gradual
reduction in Bank Rate to 4% in January 1963. Lending restrictions
were lifted when it was clear that the economy was moving into reces-
sion and lending was encouraged by a reduction in the liquidity ratio
from 30 to 28% in May 1963.

The economy stagnated in 1962, but revived strongly in 1963 and
1964, when there was a rapid expansion of bank lending. Fiscal policy
was relaxed both before and in the 1964 Budget as a result of Chancellor
Maudling’s “Dash for Growth” policy which aspired to meet a growth
target of 5% for real GDP. The recovery in the economy led to grow-
ing fears about the state of the balance of payments which prompted
a rise in Bank Rate to 5% in February 1964. However despite grow-
ing evidence of overheating, no further action was taken in the run up
to the October election in which the Conservative government was
defeated leaving a difficult legacy for the incoming government.?

6.5.3 Devaluation and Deflation in the Late 1960s

The incoming Labour administration faced a severe balance of pay-
ments deficit and a high level of domestic demand. There was a
re-introduction of restrictions on lending in May 1965. The regula-
tions were stated in quantitative form and froze lending at 105% of the
current level for the next twelve months and were to apply to all banks

30n arriving at the Treasury to take over as the Chancellor, Jim Callaghan passed Reggie
Maudling on the stairs who said to Callaghan “Sorry to leave things in such a mess old cock” on
his way out.
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and to the larger finance houses. The ceiling applied to holdings of
commercial bills as well as to bank lending. Bank Rate was temporary
reduced to 6% in June 1965, but the continuing weakness of sterling
forced a rise to 7% in July 1966, which was accompanied by a tight-
ening of lending ceilings and HP restrictions combined with reduction
in public spending. Some relaxation occurred in the first part of 1967
as Bank Rate came down to 5.5% in May following three reduction of
¥2%. There were also some relaxations of lending restrictions on the
banks.

Renewed pressure on sterling, culminating in the devaluation cri-
sis of November 1967 forced a rise in Bank Rate to 8% and re-impo-
sition of lending ceilings. Bank Rate was maintained within a narrow
range of 7-8% from November 1967 undil April 1970. Lending ceil-
ings were in continuous operation during the period. The need to cor-
rect the balance of payments deficit following the devaluation of sterling
by 14.3% from $2.8 to $2.40 in November 1967 gave little scope for
the relaxation of either interest rates or credit controls. It was only after
the turnaround of the current account in 1970 that interest rates could
be brought down and credit ceilings be relaxed. Bank Rate was reduced
from 8 to 7.5% in March 1970 with a further three reductions to 5% in
September 1971. Credit restrictions were relaxed in April 1971, having
been in continuous operation since 1965.

Fiscal policy also presented a challenge following the devaluation of
sterling in 1967. Devaluation had been preceded by balance of payments
deficits since 1964 under the Wilson government. It was felt that con-
traction of fiscal policy was necessary to make way for the expansion of
exports without causing inflationary pressure. The correction of the
balance of payments following devaluation proved to be a slow process
and was achieved by Chancellor Jenkins with some assistance from the
IME He also sought to negotiate drawing rights from the IMF to sup-
port sterling. His Letter of Intent stated that the growth of the money
supply in 1968 would be limited to its estimated rate of growth in 1967.
There were discussions with the IMF about Domestic Credit Expansion
(DCE)—a measure of the money supply adjusted for the balance of
payments which was viewed as useful for assessing the monetary policy
stance in a fixed exchange rate system. In his Second Letter of Intent of
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May 1969, the Chancellor set a target for the growth of DCE of
£400 million for 1969-1970. The implementation of the targets agreed
with the IMF led to a sharp fiscal contraction which turned the Public
Sector Borrowing Requirement (PSBR) of around 4.5% of GDP in 1967
into a surplus of around 1% of GDP in 1969.

Fiscal contraction was associated with a decline in the rate of growth
of sterling M3 from around 10% in 1967 to 1.7% in 1969, while the
current account moved from a deficit to surplus. In his Budget state-
ment in April 1970 Chancellor Jenkins reported that DCE had turned
out to be negative in 1969-1970 because of the swing of the current
account into surplus. In April 1971 when the external position had
been greatly strengthened, the Chancellor did not set a target for DCE
and the concept was not revived until November 1976, when there was
a renewed application for assistance from the IME

The cycle from 1967 to 1971 was distorted by the devaluation in
November 1967 and by the restrictive measures taken to make the
devaluation effective in the budgets of 1969 and 1970. The recovery
from 1967 to 1969 was unusually weak and the recession which fol-
lowed from 1969 to 1971 was marked by a rise in the rate of inflation
and slow growth of output.

6.6 The Liberalised Economy 1971-2018
6.6.1 Overview—Institutional Factors and Key Drivers

Cyclical fluctuations asserted themselves more strongly from the 1970s
onwards. The cycles of 1971-1975, 1975-1981 and 1981-1992 dif-
fered from the go-stop cycles which preceded them in the 1950s and
1960s. During slowdowns, the level of output declined and not merely
its rate of growth. That reflected an increased incidence of large shocks,
primarily to the supply side of the economy and world commodity
prices. The increase in oil prices in the early 1970s came as a bolt from
the blue against a background of an exceptionally high level of activ-
ity in the world economy, combined with a sharp rise in non-oil com-
modity prices. It also came at a time when the post-war monetary order
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based on the Bretton Woods gold standard was unravelling. Money
and credit growth also both picked up in the early 1970s and 1980s as
a result of moves towards financial liberalisation. As a result inflation
was substantially higher over the 1970s, reaching well into double dig-
its, and unemployment followed an upward trend leading to the use of
the terms “Great Inflation” and “Stagflation” to describe this period.
The early 1980s then ushered in a period of disinflation as successive
Conservative governments attempted to bring down price inflation
through various attempts at providing a new a nominal anchor for the
economy. This led initially to a recession from 1979 until 1981. But
it took until 1992 to squeeze inflation out of the system. The stilted
recovery of the early 1980s turned into a boom in the late-1980s
from an internally driven rise in domestic demand, which was stim-
ulated by financial deregulation and a surge in asset prices. A further
recession followed in the early 1990s once policy was tightened to deal
with the building inflationary pressure. The early 1990s recession was
followed by a period of sustained growth until the early 2000s, which
was unparalleled in British macroeconomic history. The long period of
steady growth, known alternatively as the “Great Stability”, “the Great
Moderation” and the “Long Expansion” was then severely interrupted
by a major international financial crisis in 2007, leading to a severe con-
traction known as the Great Recession (Chart 6.72). In this section, we
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discuss some of the key institutional changes over this period and how
they affected the nature of economic fluctuations. Then, as in previous
sections, we turn to a more detailed narrative of each of the cycles. Here
we draw on previous accounts by Britton (1991) and Dimsdale (1991).

The years 1971-1972 in many ways mark a watershed in UK economic
history. This is true across several dimensions.

First, it saw the introduction of Competition and Credit Control
(CCC) in 1971, the first step in a rocky road to full financial liberalisa-
tion in the 1980s and 1990s (see Goodhart 1986, 2015). The apparatus of
direct controls on money and credit was dismantled and the banking and
building society cartels began to break up. Controls were reintroduced at
various points in the 1970s such as via the supplementary special deposits
scheme or “Corset” as it would become known.* But overall the empha-
sis switched irrevocably towards using interest rates to manage the econ-
omy and allowing banks and building societies to determine the amount
of credit and money conditional on a given monetary policy stance. After
the election of Mrs. Thatcher, financial liberalisation proceeded at an
increased pace. Foreign exchange controls were removed in 1979 and the
mid-1980s saw the Big Bang which introduced fundamental reforms to
the stock exchange. The financial system became steadily de-compartmen-
talised and led to the break up of the banking and building society cartels.
At the start of the 1980s controls on banks' balance sheets were relaxed
allowing them to compete more effectively in the mortgage market.
This broke down the traditional segmentation in the market. Mortgage
rationing by the building societies is generally thought to have ended in
the early 1980s. And they began to offer interest-bearing transactions
accounts and entered wholesale funding markets in 1983, once they were
allowed to pay interest gross rather than net of tax. However, building
societies still found themselves at a competitive disadvantage to the banks,
which could offer a wider variety of services. As a result the government
decided to level the playing field and introduced the Building Societies
Act in 1986, which freed the last constraints on societies from offering
the whole range of products and services provided by banks. As a result of

“The Corset was a scheme to penalise banks whose interest-bearing eligible liabilities, essentially
their interest-bearing sterling deposits, grew faster than a prescribed rate. See Bank of England
(1982).
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this banks entered the mortgage business and building societies became
more like banks. Beginning in 1989 with Abbey National there was then
a wave of demutualisations where building societies turned themselves
into banks, and the banking system became the predominant provider of
mortgages. The other development in the 1990s and early 2000s was the
securitisation of mortgages where banks and were able to pool and pack-
age up mortgages and move them off-balance sheet to special purpose
vehicles (SPVs) who would then issue securities to investors that were
linked to the underlying mortgage repayments (Chart 6.73).

The second major change was the emergence of large global com-
modity price shocks which, after 1973, would have major effects on the
supply side of the economy given they implied large adjustments in real
wages which workers might potentially resist or take time to adjust to.
The 1970s were associated with two large oil price increases in 1973/4
and 1979 which was then followed by a large oil price fall in the mid-
1980s (see Chart 6.74). This presented trade-offs to policymakers that
they, and the public at large, had not been used to dealing with in the
1950s and 1960s when living standards had generally improved and
inflationary pressures had generally been benign or held in check by the
fixed exchange rate system. Oil prices then began to pick up in the early
2000s and there were several large swings. The discovery of North Sea
oil meant that the UK turned from a net oil importer in the early 1970s
to a substantial net exporter by the mid-1980s, returning to being a net
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importer by the mid 2000s as fields were exploited and production fell
off. That meant oil price shocks at different points in time would have
different implications for the UK economy.

The third major paradigm shift was the collapse of Bretton Woods
in 1971 which ushered in a period when the UK largely operated with
floating exchange rates. Movements in the exchange rate after this
point were often large and provided many challenges to policy makers
(Chart 6.75). The subsequent search for an adequate nominal anchor to
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replace the Bretton Woods system took twenty years, and indeed some
might argue the UK was on a managed float for much of the period
up to 1992 despite the authorities’” dalliance with monetary targeting
during that period. From the late 1960s monetarist thinking had begun
to influence policymaking circles. Monetary targets were insisted upon
by the IMF in 1976 in return for assistance which de facto made them
part of official policy. But the Labour government viewed these as nec-
essary window dressing for assistance rather than any belief in the ben-
efits of monetary targets. And the Bank itself took an eclectic approach
to the use of monetary targets. Needham (2014) shows the Bank had
experimented with unpublished monetary targets in the early 1970s but
the introduction of Competition and Credit Control had fundamen-
tally changed the relationship between money and nominal spending
on which those targets had been based. As a result the Bank did not
embrace all aspects of monetarism, particularly operational aspects such
as monetary base control (Capie 2011).

Monetary targets did not explicitly form the centrepiece of counter-
inflationary policy untl the introduction of the Medium Term
Financial Strategy (MTES) by the Conservative Government following
its election in 1979. Initially, the Conservative government retained the
Labour government’s use of one-year monetary targets, and ceased to
employ an incomes policy. But the MTES began to set medium-term
intermediate targets for broad money growth, based on the £M3 meas-
ure, as the keystone of its counter-inflationary policy. Fiscal policy was
now viewed as subordinate but supportive of monetary policy rather
than vice versa. For example, control of government borrowing and the
extent to which it was funded from the non-bank private sector were
seen as key planks in the control of broad money (£M3) which was
the chief monetary target of interest. This was a result of the use of the
credit counterparts approach to the supply of money.’

At the same time, monetary targets were introduced the Conservative
government revived the financial liberalisation that had been attempted

See Goodhart and Needham (2017) for a discussion of why the British monetary authorities
have traditionally focused on broader monetary aggregates and the use of the credit counterparts
approach.
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with CCC in 1971. Similar to the 1970s, this had the unfortunate side
effect that monetary targets (which had been calibrated on data when con-
trols had been in place) were missed and this undermined the credibility of
counter-inflationary policy despite the fact that inflation was successfully
brought down. As the 1980s wore on Nigel Lawson, as Chancellor, began
to shift away from broad money targets, first by switching to narrower tar-
gets and then by looking for other alternatives as a nominal anchor.

In 1988 the Chancellor began to moot the idea of central bank inde-
pendence. This rested on an intellectual case (e.g. Barro and Gordon
[1983], Rogoff [1985] building on Kydland and Prescott [1977])
that independent central banks could offset the inherent inflation bias
when governments would target a level of output or unemployment
beyond what was feasible (i.e. below the natural rate). But it was also
based on the evidence of the proven counter-inflationary records of
the Bundesbank, Swiss National Bank and the Federal Reserve under
Paul Volcker. But Lawson failed to persuade Mrs Thatcher who worried
about the democratic accountability of central bank independence.

As an intermediate step Lawson attempted to import credibility by
shadowing the Deutschmark in the late 1980s with a longer term aim
of joining the Exchange Rate Mechanism (ERM) and moving towards
central bank independence as part of a prospective European monetary
union. But this brought up the age-old problem of a fixed rate regime. It
could imply keeping interest rates at a level inconsistent with the domes-
tic economy if the UK and German economies were out of synch. This
was true in the late 1980s as the government had inadvertently stoked
up a credit-driven boom, following a substantial loosening of policy fol-
lowing the stock market crash in 1987. Shadowing the Deutschmark was
argued to have kept interest rates lower than they otherwise would have
been. Lawson was forced to abandon this policy following intellectual
opposition from Mrs Thatcher (and her adviser Sir Alan Walters) and the
need to raise rates to counter a pick up inflation. This tightening of policy
ultimately led to the early 1990s recession.

Following Lawson’s resignation in late 1989, John Major became
Chancellor and he pushed through full ERM membership in October
1990. Initially this allowed interest rates to fall a little in a bid to stem
the recession, but ultimately pressure soon built up on sterling (which
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was viewed by many as overvalued as in the return to gold in 1925) and
interest rates remained in double digits to defend sterling despite the
ongoing recession. In September 1992 the UK was forced to suspend
its membership of the ERM when ongoing speculation put enormous
pressure on sterling and at one point during the day had forced the gov-
ernment to raise interest rates to 15%.

Following ERM exit, the government and the Bank now had to
find a new nominal anchor and fast. Various intermediate targets had
failed and there was an intellectual shift towards directly targeting the
goal of monetary policy—inflation. The Reserve Bank of New Zealand
(RBNZ) had moved to inflation targeting in 1989/1990 and this was
soon adopted by Canada in 1991. This appeared to provide a ready-
made solution for the UK and under Bank advice was adopted.

As part of this, the Bank’s advisory role was enhanced and made
more transparent as a disciplining device and pointed towards a move
to central bank independence. It was committed to produce a Quarterly
Inflation Report in which it would give its view on inflationary pros-
pects. The Governor and Chancellor would meet monthly (the’ Ken
and Eddie’ show as it became known) where the Governor would give
the Bank’s advice on policy (formalised in the monthly “Burns let-
ter”) and the minutes of those meetings would be published. The ini-
tial results of the new framework were very promising as the economy
began to recover and inflation began to settle to around its new target of
2.5% based on the RPIX index of prices.

The incoming Labour government in 1997 surprised everyone by
announcing operational independence for the Bank as one of its first
acts. Government would still set the goal for monetary policy—the
inflation target—but the setting of policy would be now be undertaken
by a Monetary Policy Committee consisting of both internal and exter-
nal members, each individually accountable to parliament for their vote.
Major breaches of the target would oblige the Governor to write a let-
ter to the Chancellor explaining how the MPC would attempt to bring
inflation back to target. But the remit for monetary policy also allowed
for a degree of “constrained discretion” by instructing the MPC to sup-
port the Government’s economic policy, including its objectives for
growth and employment. In general, the period after the introduction
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of inflation targeting ushered in a period of relative stability for the
UK with, at the most, a modest growth cycle apparent in the data. This
period became known as the Great Moderation. This may have been
good luck with the absence of the large oil price shocks seen in the
1970s and 1980s but is likely to have been helped by improved pol-
icy performance under inflation targeting and the introduction of the
MPC. However, it is true that even after the introduction of inflation
targeting in 1992 large movements in sterling would continue to domi-
nate the attention of the MPC given the policy trade-offs they implied.
The Great Stability period came to an end with the financial crisis of
2007 that led to the largest recession since the Great Depression.

The shift of focus towards monetary policy from the mid-1970s
onwards also had profound implications for fiscal policy. In the early
1970s, fiscal policy was still used for demand management. However,
the failure of the Labour government to control inflation in the 1970s
while unemployment rose inevitably led to the abandonment of the
post-war Keynesian consensus. The emphasis placed on monetary pol-
icy by the Thatcher government meant that fiscal policy at best played
a supporting role, as noted earlier. Under the Medium Term Financial
Strategy (MTES), the achievement of monetary targets was viewed
through a credit counterparts approach where public sector deficits and
the degree to which it was funded from the non-bank sector could be
used to influence broad money growth. In the mid-1980s, for example,
the government decided to “overfund” the deficit by selling more gilts to
the non-bank private sector than was necessary to fund the deficit which
in itself pushed down on broad money growth in a bid to reclaw some of
the overshoot of the £M3 target. There was also a renewed emphasis by
the Thatcher government on the supply-side benefits of lower direct taxes
on incomes and profits. As a result there was a shift between indirect and
direct taxation, initiated by an immediate rise in Value Added Tax (VAT)
from 8% to 15% in 1979, followed by series of cuts in direct taxation.
The basic rate of income tax was reduced from 30% in 1983 to 25% in
1988 while the top rate of tax also came down from 60% to 40%. Under
the Labour government in 1997 there was a further shift to explicit fiscal
rules which were brought in to manage the current deficit over the cycle,
but also to support public sector investment and ensure sustainability of
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the public sector debt. Overall, this meant that fiscal policy played less of
an explicit role in demand management after 1979 but it did not mean
shifts in fiscal policy played no role in cycles. There were significant fiscal
tightenings in the early 1980s and late 1990s and loosenings in the mid-
1980s, ecarly 1990s and early 2000s (Chart 6.76). Following the Great
Financial Crisis however, there was a period where fiscal policy was used
to try and mitigate the effect of the crisis on GDP with a temporary cut
in VAT. But the incoming coalition government in 2010 then embarked
on a programme of cutting the deficit with a plan to ensure the ultimate
stabilisation of public sector debt which peaked at around 85% of GDP
in 2016/17.

6.6.2 The Great Inflation and a Search for a Nominal
Anchor 1971-1992

As in previous sections we now consider each cycle in more detail. In
1971, growing unemployment led the Heath government, which had suc-
ceeded the previous Labour administration in 1970, to relax its restric-
tive policies. The basic rate of income tax was reduced in 1971 but this
did not reverse the downturn, and unemployment rose to more than
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1 million in 1972. Chancellor Anthony Barber then adopted a more
expansionary fiscal stance to reduce the level of unemployment. In the
March 1972 budget he introduced tax cuts and increased public expendi-
ture with an aim of achieving a rate of growth of GDP of 5% per annum,
which was barely sustainable even if, after the floating of sterling in June
1972, any weakness in the trade balance would now just cause a deprecia-
tion in sterling rather than causing a “go-stop” balance of payments crisis.
There was a strong recovery in domestic demand as a result of these meas-
ures. Public Sector Borrowing increased to 6% of GDP, which was larger
than the deficits of the 1950s and 1960s which had generally averaged
2-3% of GDP. The loosening of fiscal policy coincided with an inter-
national boom and a severe shock from the first major oil price increase
in 1973/4. The government had also entered into threshold wage agree-
ments with the Trade Unions which locked in real wage rigidity at the
worst possible time and ensured wage settlements would rise with prices.
“Stage 3” of the Heath Governments pay policy was designed to limit
wage increases to £2.25 a head or 7% (whichever was greater) but it also
contained provisions for extra “threshold payments” which would be trig-
gered once the Retail Price Index (RPI) rose 7% above the level at the
start of the policy. Heath announced this policy on 3rd October. Literally,
a fortnight later Arab oil producers would cut oil production by 5% fol-
lowing the start of the Yom Kippur war, prompting the surge in oil prices
and ensured the thresholds would be triggered.

The result of these developments was a vigorous recovery in 1971-
1973 which became known as the “Barber Boom” with strong growth
in both consumers’ expenditure and exports. Monetary policy was
expansionary with M3 rising by 56% between 1971 and 1973 as the
banking system responded to the new monetary arrangements under
Competition and Credit Control and property prices increased as bor-
rowing expanded. Imports also grew more rapidly than exports and the
current account of the balance of payments swung from a surplus of
1.6% of GDP in 1971 to a deficit of about the same size in 1973. And,
as noted, sterling was floated in June 1972 and started to depreciate as
the domestic boom gathered pace.

The Barber boom of 1973 was checked by the quadrupling of oil prices
in 1973/4, which raised inflation and reduced output given the stance of
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monetary and fiscal policy. The triggering of the Stage 3 threshold pay-
ments meant that the required adjustment in real consumption wages to
the oil price shock was inhibited and pushed up the natural rate of unem-
ployment, at least in the short run. Private domestic expenditure declined
in the face of higher interest rates, the upsurge in import prices and the
squeeze in real incomes, but some cushioning was provided by higher
public expenditure and the continued growth of exports despite the end-
ing of the world boom of the early 1970s. During the recession of 1973—
1975 GDP declined by 3.7%, the GDP deflator rose by almost 50% and
import prices rose steeply as sterling depreciated. Monetary growth slowed
from the peak rates recorded in the preceding recovery, but the stability
of the financial system was threatened by a crisis among secondary banks,
that were exposed to the bursting of the property price bubble in 1974
and which was averted by the timely intervention of the Bank. This epi-
sode naturally invites comparison with previous financial crises such as the
Barings in 1890 which was saved by a similar ‘lifeboat’ operation.
Policymakers responded to the crisis of high inflation and unemploy-
ment by tightening monetary and fiscal policy. Monetary conditions were
tightened under the Heath government with a rise in interest rates and
introduction of the Corset, which implied moving away from the experi-
ment in deregulation of the banking system introduced by the Bank under
CCC. Minimum Lending Rate (MLR), which had replaced Bank Rate as
the instrument of monetary policy, went up from 7.5% in June 1973 to
13% in November. The Heath government fell following the confronta-
tion with the miners and Harold Wilson formed a Labour government in
February 1974. The new administration placed an increased emphasis on
an incomes policy—the “Social Contract”—as a way of restraining infla-
tion. The new government’s fiscal policy followed an uncertain course, since
rising inflation was now accompanied by rising unemployment. This was a
combination which was not expected to occur and created severe challenges
for policymakers used to the post-war consensus and a Keynesian approach
to demand management. As a result, the governments fiscal policy con-
sisted of announcing deflationary measures in March 1974 and April 1975
and expansionary measures in July 1974. By 1976, the Labour government
decided that priority should be given to controlling inflation, even if this
involved a rise in unemployment. It abandoned, at least temporarily, the
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post-war economic objective of full employment. In 1976 unemployment
picked up and reached 5% (on the modern Labour Force Survey-based
measure), while the Labour government introduced deflationary measures,
which were reinforced by an approach for financial assistance to the IMF
later in the year. That approach was necessary given the weakness of ster-
ling that emerged in 1976. Despite tighter fiscal policy, the PSBR remained
obstinately high at around 6% of GDP in 1976 (Chart 6.76). There was
nevertheless a marked strengthening of the balance of payments. The cur-
rent account deficit fell from nearly 4% of GDP in 1974 to under 1% in
1976 (Chart 6.74). But this improvement in the current account did not
translate into a stronger pound. There was a sharp decline in sterling as the
Sterling-Dollar exchange rate fell from $ 2.22 in 1975 to $1.80 in 1976
(Chart 6.75). This occurred because of fears about an impending financial
crisis on account of the high level of the PSBR and fears about renewed
monetary growth (Chart 6.77). The Prime Minister Jim Callaghan gave a
famous speech at the 1976 Labour Party Conference where he effectively
announced the end of the post-war consensus with the words “We used to
think you could spend your way out of a recession and increase employ-
ment by cutting taxes and boosting government spending. I tell you in all
candour, that option no longer exists”. Chancellor Healey wrote a letter
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to the IMF undertaking further tightening of fiscal policy in exchange for
a loan to help repay a previous swap facility from the G10 central banks,
organised through the Bank for International Settlements (BIS) that had
been required to try and stabilise sterling earlier in the year (Schenk 2010).
Healey’s restrictive policies continued in 1977, when unemployment
reached 6-7%, but there was some relief in the 1978 budget.

Despite the turmoil during this period, there was a recovery from
1975 to 1979 marked by a revival in both consumer spending and
exports given the depreciation of sterling. In fact, so quickly did the
situation improve in 1977 that the Bank of England was intervening
to keep sterling down in order to lock in the improved competitiveness
from sterling’s depreciation in the previous year. However, the impact
of the upswing on unemployment was slight. Attempts by the govern-
ment to keep a cap on wage growth via a 5% limit on pay increases in
the public sector failed however, and led to the Winter of Discontent in
1978/9. The Labour government, which by this time was in a minor-
ity in Parliament, fell after a confidence vote and was replaced by Mrs
Thatcher’s Conservative government following an election in May 1979.

The new government came to power at the same time as a second
large increase in world oil prices, which pushed the world economy into
severe depression. In 1979, unlike 1974, the rise in oil prices was associ-
ated with an appreciation of the sterling exchange rate. This reflected the
fact that Britain was no longer a net importer of oil. But it also reflected
more restrictive monetary and fiscal policies. In the early 1980s, a deter-
mined attempt was made to reduce the rate of inflation. Policy was geared
towards meeting targets for money supply growth, but the measure of
broad money chosen, £M3, remained stubbornly resilient. This was largely
due to the suspension of the Corset, following the abolition of exchange
controls in 1979. The removal of exchange controls made the Corset inef-
fective since it could now readily be by-passed by offshore intermediation.
However, the abolition of the Corset opened the way for a new round of
re-intermediation of the traditional banking system which was now able to
lend freely and no longer faced a penalty for accumulating excessive inter-
est bearing liabilities. The result was that broad money grew more rapidly
than envisaged in the MTES even though this did not signify a loose mon-
etary policy stance in the conventional sense and this would be borne out
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by a subsequent fall in inflation (Chart 6.77). In addition, banks started
to move into the mortgage market providing extra impetus to credit and
money growth. MLR was increased sharply in 1980 as a result of the need
to try and meet the £M3 target and the yield on Treasury bills averaged
15.1%, the highest ever recorded. Indeed, nominal short rates remained
within a range of 10-15% until the mid-1980s in order to restrain credit
and money growth. During the 1980s, both the targets for the growth of
broad money and the PSBR (Public Sector Borrowing Requirement) were
exceeded. The high level of interest rates and strong appreciation of ster-
ling made the prospect of further tightening monetary policy unattractive.
So in the 1981 Budget Chancellor Howe decided to tighten fiscal policy
despite the severity of the recession. This prompted an infamous letter by
365 economists in protest. Fiscal contraction was judged to be necessary
to achieve the money target set out in the MTES. In the Budget, taxes
were effectively raised through the non-indexation of allowances. In 1981,
actual public sector borrowing was about 3% of GDP, but because of the
depressed state of the economy, this implied that at full employment there
would have been a fiscal surplus on a cyclically-adjusted basis.

The high level of British interest rates relative to those prevailing
internationally also led to a sharp appreciation of the exchange rate.
Both the growing perception that Britain’s balance of payments was
underpinned by its role as an oil producer and its high level of inter-
est rates strengthened sterling which appreciated by 15% in 1980
and caused great difficulty for the manufacturing sector. The impact
of monetary and fiscal tightening on the level of activity was severe
although real incomes were not squeezed as much under the first oil
price shock given there was not a worsening of the terms of trade.
Unemployment on a Labour Force Survey basis increased from 5.4%
in 1979 to 9.7% in 1981. It was to continue to rise, reaching a peak of
11.8% in 1984 (Chart 6.78). The recession which followed the second
oil price shock was therefore severe and was concentrated in the trada-
ble goods sector. While the Conservative government was not success-
ful in achieving the stated targets of the MTEFS, it had greater success
in checking inflation which fell from nearly 20% in 1980 to around
5% in 1983.
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The recovery, which started in 1981, was initially gradual, but invest-
ment grew more rapidly than in any recovery since the early 1960s. In
1982 there were signs of a fall in inflation and the government, con-
cerned about the persistence of high unemployment, made some reduc-
tions in taxes to promote the recovery. The lagged effect of the overvalued
exchange rate severely restricted the growth of exports and encouraged the
growth of imports, resulting in a major reduction in the current account
surplus (see above in Chart 6.74). Inflation was lower than in the two
previous upturns as a result of the restrictive stance of the Conservative
government’s MTES (Chart 6.79) and the reduction in the world rate
of inflation in part helped by a fall in oil prices. The rise in output did
not lead to a reduction in the rate of unemployment, which continued
to rise until 1984. This contrasts with all previous recoveries since 1870,
which have been accompanied by falling unemployment with the possible
exception of the limited recovery of 1967-1969.

The failure of monetary targeting led to shifts in the policy framework
that would sow the seeds of the next boom. Attempts to revise the defini-
tion of money used for the monetary target met with only limited success.
Overfunding of the PSBR was another device which was used in the mid-
1980s to contain the growth of broad money, but this was abandoned on
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account of its supposed distortionary effects. The result was the suspen-
sion of monetary targeting. Chancellor Lawson claimed that although the
record of achieving monetary targets had been disappointing, the record
of inflation was much better. He then began to turn back to the exchange
rate as a nominal anchor and began shadowing the Deutschemark as a
means of importing the low inflation credentials of the Bundesbank but
also with a view to joining the European Exchange Rate Mechanism or
ERM. As sterling began to recover in the mid-1980s, interest rates would
be set lower than otherwise to keep the level of the pound at just under
a 3DMV/£ rate against the Deutschemark. The other complicating factor
was the stock market crash, also known as, “Black Monday” in 1987.
Fearing a repeat of the Great Depression that followed the Wall Street
Crash of 1929, there was a co-ordinated attempt to loosen policy. A
similar response in 2008 would be lauded as an example of policymak-
ers learning the lessons of the Great Depression, but in this case such a
loosening proved misconceived as the stock market fall did not lead to or
reflect any fall in underlying consumer condfidence or aggregate demand.
Indeed underlying demand pressures had been building up in the mid-
1980s in part due to financial liberalisation.

As noted above, the abolition of the Corset had relaxed restric-
tive conditions on bank lending through removing restrictions on the
growth of interest-bearing deposits. Once banks were free from restric-
tions on either side of their balance sheets, they could attract funds and
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expand their loan portfolios. Particularly significant was the decision of
banks to enter the mortgage market. Building societies which had pre-
viously dominated the market for housing finance took steps to make
their activity more commercial and following the Building Societies Act
of 1986 were put on a level playing field with the banks. They aban-
doned their previous practice of rationing mortgages and were now able
to access wholesale funding markets and enter the market for unsecured
credit. The result was an increased access to unsecured borrowing and
the potential for households to withdraw equity from their homes via
mortgage borrowing both of which they could use to increase spending.
Starting in 1985 there appears to have been an upsurge of confidence
among households, who were now willing to take on large mortgage
commitments to finance house purchase and were less contrained in
taking out unsecured credit. The personal sector saving ratio declined
as households increased their expenditure in part financed by draw-
ing down the equity in their homes (Chart 6.80). Rising house prices
encouraged this process through increasing the value of the collateral
households could use to secure home equity loans. A similar degree of
optimism increased the commercial and industrial demand for loans.
The strong sense of optimism resulted in a house price boom with
strong growth in both consumption and investment. Overall domestic
demand was the key driver of the recovery during the mid-to-late 1980s.
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Chart 6.80 Household income gearing and housing equity withdrawal 1970-
2018 (Source ONS)
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The strength of sterling and the fall in manufacturing capacity meant
(non-oil) exports played little role.

Despite the emerging boom both monetary and fiscal policies
remained relatively loose. Chancellor Lawson made major reductions
in income tax in the 1986, 1987 and 1988 budgets, while at the same
time reducing public sector borrowing by sales of public sector assets
under government privatisations schemes. The expansionary effects of a
booming private sector combined with the relaxed stance of economic
policy led to renewed inflation and a growth rate of GDP of around
5% per annum that ultimately proved unsustainable. This unsustain-
able position was not recognised at the time despite a significant cur-
rent account deficit emerging in the balance of payments (shown earlier
in Chart 6.74). The deficit was viewed as the natural counterpart to
improved productivity in the UK and increased foreign direct invest-
ment in an increasingly competitive UK economy. In particular, the
government’s supply-side reforms were argued to have increased the
underlying performance of the economy. Similarly the public sector
finances looked sound. The unadjusted public sector borrowing require-
ment (PSBR) looked comfortable in 1987 and 1988, as tax receipts
were boosted by the strong recovery. However, the level of activity in
1988-9 was in fact in excess of the potential capacity of the economy.
While tax receipts increased and the accounts showed a surplus, the
sustainable level of output was well below actual GDP. In other words,
although there appeared to be a budget surplus, there was in fact an
underlying budget deficit (as shown earlier in Chart 6.76).

The strength of output growth began to put upward pressure on
inflation which increased to around 8%. There was a tightening of
short term interest rates, in part to rein in demand but also to match
European interest rates leading up to Britain’s entry into the ERM in
October 1990. Household income gearing (debt service payments as a
% of household income) reached unprecedented levels given high itner-
est rates and the build up of debt in the boom(Chart 6.80), even higher
than those observed at the peak of the Great Financial Crisis in 2008.
This tightening of monetary policy ultimately led to a significant reces-
sion in the early 1990s. The economy which had become accustomed
to the ready availability of credit went into sharp reverse and led to a
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recession starting in 1990Q3. To prevent the decline in activity pro-
ceeding too far, there was a large relaxation of fiscal policy. From 1990
to 1993 the cyclically-adjusted public sector deficit increased to 6.3% of
GDP. As discussed in Clark and Dilnot (2004) this was a degree of dis-
cretionary expansion unmatched at any point in the post-war era except
during the mid-1970s but was not fully appreciated at the time.

6.6.3 The Great Stability 1992-2007

The United Kingdom’s exit from the ERM in 1992 was associated with a
reduction in nominal short-term interest rates and a depreciation of the
exchange rate. From that point on, exports contributed to the recovery.
From the introduction of inflation targeting in 1992, both nominal and
real short term rates remained relatively low and stable compared to the
high levels seen in the 1980s and early 1990s (Chart 6.81).

This outcome, and the stability in growth it engendered, reflected not
only the impact of inflation targeting (and from 1997, the operational
independence of the Bank of England). But the shocks hitting the econ-
omy over this period were also relatively benign, at least until the onset
of the financial crisis in mid-2007. Overall the 14 years following the
ERM exit were a “NICE” (non-inflationary continuous expansion)
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Chart 6.81 Interest rates 1988-2007 (Source Thomas and Dimsdale 2017)
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Chart 6.83 Growth in the UK, US and Euro area (Source Thomas and Dimsdale 2017)

decade (and almost a half) as defined by the then Governor of the Bank
Mervyn King.® Growth averaged 3% per annum of over this period
(Chart 6.82) and inflation remained close to target.

Growth however was not completely stable over this period. After
an initial recovery in output growth slowed somewhat in 1995, reflect-
ing a similar slowdown in the United States (Charts 6.83) and the fact

6See King (2003).
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Chart 6.84 Imbalances and the real exchange rate (Source Thomas and
Dimsdale 2017)

that investment was subdued due to the ongoing need for companies to
repair their balance sheets after the early 1990s recession.

However demand recovered in 1996 and 1997. A feature of this
period was the appreciation of sterling after the large depreciation
following the ERM exit in 1992. This had the effect of boosting real
incomes and consumption at the expense of net trade and marked
the start of growing imbalances in the economy that would signal the
impending financial crisis in 2007. Consumption spending was also
affected by windfalls associated with building society demutualisa-
tion, and this meant the strong positive contributions to growth from
consumption persisted, especially from durable consumption dur-
ing the mid-1990s. Demutualisations may have contributed around
£6-12 billion, equivalent to 1-2% to on the level of consumption,
between 1997 and 1999 (Bank of England 1997) (Chart 6.84).

The general stability of output was punctured by slowdowns in growth
in 1998 in the wake of the Asian financial crisis and especially in 2001
reflecting the bursting of the dotcom bubble. Following these international
shocks UK growth appears well correlated with US and Euro-area GDP of
this period and reflected the increasing globalisation of the world economy.

Related to this real import prices were also declining, in part as a
result of the re-entry of China into the global market and its strategy
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of export-led growth. This resulted in a 15% boost to the UK terms of
trade (export prices relative to import prices) which helped support liv-
ing standards and consumption (Chart 6.85). However, the early 2000s
saw a return to higher oil and commodity prices beginning in 2004.
This pushed down on real incomes and growth in 2005.

The other feature of the Great Stability was emergence of a sus-
tained positive rate of net immigration for the first time in 150 years
(Chart 6.86). While there were several reasons for this it suggsted that
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fluctuations in demand in the UK relative to overseas were likely to be
met with a more elastic supply of overseas labour, compared with the
past, and with less upward pressure on real wages.

The other feature of the Great Stability period both in the UK and
other countries was the relentless growth of house prices and lending
secured on property (Chart 6.87). Growth rates of both ended up well
into double figures and represented a major imbalance building up in
the economy despite the stability of GDP growth. In part, this reflected
increased competition in the mortgage market and the move to securiti-
sation which allowed banks and building societies to move loans off bal-
ance sheet and relax capital constraints on lending. However problems in
the global financial system began to emerge with the sub-prime crisis in
the United States in 2007, followed by the collapse of Lehman Brothers
in late 2008. This conflagrated into what would become the the Great
Financial Crisis and led to what would be called the Great Recession.

6.6.4 Epilogue—The Great Financial Crisis and Recession
of 2008 and the Productivity Puzzle

Analysis of the Great Financial Crisis and the Great Recession that fol-
lowed is still in its infancy in terms of assessing its place in a historical
context. Moreover recent official data revisions have rewritten the story
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in terms of the timing of the impact on UK GDP compared to earlier
vintages of data. So here we treat the period since 2008 as a short epi-
logue, and give a very brief outline of events since 2008 and highlight
some of the broad issues that arise for an analysis of business cycles over
this period. Following the Great Financial Crisis, UK output fell sharply
from early 2008. The speed and severity of the recession was a shock
compared to the Great Stability that had come before. The global finan-
cial crisis led to a general collapse in world trade, similar to other C20th
recessions, amounting to over 10% and this hit UK exports (Chart 6.88)
in a similar way to many other episodes already discussed in earlier peri-
ods. Given the importance of financial service exports to the UK trad-
able sector, sterling depreciated by over 20% in order to mitigate the
impact on the UK’s long-term current account position. Domestically
money and credit growth slowed to rates not seen since the Selwyn
Lloyd Squeeze in the early 1960s (Chart 6.89), driven by a decline in
credit supply by the commercial banks in their efforts to recapitalise and
stabilise their balance sheets (Bridges et al. 2011; Butt et al. 2012).

A key difference relative to previous recessions was the rapid loos-
ening of monetary policy. In earlier episodes in the C20th, the policy
response was often delayed (or even of the opposite sign). Those ear-
lier responses typically reflected monetary policy attempting to respond
to intermediate targets such as maintaining a particular exchange rate
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Chart 6.88 Exports and world trade (Source Thomas and Dimsdale 2017)
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or money supply objective rather than a final objective like inflation.
In the case of 2009 interest rates were cut rapidly until the effective
lower bound constraint became binding on the UK and other major
economies. As a result, the rise in credit spreads arising from the shock
to credit supply was mitigated by lower risk-free rates so that actual
lending rates in the UK fell in absolute terms (see Chart 6.90 for
mortgages).
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Central banks around the world then resorted to various methods
to try and escape the possible deflationary implications of this con-
straint. Various forms of quantitative easing (“QE”) were introduced.
In the UK this took a very traditional form, purchases of government
debt designed to boost broad money and lower longer term yields in
the economy. From 2009 the MPC undertook £435 billion of asset
purchases in several stages. However this was backed up with measures
designed to improve bank liquidity and funding conditions (the Special
Liquidity Scheme or “SLS” in 2008, the Funding for Lending scheme
or “FLS” in 2012 and the Term funding scheme or “TES” in 2016).
Various forms of forward guidance (open-ended, time contingent and
state-contingent) were introduced by central banks. In the UK the aim
of forward guidance was designed to reduce uncertainty about the reac-
tion function to try and ensure market expectations of rates moved in a
way consistent with meeting the inflation target in the medium term.

Further shocks hit the UK economy over this period most notably
the rise in oil prices in 2008, the Euro-area crisis in 2011 and 2012
and the impact of the Brexit referendum, each of which required addi-
tional policy responses by the Monetary Policy Committee. Despite the
support of monetary policy the recovery after 2008 was the longest of
those seen in the previous hundred years (Chart 6.91) and productivity
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Chart 6.91 Recoveries in the C20th and C21st (Source Thomas and Dimsdale
[2017] and NIESR and Mitchell et al. [2012])
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growth has remained weak relative to historic trends (Chart 6.65). But
the fluctuations around a low growth path have in general been modest
compared to previous cycles, and unemployment has returned to lev-
els not seen since the early 1970s (Chart 6.78). It remains to be seen
whether a strong cyclical pattern of growth emerges.
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