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Foreword
Stewart Wood

It is a truism to observe that the state of the economy  
 is the dominant issue in British politics. At one level  
 this debate is about the immediate questions of how to 

restore growth and jobs, manage the debt and deficit, and 
start to halt the slide in living standards. But beneath this 
debate lies a deeper question, about the way our economy 
is organised, whether it serves the interests of the major-
ity of our country, and how desirable and feasible it is to 
change the rules of the game. 

The 2008 financial crisis began the death-throes of Brit-
ain’s post-1979 economic model. That model relied on a 
range of assumptions: a heroic hope that tax cuts for the 
richest would trickle down and raise living standards for 
all; a commitment to deregulation, particularly in finan-
cial, capital and labour markets; a reliance on the health 
of one sector (financial services) to drive investment and 
provide the tax revenues on which redistribution and 
public services depend; and a relatively casual approach 
to inequality as the necessary price of prosperity.

This model was brought crashing down by what Ed 
Miliband has called the loud crisis of the financial crash, 
combined with a quiet, longer-term crisis of a continu-
ing decline in living standards. It is a model that stopped 
delivering system stability, consistent growth, or rising 
real incomes for the bulk of working families. 
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The biggest financial crash in a generation is reason 
enough to question fundamental assumptions about how 
our economy works. But for Labour, we have additional 
reasons to revisit the post-79 consensus. If Labour wins 
the 2015 election, the failure of George Osborne to restore 
growth and therefore control Britain’s debt and deficit 
means we will find ourselves in office but severely cash-
constrained. This forces us to put more emphasis than 
Labour has historically on supply-side reforms of our 
economy: changing the rules of the way markets work to 
improve not only their fairness but their efficiency. 

The prize for Labour is that such a ‘supply-side revo-
lution from the left’ offers the hope of changing the 
fundamentals of our economy in a way that, too often, 
we skated over during our time in office in favour of 
ameliorating the effects of low productivity and widen-
ing inequality. It also offers a chance to rethink the roles 
of the key institutions of our political economy – from 
banks, large firms and small businesses on the one hand, 
to unions, central and local government on the other.

The contributions in this volume cover a vast range 
of topics. But in different ways they address the central 
challenges facing those of us keen to build a new political 
economy for Britain. 

First, how to encourage long-termism in “UK plc”. Pro-
posals for reform of our banking system, our corporate 
governance rules and industrial relations should be meas-
ured in large part by the extent to which they help promote 
long-term investment in companies and in human capital.

Second, how to meet the challenge of investing in the 
forgotten 50 per cent of students who do not go to uni-
versity. Governments of all stripes have yet to crack the 
problem of Britain’s comparative weakness in the pro-
duction of technical skills, a weakness that has left our 
engineering, manufacturing, and industrial sectors hard-
pressed to find the young talent they need to thrive.
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Third, how to promote innovation and competitive-
ness. The days when the term ‘industrial policy’ was 
automatically associated with protectionism or propping 
up lame-ducks are over. A modern industrial policy must 
not be afraid to tilt the playing field in favour of firms who 
innovate, build sustainable value, and invest in people 
rather than poaching trained workers from others. 

Fourth, how to pursue not just redistribution but also 
predistribution – Jacob Hacker’s term for “a more equal 
distribution of economic power and rewards even before 
government collects taxes or pays out benefits”. This calls 
for particular attention to the way Britain’s labour markets 
work – from finding ways to rein in the runaway rewards 
for the very few at the top, to tackling the insecurity, low 
pay and poor prospects enjoyed by too many with fewer 
qualifications.

Opposition has little to recommend it, but one opportu-
nity it does offer is the chance to revisit our first principles, 
and find the courage to develop a genuinely radical 
response to the problems our country faces. The essays 
in this volume are imaginative and bold, and I hope they 
serve to stimulate both our thinking and further debate in 
looking to build a fairer and more sustainable economy for 
Britain.
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Introduction 
Ernst Stetter

The central message of this collection is that the 
ground has shifted. The financial crisis discredited 
the neoliberal agenda, which had been in the as-

cendant since the 1980s. European social democracy found 
itself on the back foot, having bought into the dominant 
paradigm through the centrist approaches of the third way 
and the neue mitte. The economic and political landscape 
has irrevocably changed and the most vital challenge for 
progressives is to lead a shift to a new paradigm, from a 
preference for financial capitalism to version of economic 
relations that benefits citizens. This is about establishing a 
new progressive narrative, which would pave the way to 
a better society. 

It is high time we rethought European policies towards 
the crisis. Four years on we remain in an unacceptable 
situation. GDP and GDP per capita are still below the 
pre-crisis level. Unemployment remains at historically 
high levels: in September 2012 the rate in the eurozone 
was 11.6 per cent of the labour force. Even worse, youth 
unemployment increased dramatically, with 17.7 per cent 
of 15-to-29-year-olds now unemployed in Europe. There is 
a high risk that this will last and we will face a long-term 
high level of structural unemployment, which is affecting 
growth and public finances. The consequences are clear: 
increased poverty and a deepening social crisis.
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We have a duty to address the manner in which we 
approach contemporary capitalism. The work of FEPS 
has sought to build a comprehensive narrative of how 
financial capitalism has reached its present predicament. 
Through co-operation with partners such as the Fabian 
Society, FEPS has aimed towards what Ed Miliband might 
call ‘responsible capitalism’. It is for this reason that FEPS 
has been so pleased to co-operate on this pamphlet. The 
articles contained herein go right to the heart of the prob-
lems facing present day capitalism. However, they go 
further and offer routes out of the mire. 

In the post-war years, European social democracy acted 
as a brake on capitalism, allowing the market to operate 
freely but responsibly, paying a social dividend. Thus, the 
welfare states of Europe served as a basis for decades of 
peace, prosperity and comparative equality. The monetar-
ists and neoliberals of the latter part of the 20th century 
changed all of this, stripping back the social protections 
and allowing the captains of financial capitalism to act 
with impunity amid a regime of light touch regulation. 
This also altered the capacity of the welfare state to cope, 
based as it was on the administrative structure of the 
nation state. 

Social democracy must face this reality in ways which 
do not simply involve bowing to the markets. In terms of 
the labour market, this collection makes a strong case for 
corporate governance reform, showing that, as Maurice 
Glasman writes, “labour is a source of value and its rep-
resentation on the corporate body of the firm means that 
its value can be reproduced.” Even in the age of globalised 
capitalism, it is possible to put traditional progressive 
values at the heart of the economy, making markets serve 
the people. The collection also looks at migration as a 
labour issue, which can be dealt with progressively. 

Perhaps the most international solution to the inter-
national problems posed by the globalised nature of 
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financial capitalism is the financial transactions tax. Such 
a tax could strengthen public finances across European 
nations including the UK, as Stephany Griffith-Jones 
argues in her essay.

Of course, the proceeds from such fundraising measures 
can be used to stimulate more productive economic activ-
ity, and thus a smarter and more inclusive model of growth. 
Publicly funded investments in areas of potential produc-
tivity but relative uncertainty can stimulate further private 
investment and produce a substantial multiplier effect. It 
can produce further innovation and, if financial resources 
can be raised at EU level, this can be put to good co-opera-
tive use to gather the critical mass to make Europe a hub of 
innovation. At a municipal level, a localised banking sector 
can help stimulate economic recovery through local knowl-
edge of small and medium sized enterprises. 

Innovation is at the heart of the progressive para-
digm shift. Innovation in economic and fiscal policy will 
produce the technical innovation required to bring growth 
and better living standards through the 21st century, both 
from social and environmental perspectives. Equality and 
sustainability must be at the heart of the progressive para-
digm and policy interventions related to education, skills, 
taxation, and corporate governance should be core parts of 
this platform. 

Europe is on the eve of important challenges, with elec-
tions in two ‘founding’ member states of the EU next year 
– Italy and Germany – and there is the need to prepare 
thoroughly for the next European elections in 2014. The 
challenges we face are profound and it is not simply a 
question of winning elections, it is a question of propos-
ing real alternatives for social democracy after the crisis; 
framing a truly social contract with citizens, based on pro-
gressive values. 

I am more convinced than ever that these times neces-
sitate pan-European progressive answers. National 
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solutions cannot resolve the crisis. The questions facing 
today’s society are not about the next set of elections or if 
a nation is for or against Europe. The questions are: what 
do progressives stand for? And what are the policies of 
Europe, and its member states, achieving? 

Furthermore it is also about expressing a hope for the 
future – a chance to shape our 21st century Europe by 
assuring a solid and values-based economic and social 
alternative. 

This pamphlet is a contribution to enhancing the debate 
about Britain’s ‘next economy’, which in turn could help to 
shape the ‘next Europe’. The future in the UK and in Europe 
lies in solid economic development. Without alterna-
tive economic policy approaches, high (full) employment 
cannot be guaranteed and this is the precondition for the 
wealth and prosperity of a nation and of our continent.
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1 | Rebalance what?
Andrew Harrop

With a little over two years until the next gen-
eral election, Labour’s objectives for economic 
reform feel ambitious yet vague. Words like re-

sponsibility and rebalancing are used a lot, but they raise 
as many questions as they answer. We can all sign up to the 
UK being a bit less reliant on the financial sector, but then 
what? When the left talks about rebalancing the economy 
we need to understand what it is we are trying to rebal-
ance and how – and say loud and clear why the right’s 
version of rebalancing will fail. The scale of the challenge 
should not be underestimated, however: achieving ‘one 
nation’ capitalism will mean the UK turning its back on 
the mid-Atlantic experiment and transforming itself into a 
mainstream north European economy.

For George Osborne, rebalancing is all about the deficit. 
His overriding political goal is to rebalance Britain’s public 
finances as soon as he can – and he’s not even doing well 
at that, as the 2012 autumn statement revealed so clearly. 
Economists can now see the perverse effects of simulta-
neous pan-European austerity which has lowered UK 
growth and tax receipts and pushed up social spending so 
that the deficit is hardly falling at all.

But there is a more subtle objection to Osbornomics: 
that successful deficit reduction depends on a simultane-
ous rebalancing in the private sector (something which is 
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unlikely to be achieved to the Treasury’s timetable). This 
view has been championed by Martin Wolf of the Finan-
cial Times and was the subject of a recent Fabian report A 
New Golden Rule: Putting the corporate sector surplus at the 
heart of economic decision making. The argument goes that 
since a public sector deficit is the mathematical inverse of 
a surplus in the rest of the economy, it can only fall when 
that surplus falls too. In the case of the UK it takes the form 
of a large corporate sector surplus and imports outstrip-
ping exports. Unless exports rise and the private sector 
stops hoarding so much cash, spending cuts just take you 
on a downward economic spiral.

So the first answer to what we mean when we talk 
about rebalancing, is that we need to unwind the economic 
forces which have led companies to accumulate so much 
cash. Above all this means finding ways to ensure that 
businesses prioritise investment over immediate profits. 
If the economy picks up, business investment may start 
to increase a fair bit, as it tends to oscillate a lot between 
good times and bad (for now businesses do not perceive 
domestic or export opportunities to justify much invest-
ment). But waiting for an upturn won’t be sufficient, 
because there are broader structural reasons for the UK’s 
weak investment performance. The short-termism of our 
financial markets has driven down investment by incenti-
vising firms and their executives to deliver fast profits not 
long-term value. If the UK’s investment rate of 15 per cent 
of GDP could be increased to match the eurozone’s 19 per 
cent, our growth prospects would significantly brighten.1

Meanwhile – and perversely – other parts of the private 
sector are starved of credit to invest in viable business 
opportunities, as Chris Leslie, Duncan Weldon and Chi 
Onwurah discuss elsewhere in this collection. In other 
words, in our unbalanced capitalism there is a massive 
disconnection between the supply and demand for capital 
itself. Banks should be playing a much bigger role in 
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transmitting money around the economy, but they remain 
fragile and undercapitalised. They’re struggling even to 
pass on the billions of pounds pushed their way through 
quantitative easing. So thought should also be given to 
alternative non-banking routes by which cash-hoarding 
segments of the private sector, like large businesses and 
pension funds, might invest in areas such as high-growth 
enterprise and long-term infrastructure.

Rather than trying to offset plummeting business invest-
ment through public sector capital spending, both Alistair 
Darling and George Osborne exacerbated the problem by 
cutting it savagely. Even though investment is the area of 
public spending, which is most likely to stimulate eco-
nomic growth, it has been cut from 4.8 per cent of GDP to 
2.5 per cent of GDP between 2009 and 2017, notwithstand-
ing the small adjustment announced by the chancellor in 
the 2012 autumn statement.2 Little wonder that the breaks 
have been put on government support for house-building, 
public buildings and infrastructure, despite the obvious 
job-creation benefits.

A future government should think much harder about 
how to channel sufficient public spending to where it is 
most likely to boost growth, including research and educa-
tion as well as capital investment. As Mariana Mazzucato 
shows in her chapter, publicly funded research and inno-
vation is an essential platform for corporate success stories. 
Similarly, evidence from across advanced economies sug-
gests that first-rate education systems are essential to drive 
growth, employment and earnings.3

If you believe that public spending matters for future 
growth prospects, however, you need to exercise extreme 
caution in paring it back. Major cuts make it very hard to 
sustain growth-oriented spending as well as the essential 
distributive roles of government, where the pressures con-
tinue to mount. George Osborne has traded one for the 
other in his eagerness to reduce spending, by maintaining 
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pensions and healthcare spending at a cost to everything 
else. His plan is for public spending as a share of GDP 
to shrink from the crisis peak of 47 per cent down to 39 
per cent, deliberately overshooting the long-term British 
average of 42 to 43 per cent. 

If we are to have both distributive and growth-orien-
tated spending the left needs to argue for a different path 
that sustains Britain’s post-1945 model. In our inward-
looking UK debate, the terms of which have been 
successfully framed by the Conservatives, this sounds like 
a controversial proposition, but it would still leave Britain 
with a smaller state than the EU average. Nor would it 
mean deficit denial, for Osborne’s ‘overshooting’ is not an 
inevitability of deficit reduction. Instead a future govern-
ment would need to raise more taxes and cut more slowly 
in order to stabilise the public finances at a higher overall 
level of spending. The left needs to embrace this alterna-
tive version of fiscal rebalancing.

There are, however, areas of government spending 
where it is desirable for the market to take more of the 
strain, for we spend billions on people of working-age 
who are either jobless or on low pay. If fewer people were 
out of work, rents were cheaper and people were better 
paid, then demand for public spending would shrink. 
The UK’s employment rate of 70 per cent is above the EU 
average; however we still under-perform five north Euro-
pean neighbours, showing there is room for improvement 
even during global economic gloom. Meanwhile the share 
of British workers who are poorly paid (below two-thirds 
of the national median) puts us right at the bottom of the 
EU15 league table. The exchequer would save huge sums 
in tax credits and other in-work benefits if rather than 
having 21 per cent of workers on low pay we could match 
Denmark’s 14 per cent or Finland’s 8 per cent.4

So reform of our labour market is the next priority 
for rebalancing. If we do nothing over the next decade, 
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employment is projected to slowly increase as the economy 
recovers5, however the incidence of low pay will grow 
worse because low paying sectors are expected to expand. 
Alongside benefit cuts this will more than offset the ben-
efits of rising employment, leading to real living standards 
falling for the bottom half of the income distribution6. 
Indeed the Resolution Foundation suggests that the real 
income of a family 10 per cent of the way up the income 
distribution will fall to levels last seen in the early 1990s.

To avoid this predicament the left needs to embrace a 
radical agenda for the bottom half of the labour market. 
This will be no mean feat, for the low-skill service sectors 
will still grow. So we must work on making low paid work 
better and better paid. This comes down to a combination 
of economics and sociology. Jobs need to be designed and 
people trained so work is more productive and secure, 
which in turn can bring about better pay and progression. 
But labour market rebalancing also means reassessing the 
status and value of low paid ‘women’s work’: for the huge 
disparities in pay across the EU for these service sector 
jobs (which are largely immune to the competitive forces 
of global competition) is about more than economics. 

In his chapter, Maurice Glasman writes about the impor-
tance of corporate ownership and governance structures 
as a route to redressing the balance between labour, profit 
and investment. The lessons from Germany are highly 
instructive, although we should be wary of direct imitation 
and ‘cookie cutter’ solutions. Across most successful EU 
economies stronger institutions outside the firm also play 
an essential role, so that firms operate in a context where 
their peers set positive expectations regarding the design 
of jobs, training and rates of pay. Ideally the pressure to 
improve should be self-generated from within sectors and 
supply chains, including through the pressure of govern-
ment procurement conditions such as living wage clauses. 
But new public institutions should be considered as a  
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fall-back along the lines of wage councils or the construc-
tion industry training levy.

We should also be relatively bullish about the poten-
tial for increasing the floor for low pay by raising the 
minimum wage. There obviously comes a point where 
raising the minimum wage will cost a significant number 
of jobs, but there is little to suggest we are near it yet, par-
ticularly as the national minimum wage has been losing 
value against inflation for more than five years. As the UK, 
we hope, moves towards recovery, in setting the minimum 
wage policymakers should err a little more than in the past 
towards improving pay rather than creating jobs.

There are three reasons for saying this: first, during the 
recession employment held up well at the expense of pay; 
second, it reflects the UK’s relative strengths within the 
EU, since we do well on employment but very badly on 
low pay; and third because British policy makers have a far 
better understanding of how to improve employment than 
earnings, so if anything were to go wrong we could step-in 
with an established toolkit, including better incentives to 
make work pay and robust welfare-to-work programmes. 
Indeed the savings from spending less topping up pay 
could be ploughed back into improving universal credit or 
childcare provision to improve work incentives and boost 
employment, especially for working parents.

So the next government should not only push for sec-
tor-based initiatives on pay and conditions, it should also 
introduce a new ‘escalator’ for the minimum wage to take 
it, in small increments over a parliament, to the level of a 
living wage (which is £7.45 per hour outside London). This 
may sound like a bold step, but for the worst hit sector, 
hospitality, it would mean an increase in payroll costs of a 
little more than one per cent per year.7

Yet, the reforms best placed to both increase employ-
ment prospects and boost low pay would be measures to 
improve skills in the lower half of the labour market; the 
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‘forgotten 50 per cent’. This was of course the theme Ed 
Miliband alighted on to bring to life his vision of a ‘one 
nation’ economy at the 2012 Labour party conference. He 
promised a new vocational qualification for 18-year olds, 
with English and maths, vocational skills, work experience 
and a respected school-leaving certificate. The detail may 
need some refinement (for example, a separate technical 
baccalaureate risks creating a new system of ‘sheep’ and 
‘goats’) but the concept of a new 16-18 curriculum is essen-
tially sound. 

However, the flow of young people into the workforce 
is far too slow for this to be the only route to improving 
workforce skills. In office Labour tried and largely failed 
to engineer a leap in work-related learning especially 
for adults without intermediate skills. As with low pay, 
the next government needs to hold out both ‘sticks’ and 
‘carrots’ to each sector so they develop and push robust 
qualifications which are useful to employers and stand 
individuals in good stead for the rest of their working lives.

But what about the top of the labour market? The 
changing profile of industrial sectors means we can expect 
continual growth in the number of professional jobs. But 
in their midst, Britain also needs more entrepreneurs 
and innovators of the sort Mariana Mazzucato and Chi 
Onwurah discuss in this collection. Meanwhile Jonathan 
Portes makes a convincing case for skilled migration to 
complement and boost home-grown sources of growth 
and innovation. It is an irony that most of the social 
anxiety about migration has been generated by unskilled 
migration from other European countries (over which the 
government has no control); but the coalition’s response 
has been to rein in skilled migration from the rest of the 
world, which brings such obvious benefits. 

Creating the institutions and culture for innovation and 
business growth is perhaps more important than picking 
out sectors or individual companies for special attention. 
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We need to be particularly careful about unthinkingly 
embracing calls for a manufacturing revival which, while 
desirable, will create far fewer jobs than broader-based 
growth in the non-financial service sector. If shifting the 
balance away from our shrinking financial sector means 
an increase in other services, with good jobs as a conse-
quence, that is nothing to regret.

While rebalance between manufacturing and services 
should not be a priority, British policy makers should worry 
obsessively about geographical rebalancing. Between 2000 
and 2010 regional economic disparities widened sharply, 
with every region and nation of the UK losing ground 
except for Scotland, the south-east and London.8 So we 
should be very wary of deliberately and rapidly drawing 
public money away from poorer regions. Yet at the same 
time regions outside south-eastern England need a fast-
growing private sector. This could mean setting up a more 
diverse banking system with regional banks, as proposed 
by Duncan Weldon, as well as strategic bodies dealing 
with transport and infrastructure. At more local level 
city-regions should take over more powers, including eco-
nomic budgets ranging from skills to housing. 

Geographic rebalancing would also be given a big shove 
forward if Britain were to shift a little away from taxing 
incomes towards raising money from wealth and land, 
where the regional and socio-economic inequalities are 
much greater. Taxing assets better would enable the UK 
to raise more money from rich households and businesses 
without raising marginal tax rates, which can dampen 
growth. Just as importantly it would suppress the ten-
dency for asset bubbles to inflate and burst, to everyone’s 
cost. The taxation of land or housing wealth, alongside a 
massive housebuilding programme and reduced mort-
gage deposit requirements, would start to improve the 
affordability of housing for middle earners and lower the 
huge regional disparities in housing costs. Not only would 
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this increase labour mobility, in many places it is the only 
way to make homeownership an option for families who 
cannot call on inherited wealth. 

If the Labour party is serious about a ‘one nation’ rebal-
ancing of the economy, it needs to paint on a vast canvass, 
with the goal of creating of a more north European style of 
UK economy. A British rebalancing must be broad-based, 
for change on any single front could just be a pin-prick. But 
taken together a wide package of reforms really can change 
the character of UK capitalism. The left must develop 
plans to engineer a shift from business cash-hoarding to 
investment; from a shrinking state to pro-growth public 
spending and taxation that targets assets over incomes; 
from a low-pay economy to one where modern skills are 
distributed across the whole labour market; from eco-
nomic policy run for finance to public policy that creates 
the foundations for broad-based innovation; and a gov-
ernment that tirelessly seeks to redress our deep-seated 
geographic inequalities. The list may be long and daunt-
ing, but rather than being a reason to walk away, it is a 
call to arms. We must make preparations for a radical 
government of the left which can take Britain back to the 
European mainstream.
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2 | Corporate Governance Reform
Maurice Glasman

The financial crash of 2008 will turn out to be the most important 
event in the politics of the next twenty years. It was the result of a 
failure of many things but one of them was corporate governance. 
The UK needs to learn the lesson of the German economy: that 
labour is a source of value and its representation on the corporate 
body of the firm means that its value can be reproduced.

It is two and half years since Labour’s general election 
defeat and there’s two and a half years to go until we  
 face the country again. It seems that we are still torn be-

tween a defence of the New Labour record and the articu-
lation of something different and better. The second option 
requires an explanation of what went wrong, particularly 
in relation to the growth of debt and the lack of genuine 
private sector growth or public sector reform. This also 
requires difficult conversations within the Labour move-
ment, the re-evaluation of cherished dogma, the genera-
tion of new alliances, and the admission of complication; 
when it is so much easier to blame it all on the cuts and 
call for a stimulus package. We are also torn between fear 
and hope, between the demonisation of the Tories and the 
making of a constructive offer that challenges all sectoral 
interests to find a common good. One of the difficulties is 
that New Labour thinkers were essentially right in their 



The Great Rebalancing

12

analysis of where we need to go and the conditions under 
which we can flourish in a competitive and globalised 
world economy; the problem was the means. They were 
right that we need to move to a high value economy, they 
were right to call it a knowledge economy and to view 
skills and education as a vital part of that. The problem 
was that their approach was based upon policy prescrip-
tion rather than new institutions, on management rather 
than leadership and that meant the domination of a single 
interest in decision making. 

The central insight of Blue Labour is that there was 
a fundamental problem with the political economy of 
New Labour. The assumption that globalisation required 
transferrable skills and not vocational speciality, and that 
tradition and local practice could be superseded by ration-
alised administration and production, both turned out to 
be mistaken. The denuding of the country and its people 
of their institutional and productive inheritance by the 
higher rates of returns found in the City of London, and 
then the vulnerability of those gains to speculative loss, 
is the story we confronted in 2008. It turns out that the 
German political economy, with its federal republic and 
subsidiarity, with its works councils and co-determination 
between capital and labour, with its regional and local 
banks and vocational control of labour market entry – a 
democracy locational and vocational – was much better 
equipped to deal with globalisation than we were with our 
financial services and transferrable skills. They generated 
value through pursuing a common good between capital 
and labour, which were both represented in the govern-
ance of the firm and responsible for the development of 
corporate strategy. They retained pre-modern artisan 
organisations and turned them into the foundation of 
their contemporary economic success. They entangled and 
constrained capital in a myriad form of localised arrange-
ments and they emerged from the crash, virtually alone, 
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with a productive economy and a functioning democracy, 
with greater equality than us and more meaningful work. 

The German political economy retained ideas of status 
that we discarded in favour of flexible labour markets 
and yet they proved better at adapting to the change in 
circumstances generated by new technology and financial 
innovations. They asserted that globalisation was not a fate 
that required a single response. Theirs was an Aristotelian 
conception of internal goods, of internal negotiation and 
co-operation, of a balance of interests within a corporation 
and not an exclusive assertion of external ownership and 
unilateral managerial prerogative. This characterised a 
system built upon strong, self-organised democratic insti-
tutions within the economy. The comparative superiority 
of the social market economy and the weakness of ours 
requires constitutional change and civic renewal as well as 
the creation of new economic institutions. In other words, 
the generation of a different system: a system that gener-
ates value rather than debt. We need changes to corporate 
governance that can correct an economic model with a bias 
towards immediate forms of financialisation. This means 
offering ‘incentives to virtue’ that can constrain the short-
term imperatives of profit-maximisation within a set of 
institutional relationships. Corporate governance reform 
sounds boring but it is about the balance of power within 
the firm, and that kind of rebalancing has not been at the 
forefront of Labour’s reasoning about industrial policy. 

It is essentially a move towards the generation of value 
and away from an exclusive reliance on credit. Before 
moving to the changes necessary in corporate govern-
ance it is necessary to consider in more detail one aspect 
of the New Labour growth model: debt. It is not only that 
when it comes to the combination of household debt and 
those held by our financial institutions, we are indeed 
the world leader but that this comparative advantage has 
been building for a long time. It has attained the status of 
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a ‘developmental pathway’ and its maintenance is sup-
ported by the two dominant interests supporting the status 
quo: finance capital and the state. To resist the domination 
of society by these two forces it is necessary to decentralise 
democratic power to local institutions that can resist the 
concentration of power and ownership that are generated 
by state and market based economic systems. 

The story presented here is that the combination of 
finance capital and public administration, which have been 
the dominant drivers of employment and growth over the 
past 30 years have not generated very much value. Of the 
1.3 trillion pounds lent by banks in the British economy 
between 1997 and 2007, 84 per cent was in mortgages and 
financial services. Debt, with everything that means for 
people, families and businesses, was the great growth area 
so that an economy built on invisible earnings concealed 
the virulent growth of an invisible grief. 

Neither a Keynesian nor a free market approach, state 
and market based strategies, can give any account of 
the societal conditions of economic success and yet they 
remain the fundamental choice we are forced to make. 
Neither model has the conceptual means of understand-
ing the importance of institutions, of vocation, of virtue 
and value in generating competitive advantage. Neither 
has the ability to conceptualise the importance of long 
term stable relationships between capital, labour and 
locality in generating growth and innovation that are the 
fundamental condition of competitive advantage in the 
contemporary market economy. 

An exclusively Keynesian strategy cannot effectively 
penetrate into the institutional mediation required for the 
renewal of skill, vocation and tradition within constantly 
transforming circumstances. Apart from the odd flashes 
of ambiguous insight in chapter 12 of The General Theory 
Keynes hardly touches on the firm, and what a good firm 
might be; there is no theory of the representation of the 
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interests within the firm and the institutions required to 
turn information into knowledge and the practices embod-
ied in those institutions. 

Counter-cyclical reflation has been practiced since 
Athens and Rome as a means of preserving the status of 
citizens and society and was the primary political economy 
of each city state in the era of the medieval communes. It 
is one of the essential tools of statecraft. However, in order 
to avoid the partnership of finance capital and the state, 
and build an alternative growth strategy it is not helpful 
to adopt an explicitly Keynesian method of stimulus. The 
practices of the social market economy in Germany and 
the theoretical framework given by Karl Polanyi in The 
Great Transformation are perhaps a better guide. Both stress 
the importance of preserving internal goods and prac-
tices within decentralised institutions as a core feature of 
contemporary economic success, which has to have a rela-
tionship with quality and excellence. 

The financial crash of 2008 will turn out to be the most 
important event in the politics of the next twenty years. 
It was the result of a failure of many things but one of 
them is corporate governance, and most particularly, 
accountability. The shareholder system is built upon the 
maximisation of returns so there is no reason for it to con-
strain the sovereignty of fund managers in their pursuit of 
maximisation and that led to cheating, exaggeration and 
extreme forms of speculation. This lack of accountability 
is seen as an important problem within the business elites 
and is precisely where a new consensus is possible relat-
ing to internal forms of accountability which combines 
interests with expertise. There is a growing realisation that 
the workforce has interests in the flourishing of the firm 
and an internal expertise in what is going on and how 
it is done. The complement of workforce to shareholder 
accountability strengthens the honesty and durability of 
the firm. It establishes a form of relational accountability. 
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A comparative analysis of corporate restructuring strat-
egy in Germany and Britain tells the story clearly. The 
resilience of German industry was based upon two funda-
mental differences with Britain, both relating to corporate 
governance. The first was that each stakeholder interest 
– capital, labour and region – has access to the same infor-
mation about the state of the firm and the sector and could 
negotiate a common response and bring people with them. 
The great unanswered question of British trade unionism 
is why did German car workers take a pay cut in a boom? 
The answer is to be found partly in the co-determined 
pension scheme which is partly based on the health of 
the sector, but more on the internal understanding of the 
long term changes required to compete effectively in a glo-
balised economy within a national framework in which 
workers had some power over their destiny. Power and 
responsibility are mutually supportive concepts. German 
workers could make an informed internal judgement as 
to their long term interests and negotiated a strategy of 
renewal with owners that could achieve the mutually ben-
eficial result of a more competitive industry. 

The second reason relates to the common good. The 
recognition of complexity within the corporation, the 
recognition that it is a body constituted by complex and 
mutually dependent functions and the representation 
of that in the corporate governance model meant that a 
common good of the firm could be negotiated. German 
industry works within a legal framework that is based 
upon the ‘equalisation of the burdens’. In this the burdens 
of decisions must be agreed to be balanced between owners 
and workers. This meant that there could not be the impo-
sition of a strategy that was based upon the interests of 
only one party. The result is predictable: fewer increases in 
managerial pay, a far greater retention of workers within a 
framework of greater flexibility, and a shared concern for 
the renewal of competitiveness. Capital was constrained 
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from taking a predatory form, a financialised form, and 
retained its productive status through being embedded in 
the corporate governance of the firm. 

Corporate governance reform asks a lot of capital. It 
relinquishes its ultimate sovereignty and recognises the 
workforce, and a skilled and powerful workforce at that, 
as a necessary part of the generation of value. It recognises 
the inability to hold itself accountable and recognises its 
common interest with labour in disciplining its tendency 
to be too generous to itself. It also asks a lot of labour, and 
of the unions. The German and British trade unions took 
different pathways in 1945. The British trade unions went 
for the Keynesian state model in which nationalisation, the 
welfare state, statutory wage settlements and collective 
bargaining were the mainstay. In West Germany, in con-
trast, they went for a worker representation model within 
the economy within a decentralised political system in 
which labour market entry was regulated by vocational 
qualification and the financial system was far more decen-
tralised, with regional and sectoral banks playing a far 
more significant role. While the British model was faster 
out of the blocks in 1945 it turned out that the German 
model won the race. They retained far higher trade union 
membership, lower wage differentials, fewer job losses 
and a vocational status for labour within the economy. 
One of the consequences of corporate governance reform 
is the requirement for trade unions to seek the common 
good and that is a conversation that has barely begun. 

Worker representation on remuneration committees is 
a step in the right direction but needs to be extended into 
wider reform of the governance of any firm above fifty 
employees. A third of the seats on the supervisory board 
should be elected by the workforce. The energy, skills and 
commitment of the workforce is of fundamental impor-
tance to the good of any company and how that feeds 
into decision making and product innovation is a matter 
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of institutional design. Corporate governance reform 
is not a stand-alone policy and requires new regional 
banking institutions and a renewal of vocational train-
ing and status. It is, however, the most fundamental for it 
restores a dignity to labour, a value, that has been for too 
long neglected in our economy. The lesson of the German 
economy is that labour is a source of value and its repre-
sentation on the corporate body of the firm means that its 
value can be reproduced. It is a fundamental part of the 
institutional ecology of a sustainable economy. 
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3 | A Financial Transaction Tax 
Stephany Griffith-Jones

At a time when many European governments face large deficits, 
partly as a result of bailing out the financial sector, it seems 
reasonable to expect the financial sector to support the balancing 
of the books. To hundreds of economists, the evidence is clear: 
a financial transactions tax would help strengthen the public 
finances across European nations including the UK, reduce the 
likelihood of future financial crises, and provide a new source of 
finance for European and UK growth. 

There is growing support in continental Europe for 
the approval of a financial transaction tax (FTT). 
This support has moved from just civil society and 

progressive political parties, as had been widespread in the 
past, to concrete support by the governments of 12 coun-
tries, including most of the major European economies 
(such as Germany, France and Italy) as well as Austria, Bel-
gium, Greece, Holland, Portugal, Slovenia, Slovakia and 
Estonia. These twelve governments are close to agreeing a 
formula for the FTT similar to that proposed by the Euro-
pean Commission, of a 0.1 per cent tax on bond and equity 
transactions, and 0.01 per cent on derivatives. This would 
be achieved under a mechanism called the ‘enhanced co-
operation procedure’, which allows some member states 
to move ahead when not all EU member states agree a 
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measure. It will require the European parliament to give 
its consent, which it is likely to do by December 2012, and 
the European Council would then hopefully adopt the au-
thorisation decision under qualified majority voting of all 
27 member states in early 2013.

The German government is already assuming this will 
happen and has budgeted small resources for FTT imple-
mentation for 2013, and income from its revenue starting 
in its 2014 budget. Though the main push has come from 
social democratic parties, it is interesting that several con-
servative governments, like the German and Spanish ones, 
have committed to approve and implement the FTT. A clear 
exception is the UK Conservative-led government, which 
has opposed this tax, even though the UK is one of many 
countries implementing a very successful stamp duty on 
sales of stocks and shares. It is widely seen that the posi-
tion of the UK government is based on a narrow defence 
of the short-term interests of the City, and of high income 
individuals in the financial sector, rather than of the inter-
ests of the broader UK economy as well as people more 
generally. Even the financial sector itself would benefit in 
the long-term from the additional stability and growth that 
an FTT would bring.

It is important for the UK Labour party to join other 
progressive European parties in supporting an FTT. At 
this stage, it could put pressure on the coalition to at least 
support the enhanced co-operation of other EU countries 
to implement the FTT, to ensure that this is approved by 
the European Council early in 2013.

In the future, a Labour government should itself use the 
enhanced co-operation procedure to join other European 
governments in implementing the FTT along the lines 
the European Commission is suggesting, and the Euro-
pean parliament is backing. There is very strong support 
amongst British people (at over 70 per cent in recent polls1) 
for a financial transaction tax. The revenues of FTT could 
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be for example partly used to capitalise a British invest-
ment bank (BIB), which is one of the visionary proposals 
of the Labour party to help restore growth to the British 
economy. According to an IPPR report on the British 
investment bank, a £40 billion capitalisation over four 
years would allow the institution to immediately raise 
funds on capital markets by issuing bonds up to a lever-
age ratio of 2.5:1, which would mean the BIB could have 
a balance sheet of £140 billion within four years. In fact, 
this is a conservative estimate as the European Investment 
Bank (owned by all European Union governments), which 
is increasing its capital by around 10 billion euros, is esti-
mating a much higher leverage ratio of 8:1.2

BIB funds could be used to increase lending for com-
mercially viable infrastructure investment and for lending 
to SMEs. These are very much needed, especially at a time, 
when private lending is still falling, due to the deleverag-
ing linked to the financial crisis. This lending would not 
just help boost growth and employment in the short term, 
but – as or more important – also increase supply in the UK 
economy in the medium and long term, and facilitate the 
necessary restructuring of the British economy towards 
internationally competitive and more dynamic sectors. 

Preliminary estimates for the annual income of an FTT 
in the UK vary in the range of £9 billion3 to much higher 
amounts.4 If the latter estimates were more correct, in the 
first few years of the tax part of the funds could go to capi-
talising the British investment bank, and the rest could go 
to budget consolidation. When these urgent needs are met, 
then in later years, some of the resources could be chan-
nelled to financing climate change prevention, especially 
in the developing world, that would both help the world’s 
poorest people and help protect the planet.

In the first phase, financing the BIB capital and budget 
consolidation would have clear positive macroeconomic 
impacts. Taxing mainly the most speculative frequent 
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financial transactions, (such as ‘high frequency trading’, 
which has no socially useful effect on the economy, but 
with potential serious negative effects on financial stabil-
ity) could actually boost future levels of UK GDP, mainly 
by reducing somewhat the likelihood of future financial 
crises. Raising this tax, which would be paid mainly by 
very high income people with high propensity to save, 
would in the short-term not reduce aggregate demand too 
much. If the additional tax income went to financing the 
capital of the BIB, its lending would clearly boost invest-
ment, growth and employment. Even if part of the revenue 
went for budget consolidation, this would lower borrow-
ing costs for the government, as well as increase future 
debt sustainability of the UK government.

Before the great contraction began in 2007, bankers 
had succeeded in painting financial transaction taxes as 
the idea of naïve idealists who knew little about the real 
workings of finance. This was absurd given that the idea 
had towering intellectual credentials. Keynes had recom-
mended it in The General Theory and Nobel prize winner 
James Tobin later developed it. Many leading economists, 
like Joseph Stiglitz, now support the idea.

Before the financial crisis, rather than looking to “throw 
sand in the wheels of finance”, in James Tobin’s colourful 
phrase, the story propagated by the industry was that those 
wheels should spin ever more quickly. The faster money 
moved, and the larger the financial sector, the more effi-
ciently savings would be allocated, we were told. Bankers 
and hedge fund managers would grow super-rich, but 
that was a minor distraction because the economy would 
be stronger and jobs more plentiful. That story has been 
knocked down by the financial crisis. Recent empirical 
studies by the IMF, including in its 2012 Financial Stabil-
ity Report, and by the Bank for International Settlements, 
conclude that increasing the size, and pace of growth, of 
the financial sector is good for economic growth – up to a 
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point. Beyond this point, a larger financial sector seems to 
reduce growth, as well as increase its volatility.

In this context, FTTs are no longer ridiculed; how could 
they be when the world’s most dynamic economies – like 
Brazil, South Korea and India – use them? When in 2011 
approximately $38bn was raised by FTTs in the 40 coun-
tries that have them? When Europe’s most successful large 
economy, Germany, wants to adopt one, along with eleven 
other EU states? Since 1986, and before in other forms, 
the UK government has unilaterally, without waiting for 
others to follow suit, levied a stamp duty reserve tax of 
0.50 per cent on transactions in UK equities. Despite not 
updating this tax to take into account derivatives and other 
innovations, nor taxing other instruments like bonds, it 
still raises $5bn per year. 

One of the key reasons why these FTTs work is that 
they are stamp duties, on the transfer of ownership, and 
are not based on tax residence. If the transfer has not been 
‘stamped’ and taxes paid, the transfer is not legally enforce-
able. Institutional investors who hold most assets around 
the world do not take risks with legal enforceability. 40 per 
cent of the UK stamp duty reserve tax receipts are paid by 
foreign residents. Far from sending tax-payers rushing for 
the exit, this tax gets more foreigners to pay it than any 
other. It is very encouraging that the latest version of the 
FTT, being discussed in the European parliament, incorpo-
rates positive lessons from the UK stamp duty on stocks 
and shares and proposes that both residence and place 
of issue should be taken into account. This combination 
will make it far harder for evasion of this tax to occur by 
trading in other centres, such as the US or Asian ones. 

An incorrect argument, promoted by the City of 
London, is that it is necessary for all major financial centres 
to impose an FTT, to avoid the risk of relocation; this is 
used  as a deterrent for governments not to join the FTT. 
However, FTTs have always been levied unilaterally to 
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date. The argument that the UK would have to wait on the 
US or any other financial centre to introduce a broad based 
FTT flies in the face of the global experience. As pointed 
out, over 40 unilateral FTTs have been levied – either 
temporarily or permanently – to date, including leading 
nations such as South Africa, India, and Brazil, not to 
mention UK stamp duty and the small levy that funds the 
Securities and Exchange Commission in the United States. 
An FTT can also be designed – as with the European leg-
islation – to tax transactions wherever in the world they 
take place (residence principle) as well as  to tax transac-
tions issued in a particular country (issuance principle). 
The relocation argument is therefore a mirage, one which 
does not stand up to the close scrutiny of FTTs in either 
theory or practice.

Having lost the argument on feasibility, the finan-
cial sector and their political friends are now vigorously 
opposing FTTs with ever more outlandish claims about 
their negative impact on the wider economy. In fact, the 
European Commission model estimates in its latest itera-
tion that a 0.1 per cent FTT on equities and bonds could 
reduce GDP by just 0.1 per cent. This takes into account 
that the overwhelming majority (85 per cent) of invest-
ment is financed from retained earnings or bank loans not 
subject to FTTs. Furthermore the proposed FTTs would 
apply only to transactions between financial institutions 
and would not cover companies issuing new shares. 

But this is not the complete story. It is necessary to add 
that the tax would fall heaviest on short-term holders of 
securities like high-frequency traders, hedge funds and 
the banks’ proprietary trading desks and fall least on 
long-term holders like pension funds, life insurance com-
panies and private equity firms. This would likely trigger 
a shift away from short-term trading in favour of long-
term holding that will reduce misalignments in markets 
and their subsequent abrupt adjustments or crashes. FTTs 
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would therefore somewhat decrease the likelihood of 
future crises and indeed those countries that have FTTs 
were disproportionately amongst those least affected by 
the crash that started in 2007. If we conservatively estimate 
that the probability of crisis would decrease by only 5 per 
cent as a result of the FTT, which is very low, and we take 
into account that on average financial crises lower GDP by 
around 7 per cent, we would have a positive impact of 0.35 
per cent of GDP due to smaller likelihood of future crisis. 
The total net effect of an FTT would be an estimated boost 
of European GDP by 0.25 per cent, not a reduction.5 

At a time when many European governments face 
large deficits, partly as a result of bailing out the financial 
sector, it seems reasonable to expect the financial sector 
to support the balancing of the books as well as adopting 
measures to help reduce the likelihood of future crises, 
and, perhaps most urgently, helping finance measures 
that lead to the promotion of European growth. To hun-
dreds of economists, the evidence is clear that an FTT 
would help to strengthen the public finances across Euro-
pean nations including the UK, reduce the likelihood of 
crises, and provide a new source of finance for European 
and UK growth. Then as the crisis recedes a proportion of 
FTT revenues can in the future be ear-marked for helping 
to finance solutions to some of the world’s most difficult 
international problems like poverty and climate change. 
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4 | A Nation of Innovation
Chi Onwurah

We are on the brink of another industrial revolution, as we deal 
with the carbon legacy of the last one and emerging markets 
industrialise. We need to make sure that the rewards of this 
revolution’s innovations are distributed more fairly than the last, 
by democratising our science talent base and enabling small and 
medium sized enterprises to take advantage of the opportunities 
on offer. We can improve the financing of small, innovative 
businesses, through commercial bank lending, procurement and 
public investment.

When I was growing up the north east was the 
UK’s industrial powerhouse. Quite literally: the 
coal which fed the power stations which fuelled 

our industry was beneath our feet. Across Newcastle, the 
end of the school year would see thousands of school leav-
ers walking straight into apprenticeships in the shipyards 
or the factories. At the Armstrong site in Elswick in my 
constituency 23,000 were employed during its heyday 
in the early 1900s, Swan Hunters in Wallsend employed 
11,500 shipbuilders in the 1970s.

Those days are gone and with them the structure of 
employment in the region. The north east is still a manu-
facturing centre, but automation and huge productivity 
gains mean that manufacturing is no longer the leading 
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employer in the region. That title has passed to the public 
sector where one quarter of the region’s workforce are 
employed. The government’s current targeting of public 
sector employment is hitting the region hard.

A one nation economy requires jobs, good jobs; not 
minimum wage or dead-end jobs but the sort of produc-
tive and well-remunerated employment that young people 
want to aspire to and will help close the income inequality 
gap which has widened so much since the sixties. 

Government needs to nurture the businesses who will 
provide these jobs. We are often told to focus on building 
UK Googles and Facebooks. The UK economy would cer-
tainly benefit from new media giants – as long as they pay 
their taxes – but let us not forget that for every £700,000 
of sales revenue Google employs one person whilst Rolls 
Royce employs three. 

So while we want new media giants we need a range of 
growing innovative companies in different sectors, includ-
ing manufacturing, to provide the good quality secure and 
flexible jobs that a fairer, more productive economy needs. 

Napoleon called us a nation of shop keepers – he meant 
it as an insult, we took it as a compliment. Now we need to 
become a nation of innovative businesses. A whole nation of 
innovative businesses that is. Not a cluster in east London 
and another on the M11, but a nation where a new, innova-
tive, business could be started over a coffee in any city.

Unlocking the small business innovation potential is the 
achievement which I believe would do the most to guaran-
tee our economic prosperity in the future. And if we have 
the right approach to skills, risk and reward it will also 
contribute to a more equal society.

Innovation is not necessarily a force for a fairer society. 
It is important to remember that the first industrial revo-
lution actually led to increased inequality as crafts jobs 
were lost and industrial magnates made fortunes they 
did not share. Economists William Lazonick and Mariana 
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Mazzucato showed in a recent paper how the rewards of 
innovation are not always fairly shared by those who take 
the risks, especially employees.1

We are on the brink of another industrial revolution, as 
we deal with the carbon legacy of the last one and emerg-
ing markets industrialise. We need to make sure that the 
rewards of this revolution’s innovations are distributed 
more fairly than the last, by democratising our science talent 
base and enabling small and medium sized enterprises 
(SMEs) to take advantage of the opportunities on offer.

SMEs account for almost half of UK economic output 
and almost 60 per cent of private sector employment. 
There are 4.8 million SMEs2 in the UK and 1.6 million3 on 
job-seekers allowance. If only one third of SMEs took on 
one more person the battle against unemployment would 
be won. That’s why Labour set up a small business task-
force to look at how we can create the best environment 
for SMEs to start, grow and develop through every stage 
of their business life cycle

Now most economic literature agrees that innovation 
is a critical driver of growth. One study analysed by the 
Harvard Business School professor Josh Lerner in his 
book Boulevard of Broken Dreams estimated that 80 per cent 
of growth is due to innovation – that is innovation in the 
broadest sense, covering new processes, business models 
and materials as well as products. NESTA more recently 
put the figure at 63 per cent.

Unlocking the innovation potential of small businesses 
in a fair and equitable way will not be the result of any 
one policy. There are many different factors that need to be 
addressed, from the perception of business and innovation 
in our culture to the relationship between universities and 
small and medium enterprises. Perhaps most importantly 
the financial environment needs to be considered.

In this chapter, I want to focus on three potential ways 
to improve the financing of small, innovative businesses, 
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through commercial bank lending, procurement and 
public investment.

Despite many, many warm and occasional angry words 
on the subject, this government has not succeeded in sig-
nificantly improving bank lending to small businesses. 
Indeed there is considerable evidence, both anecdotal and 
quantitative, that lending to small businesses has declined 
as banks become more risk averse and seek to rebuild 
their balance sheets. Businesses in my constituency com-
plain that they have been forced from existing loans onto 
new overdrafts at higher rates which are then counted as 
‘new’ lending. The most recent figures from the Bank of 
England show that lending to businesses has contracted in 
nine out of the past twelve months and fallen by more than 
£13 billion over this period, while the ITEM (Independent 
Treasury Economic Model) club has predicted that bank 
lending is falling to its lowest level since 2006. 

Nick Tott’s recent report for Labour’s policy review – 
The Case for a British Investment Bank’ – gives a detailed 
analysis of the small business lending failure. One of the 
key challenges is knowledge and support – understanding 
the small business and supporting it as it grows. 

Banks may lend to businesses they know well in recog-
nised market segments with plenty of fixed assets. When 
it comes to markets with which they are less familiar they 
turn the business away. New innovative businesses often 
add technology risk to the mix, engineering businesses 
require significant capital investment. What these busi-
nesses need is finance which is knowledgeable and patient, 
and that is all too rare.

Knowledgeable finance not only provides money but 
support, helping upskill small businesses to meet the 
demands that growth places on them. For example, fast 
growing SMEs have a great need for skilled, innovative 
people but do not have large human resources depart-
ments to help attract, retain and manage them.
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Equally as our own economy bumps along somewhere 
between recession and sluggish recovery, growth opportu-
nities are increasingly likely to be found abroad but many 
SMEs do not have the right overseas contacts or knowl-
edge to exploit them, or the influence to win a place on a 
prime ministerial trade mission.

Some commercial banks are developing programmes 
to bridge the gap. One such is Santander’s ‘Breakthrough’ 
programme which aims to help the UK’s fastest growing 
SMEs achieve their full potential through intensive, hands-
on support. So the bank funds business workshops with 
successful companies, networking conferences and inter-
national trade missions as well as internships to match 
university graduates with small businesses. 

And of course it provides finance, £150m from Santander 
and £50m from the regional growth fund. One year in, San-
tander Breakthrough report they have invested £5m in four 
companies, created over 200 new jobs, taken 30 SMEs on 
three trade missions (including one all women trip to the 
US) and are offering 500 internships through 65 universities. 

Feedback from the small businesses on the programme 
is universally positive, in contrast to the criticism I hear 
all too often in my surgeries. It is early days but such 
programmes would seem to suggest that when the right 
incentives are in place, and the will is there, high street 
banks can make a difference. 

The Santander Breakthrough program is clearly having 
some success but it lacks scale and, critically, businesses 
need to have revenue of £500,000 to reap most of the ben-
efits. It is not going to help start-ups that have yet to make 
their first big sale. 

But there is a programme designed to do exactly that 
– and Labour introduced it. The Small Business Research 
Initiative (SBRI) is based on a long running, highly suc-
cessful US programme which helps smaller businesses 
develop new technologies for public sector customers. 
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A public organisation identifies a specific challenge 
and in an open competition small businesses submit their 
ideas for innovative solutions. Those showing promise 
are awarded initial development contracts up to £100,000. 
After assessing the results, the most successful may be 
awarded a further contract worth up to £1 million to 
develop the product to commercial viability.

In one example a Scottish company developed soft-
ware to translate sign language into text to help hearing 
impaired people use smart phones. The device camera 
captures a video stream which is then processed by the 
software to recognise sequences of user gestures through 
a locally stored ‘library’ of core concepts or words. These 
are then assembled into sentences, which are outputted as 
text in real time.

With fewer than 10 employees but £150,000 of SBRI 
phase 2 funding, Technabling Ltd is now working to 
extend the image recognition technology to capture the 
whole of British sign language enabling a fully fledged, 
affordable product which could transform the way 100,000 
British Sign Language users communicate with other 
people. ‘Assistive technology’ is a growing field bringing 
technology to the assistance of those who need it most.

SBRI offers many advantages to Technabling Ltd com-
pared with conventional grants programmes, which can 
only fund a proportion of total costs. SBRI provides 100 
per cent funded procurement contracts and the funding 
goes directly to the small business; it is linked to a real cus-
tomer need, and it provides a track record for subsequent 
customers and investors. For public sector customers, the 
phased approach helps to manage the risk so evident in 
many public IT procurement programmes. 

But despite its popularity with SMEs total SBRI spend 
is still only around £20 million per annum. Taking into 
account the relative size of the UK economy, this is about 
one tenth of US spend on its equivalent program and is 
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less than a tenth of the amount Eric Pickles planned to 
spend promoting weekly bin collections. There have been 
calls to expand this and Labour is looking at this as part of 
our policy review. We are clear that we need to have the 
right programmes and institutions that can help unlock 
the innovation potential at different stages of the business 
cycle. 

So getting commercial lending right and driving inno-
vative procurement through schemes like SBRI could help 
make knowledgeable and patient finance more available. 
Success breeds success and a vibrant environment of 
growing, innovative small businesses will encourage tech 
entrepreneurs and academics to take their ideas to market. 
But innovation needs to spread beyond those who are 
already in the sector. It needs a public face and a way of 
engaging people more directly in the highs – and lows – of 
the innovation process.

Part of this should be through our culture and the media 
– sharing more of the stories of the great small innovative 
businesses across the country. But some have made propos-
als for how high street savings and investments schemes 
could play a greater role in promoting innovation. One 
existing scheme is the Individual Savings Account (ISA) 
which uses tax benefits to encourage savings and invest-
ment in certain types of stocks and shares. 

In France however an ISA-type product is used to 
encourage innovation. The Fonds Commun de Placement 
dans l’Innovation (FCPI) scheme raises investment funds 
from the general public to finance innovative technology 
companies in France and abroad. This has proved very 
successful in raising funds – over €6 billion since 1997. By 
the end of 2010, FCPIs had invested in over 1,150 compa-
nies through 300 funds run by nearly 40 asset management 
companies. Comprehensive analysis of the data available 
indicates that FCPI funds have had a demonstrably posi-
tive effect on their target market of innovative SMEs.
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One sector of our economy which is characterised by 
small growing companies is biotech. Their industry group, 
the BioIndustry Association (BIA) is calling for a form of 
innovation ISA – Citizens’ Innovation Funds (CIFs) which, 
they argue, would ‘provide a practical way of unlock-
ing the patriotic potential of a large number of Britons to 
support the innovative businesses which are essential for 
our nation’s economic future’. Their analysis suggests that 
the costs of the tax relief would be returned to the treas-
ury within three years through increased corporation tax, 
employee income tax and national insurance tax receipts, 
but detailed modelling would be required before this 
could be confirmed.

Investment in innovation is risky. As the advertisements 
say ‘investments can go down as well as up and you could 
get back less than you have paid in’. But investment in 
innovation is also exciting and productive, leading to new 
applications and medicines, better ways of communicating 
and cleaner sources of energy, which touch all of our lives. 
If the risks are clearly communicated and managed through 
appropriate investment vehicles, knowledgeable and 
patient finance and supportive procurement programmes, 
many more British businesses and individuals might be 
inspired to share in the adventure. Investment in innovation 
is wealth creating. We need to expand the opportunities to 
share in that wealth and build a nation of innovation.

Endnotes

1	 The Risk-Reward Nexus in the Innovation-Inequality Relationship, 
www.finnov-fp7.eu/publications/finnov-discussion-papers/risks-
and-rewards-in-the-innovation-inequality-relationship 

2	 www.fsb.org.uk/stats
3	 1.58 million as of October 2012 (Office of National Statistics, 

www.ons.gov.uk/ons/rel/lms/labour-market-statistics/
november-2012/table-cla01.xls)
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5 | A Diverse Banking System
Duncan Weldon

The UK has an unusual triple cocktail of banks that are very 
large, very concentrated and are central to financing British 
businesses. A diverse banking system - such as Germany’s - with 
many more players focused on different geographies, different 
sectors and different types of banking would be more supportive 
of the real economy, less at risk from the failure of any one 
institution and probably marked by less excessive remuneration.
 

Ever since the failure of Northern Rock in 2007, it has 
been clear that the UK’s banking system is not work-
ing. A crisis in the banking system led to a collapse in 

GDP, a large rise in unemployment and the ballooning of 
the government’s deficit. The recovery is being held back 
by tight bank credit with the existing system seemingly 
unable to provide enough finance to small and medium 
sized enterprises (SMEs) or long-term finance to fund in-
frastructure projects. But the problems in the UK banking 
sector did not suddenly emerge five years ago and they 
are not just a reflection of the weak state of the economy; 
instead the UK is faced with a deep structural problem in 
how its banking system operates. 

There are three distinct issues facing policymakers 
dealing with the UK’s broken banking model: the chal-
lenge of making it safer to avoid a repeat of the crash; the 
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problem of excessive remuneration, which is highlighted 
with each passing bonus season; and the underlying ques-
tion of how the banking system can be made to support 
the real economy.

Much of the policy discussion since the crisis has been 
focussed on the first of these issues, indeed the Independ-
ent Commission on Banking (ICB) looked at little else. 
The ICB’s recommendations (primarily around the need 
for a firewall between retail and investment banking) go 
some way towards making the system safer but they do 
little to ensure we have the banking system that the wider 
economy needs.

The scale of the challenge is best seen by looking at 
lending figures. £1.3 trillion of loans were extended to 
British residents by UK banks in the 10 years before 2007, 
around 100 per cent of GDP, and 84 per cent of this went into 
either property or to financial companies. The banking sys-
tem’s focus on property and finance contributed to regional 
inequalities, to the UK’s low level of investment and to the 
asset price boom, which sowed the seeds of the crisis.

This is an old debate in the UK. The failure of banks 
to support growth businesses was identified by the Mac-
millan Committee in 1931 (the so-called ‘Macmillan gap’) 
but complaints that the UK’s banks were not supporting 
industry can be found as early as the 1890s when industri-
alists glanced longingly across the Channel at the German 
Reichsbank. 

Whilst the failure of banks to lend enough has featured 
heavily in the news in recent years, the deeper issue has 
been debated for over a century.

The fact that UK banks have been so poor at supporting 
the real economy may seem somewhat paradoxical given 
the UK’s global reputation as a centre for financial services. 
However, the globally focused international wholesale 
market, based around the City and Canary Wharf, actu-
ally has very little to do with real the UK economy. The 
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UK’s domestically-focused financial markets – the actual 
business of extending finance to companies that need it – 
is both bizarrely underdeveloped and oddly concentrated.

There are many ways that a company can access the 
finance it needs to invest and grow, the most straightfor-
ward being the reinvestment of retained profits. In terms 
of equity finance the UK has large and well-developed 
equity markets but access to the stock market is only 
really an option for larger firms. The UK’s venture capital 
markets are small by international standards and, whilst 
the UK has a large private equity sector, this is not effective 
in supporting growing companies – indeed it often seems 
more preoccupied with buying out existing companies 
and selling off many of the assets.

As a result of the lack of equity finance, UK companies 
that need external finance (i.e. that cannot finance them-
selves from their existing resources and profits) are reliant 
on debt finance. The UK’s bond markets (only really an 
option for larger companies anyway) are the smallest in 
the G7, meaning that it is traditional loans from banks that 
many companies rely on.

The banks therefore play a very important role in the 
UK economy: if a company wants to expand and cannot 
fund itself through retained profits then, in the absence of 
a larger venture capital sector or bond market, it is to the 
banks that a company has to turn.

The UK’s banking sector is not only of vital importance 
to growth but is also highly concentrated and very large. 
The top 10 British banks in 1960 represented 69 per cent of 
the banking sector and their combined total assets were 
equal to 40 per cent of GDP. By 2010 the top 10 banks rep-
resented 97.3 per cent of the sector and their total assets 
stood at 459 per cent of GDP. 

The UK then has an unusual triple cocktail of banks that 
are very large, very concentrated and are central to firm 
finance. 
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The concentration of the sector causes a multitude of 
problems, the first of which is the ‘too big to fail’ problem. 
When Barclays assets have reached 110 per cent of GDP it 
is almost inconceivable that it could ever be allowed to fail 
– the implications for the wider economy (and the rest of 
the financial system) would be catastrophic. The markets, 
knowing this, sense that Barclays will never be allowed to 
fail and hence the perceived credit risk of lending to it falls. 
In effect the implicit public backing lowers a large bank’s 
borrowing costs and gives it a competitive advantage over 
smaller competitors.

The size of this implicit public subsidy is disputed but 
recent work by the Bank of England puts the figure in the 
UK somewhere between £6bn and over £100bn annually 
– with the strong suggestion that is likely to be towards 
the higher end of this scale. As the paper concludes, “all 
measures point to significant transfers of resources from 
the government to the banking system.”     

This public subsidy would be almost defensible if it was 
passed on to consumers in the form of lowering borrowing 
costs but there is little evidence that this is the case. Instead 
the subsidy seems to find its way into higher pay packages 
and larger bonuses.

Another problem with excessive concentration is that it 
makes the whole system less resilient. If a country has dozens 
of banks and several run into problems, there will still be 
healthy banks capable of lending to support the real economy. 
Whereas, if a country has only a handful of large lenders and 
they all run into trouble, then that country will experience 
very weak credit growth, holding back any recovery.

Finally there is a powerful argument that a finance 
sector which becomes too large has a negative impact on 
the rest of the economy. As the Bank of England’s Andy 
Haldane has argued, this is “because human and financial 
resources are drained from elsewhere in the economy. The 
sectors hardest-hit by this financial vacuum-cleaner effect 
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are research and development-intensive businesses (who 
might otherwise have attracted the scarce, skilled labour 
that flowed into finance) and businesses reliant on exter-
nal funds (whose financial cake was instead being eaten 
by the banking system). These are the very businesses 
that today we are seeking to re-nurture.” Haldane goes on 
to argue that this changed the nature of the offer banks 
made to customers: “The humble, regional loan officer was 
pensioned-off, replaced by a centralised credit risk model 
which neither answered back nor required a pension …
Banking became a transactional business, underpinned by 
a sales-driven, commission-focused culture.”

There is no question that the UK’s banking system 
requires serious reform, as politicians from all the major 
parties appear to be realising. Two such reforms can be 
identified, the first of which is now seemingly supported 
by all the major parties, the second of which has yet to 
enter mainstream political debate.

The first reform is the vital need for some kind of state-
backed credit provider, focused on making sure credit gets 
to SMEs and infrastructure projects. As Nick Tott’s report 
for the Labour party noted, the UK is the only G7 economy 
without such a body.

In Germany the development bank KfW, established 
in 1948, has long been an important driver of Germany’s 
industrial success. In 2010 it extended a record €28.5bn 
in loans to SMEs as well as supporting infrastructure, 
housing, energy efficiency and new environmental tech-
nologies. By using the government’s AAA rating to raise 
funds, KfW can borrow at a lower rate than many other 
banks and passes these savings onto customers. In addi-
tion the bank can act counter-cyclically, extending its 
lending when other banks are pulling back and helping to 
smooth some of the volatility out of the credit cycle.

Successful state-owned credit providers such as the 
KfW, the Nordic and European investment banks and the 
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US Small Business Administration provide a model that 
the UK should seek to emulate. All three major parties 
now back some form of state-owned lender.

But there is a bigger debate to be had. The question 
becomes: would a state-owned investment bank alone be 
enough to make a serious difference to the UK’s banking 
structure? As the IPPR’s recent report on the case for a 
British investment bank (BIB) noted:“The BIB should also 
offer long-term loans and should seek to adopt an on-lend-
ing model1, though a key challenge would be how to tailor 
the KfW’s on-lending model to fit within the context of the 
UK’s commercial banking structure.”

This touches on an important issue – one reason that 
KfW works so well in the German context is the existence 
of a very different banking system, one that is markedly 
different to the UK’s highly concentrated structure.

Whilst the UK relies on a handful of big commercial 
banks, Germany has a ‘three pillar system’ with over 400 
municipally-owned savings banks (Sparkassen) and 1,100 
co-operatives operating alongside the commercial sector. 
These banks have weathered the crisis in much in better 
shape.

Most of these banks are constrained to lend within a 
certain geographic area – something which astonishes 
many Anglo-Saxon bankers. 

The IMF, in their most recent assessment of the German 
banking sector explained that in Germany “the contrac-
tion of bank lending during the financial crisis was mostly 
demand-driven and was significantly explained by real eco-
nomic variables. In particular, the decline in bank lending 
was more evident for large banks, whereas Sparkassen and 
co-operative banks typically lending to SMEs have pro-
vided stable supply of loans, and they managed to expand 
their retail lending throughout the crisis.”

The IMF concludes that as a result “German interme-
diaries may be able to increase social welfare through 
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the provision of services and intertemporal smoothing of 
returns that a more short-term oriented market has limited 
incentive to provide.”

Germany’s diverse banking ecology has allowed a 
more long-term focus by industry, has supported a higher 
level of investment and, perhaps crucially, has allowed 
Germany to avoid many of the stark regional inequalities 
that mark the UK economy.

The primary problem facing the German banking sector 
according to ratings agency Moody’s is a “lack of profita-
bility”. If only the UK had such problems with its banking 
system. 

Establishing a state investment bank is a necessary 
but insufficient step to ensuring the banking system sup-
ports the real economy. What is really required is a more 
diverse banking system in the UK. More mutually-owned 
banks, for example, would help address some of the issues 
around short-termism and corporate governance. 

A diverse banking system with many more players 
focused on different geographies, different sectors and 
different types of banking would be more supportive of 
the real economy, less at risk from the failure of any one 
institution and would likely be marked by less excessive 
remuneration. 

Endnotes

1	 When an organisation lends money they have borrowed from 
another organisation or person
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6 | Lighting the Innovation Spark 
Mariana Mazzucato

Growth depends on public and private investments in 
innovation. In places like Silicon Valley, private finance worked 
well when riding on a wave of state funded investments in areas 
of high technological and market uncertainty. But today we face 
decreasing government budgets able to play this leading role, 
and too little direct return for the state on its risky investments 
in innovation—with the private sector collecting all the rewards. 
Governments must be able to retain ownership over a small 
proportion of the value they create, which over time can be 
reinvested into innovation-led growth. We must also foster ‘eco-
systems’ that are less parasitic, increasing rather than decreasing 
the incentives of the private actors to up their game in investing 
in areas that promote long-run growth.

It is often argued that what is missing in Europe is the 
availability of private finance – of those willing to fund 
radical technologies and the risk associated with de-

veloping them. Yet what is not said is that private finance 
works well especially when it rides a wave of state invest-
ment, as it has done in the USA. All the major technologies 
that make the iPhone so ‘smart’, for example, are funded by 
public sector organisations: GPS, the internet, touch screen 
display, and even the latest voice activated SIRI personal 
assistant – all owe their funding to the state. ‘Geniuses’ like 
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Steve Jobs, and the presence of private venture capital, are 
fundamental, but without the state funding of both basic 
and applied research in the core radical technologies, it is 
not clear whether the venture capital model would work 
at all, and whether individuals like Jobs would have much 
to add their design talent to. 

Economists have relied on the ‘market failure’ approach to 
understand the state’s role in the economy. This assumes that 
the state is limited to correcting and fixing problems in the 
market rather than actively shaping and creating the market. 
Thus, ‘externalities’ and problems of capturing profits gen-
erated by innovation are used as the reason why the state 
should fund areas like ‘basic’ research. However, the mission-
oriented investments, which make up about 75 per cent of 
public sector investments in innovation in many advanced 
economies, cannot be understood within the market failure 
perspective. Missions, such as putting a man on the moon 
to developing the internet (which was done in DARPA, an 
agency of the US Department of Defense) involve both basic 
and applied research, and are driven not by the dynamics 
of the private-social ‘wedge’ but by direct objectives of the 
government. Indeed, the very heavy funding of the US phar-
maceutical industry arises from the US government mission, 
through its National Institutes of Health (NIH), to “seek fun-
damental knowledge about the nature and behavior of living 
systems and the application of that knowledge to enhance 
health, lengthen life, and reduce the burdens of illness and 
disability”. The budget of the NIH has reached $400bn over 
the last decade, with $31bn in 2012. 

At a more micro level, between 1971 and 2006, 77 out 
of the most important 88 innovations (rated by R&D 
Magazine’s annual awards) were found to have been fully 
dependent on federal support, especially, but not only, 
in the early phases1. And all the major ‘general purpose 
technologies’, from aviation to the internet, owe their core 
funding to the public sector2. 
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And it is not just about research. While many associate 
risk capital with either ‘business angels’ (affluent indi-
viduals who provide capital for a business start-up) or 
venture capital, the reality in many countries and regions, 
including in Silicon Valley, is that it has been public not 
private funds which have filled the high-risk funding gap. 
In the USA, the Small Business Innovation Research (SBIR) 
programme, which began in 1982, provides almost $2.5 bn 
annually to small firms. And as venture capital has become 
increasingly short-termist, pursuing returns in a three to 
five year period, the SBIR programme has found itself 
stepping up, often funding firms that venture capital is too 
risk averse for. Indeed, Gary Pisano has argued that the 
short-termism of venture capital makes it an inappropriate 
model to drive innovation in science-based sectors, such 
as biotech, nanotech and today’s clean-tech, which require 
much longer time horizons3. The fact that the innovation 
process is uncertain, collective (with the state playing 
a leading role), and also cumulative (innovation today 
builds on innovation yesterday) means that when venture 
capital eventually enters, it manages to reap a far greater 
return than just its marginal contribution4. And this has 
not helped science-based sectors like biotech, which due to 
the long innovation cycle require patient finance, but being 
dominated by venture capital finance have ended up with 
a plethora of venture backed product-less initial product 
offering (PLIPOs). No products, no jobs: little value to the 
economy. 

Interestingly, one of the results of this eco-system in 
which the state plays a leading role beyond that which has 
been attributed to it by the market failure perspective has 
been a fall in the investments actually made by private firms 
in the innovation process. As argued by Marcia Angell, the 
NIH has been much more ‘risk-taking’ than private large 
pharmaceutical companies, with up to 75 per cent of the 
most radical new drugs (new molecular entities with ‘prior-
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ity’ rating) coming out of public not private labs5. Yet, as the 
NIH has been spending more and more on the knowledge 
base that underpins the biotech and pharmaceutical indus-
try, the large pharma companies themselves have been 
spending an increasing amount on repurchasing their own 
stock. Over the past decade, Pfizer, a company that bene-
fits immensely from government spending on life sciences 
research and subsidies of drug development, squandered 
$56bn on buybacks, equivalent to 59 per cent of its profits 
(99 per cent of its research and development (R&D)) with 
another 64 per cent going to dividend payouts – a total 
payout to shareholders of 123 per cent of net income.. 
Amgen, the largest dedicated biopharma company, has 
repurchased stock in every year since 1992, for a total of 
$42.2bn through 2011, including $8.3bn in 2011. Since 2002 
the cost of Amgen’s stock repurchases has surpassed the 
company’s R&D expenditures in every year except 2004, 
and for the period 1992-2011 was equal to fully 115 percent 
of R&D outlays and 113 percent of net income6. 

But the question arises whether this heavy funding has 
allowed big corporations to think they can earn the same 
or even higher profits while themselves putting in fewer 
resources into innovation. Indeed, pharmaceutical compa-
nies have publicly announced their rethinking on whether 
they need to be doing basic research at all, given that most 
of their knowledge comes from either small biotechnology 
or publicly funded labs (or publicly funded research in 
private or public universities). And they react with their 
feet, with companies like Pfizer closing down labs in coun-
tries where there is less public R&D (for example the UK 
where the R&D/GDP spend is low, and also recently in 
Sweden), going to countries where there is more (US, with 
a 2.7 per cent R&D/GDP and heavy NIH). 

We must also build the right ‘eco-systems’, less para-
sitic and more win-win. This requires measures which 
incentivise the different actors to invest in the eco-system, 
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rather than take but not give. Currently, in many indus-
tries it appears that while risk is increasingly socialised 
– through ‘open innovation’ systems’ in which the public 
sector plays an increasingly important role, the returns are 
increasingly being privatised7. 

So given the state’s important role in funding high risk 
investments in innovation, which the private sector fears, 
and given the commonly accepted relationship between 
risks and returns in finance, it could be argued that more 
thinking is required on whether, and how, the state should 
earn back a more direct return on its risky investments. 
That is, rather than worrying so much about the ‘picking 
winners’ problem, more thinking is needed about how to 
reward the winning investments so they can cover some of 
the eventual losses, which are inevitable as innovation is 
so deeply uncertain. 

Put provocatively, had the state earned back even just 1 
per cent from the investments it made in the internet, there 
would be much more today to invest in green technology. 
Or put another way, is it right that the National Science 
Foundation which funded the algorithm behind Google, 
received nothing back when Google made billions8?   

Many argue that it is inappropriate to consider direct 
returns to the state because the state already earns back for 
its investments, indirectly via the taxation system. There are 
three arguments against this reasoning: firstly, tax evasion 
(legal and illegal) is common and realistically will not dis-
appear; secondly, global movements of capital imply that 
the particular region funding the innovation might not 
reap the benefits in terms of local job creation, meaning 
the taxation question remains an open one. And thirdly, 
investments in innovation are different from spending on, 
say, education. The former embodies a great degree of risk, 
similar to that experienced by private venture capital, with 
one in 10 investments earning a return. If the state is being 
asked to make such investments (which it undoubtedly 
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has been making and increasingly so), it is necessary for it 
to cover its inevitable losses when those arise. 

Apple computers is a case in point. Apple received its 
early stage funding from the US government’s SBIR pro-
gramme; yet Apple have used common practices, 
which have resulted in a much lower tax bill for the 
US government. Furthermore, according to a  New York 
Times  investigation, Apple formed a subsidiary in Reno, 
Nevada, where there is no corporate income or capital 
gains tax, in order to avoid state taxes. Creatively naming 
the company Braeburn Capital, Apple used it to channel a 
portion  of its US  profit, instead of including them in 
the  profit  reported in California, where its headquarters 
are located. Since 2006, Apple reportedly earned $2.5bn in 
interest and  dividends, and  to avoid capital gains tax 
in California,  the interest and  dividend  earnings have 
been reported in Nevada. In other words, California’s huge 
state budget deficit would have been significantly reduced 
if companies such as Apple had fully reported its US rev-
enues in the state where a significant portion of its value 
(discovery, design, sales, marketing, etc.) was created and 
achieved. The tax system is not one that can be relied on 
for recouping investments in risky innovation.

Where technological breakthroughs have occurred as a 
result of targeted state interventions, there is potential for 
the state, over time, to reap some of the financial rewards, 
by retaining ownership over a small proportion of the 
intellectual property created. This is not to say the state 
should ever have exclusive license or hold a large enough 
proportion of the value of an innovation that it deters a 
wider spread of its application – the role of government is 
not to run commercial enterprises, but to spark innovation 
elsewhere. But government should explore whether it is 
possible to own a sliver of the value it has created, which 
over time could create significant value and then be rein-
vested into growth generating investments.
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For example, as discussed briefly above, three-quarters 
of the new molecular bio-pharmaceutical entities owe their 
creation to publicly funded laboratories. Yet in the past 10 
years, the top 10 companies in this industry have made 
more in profits than the rest of the Fortune 500 companies 
combined. The industry also enjoys great tax advantages: 
its R&D costs are deductible, and so are many of its massive 
marketing expenses, some of which are counted as R&D9. 
After taking on most of the R&D bill, the state often gives 
away the outputs at a rock bottom rate. For example, Taxol, 
the cancer drug discovered by the National Institutes of 
Health (NIH), is sold by Bristol-Myers Squibb for $20,000 
per year’s dose, 20 times the manufacturing cost. Yet, the 
company agreed to pay the NIH only 0.5 per cent in royal-
ties for the drug. And while in this case the state was able 
to reap back a small share, in most cases the intellectual 
property rights are out right given away.  

Similarly, where an applied technological breakthrough 
is directly financed by the government, it should be able 
to extract a small royalty from its application in return. 
Again, this should not be sufficient as to prohibit its dis-
semination throughout the economy, or to disincentivise 
the innovators from taking the risk in the first place. 
Instead it makes the policy of spending taxpayers’ money 
to light the innovative spark more sustainable, by enabling 
part of the financial gains to be recycled directly back into 
the programme over time.

There are various possibilities for considering a direct 
return to the state for its investments in innovation. One 
is to make sure that the loans and guarantees handed out 
by the state to business do not come ‘no strings attached’. 
Loans, as well as grants, could have conditions, like 
income contingent loans, similar to that of student loans. If 
and when a company makes profits above a certain thresh-
old, after it has received a loan or grant from the state, it 
should be required to pay back a portion. This is, of course, 
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not rocket science but it goes against some deep-seated 
assumptions. And currently, with budget deficits under so 
much pressure, it is no longer possible to ignore the issue. 

Besides income contingent loans there is the possibility 
of the state retaining equity in the companies that it sup-
ports. Indeed, this does occur in many countries, such as 
Finland, where SITRA, one of Finland’s public funding 
agencies, retained equity in its early stage investments in 
Nokia. This is exactly the type of early stage investment 
that venture capital has increasingly shied away from. Yet 
state equity in private companies is feared in countries 
like the USA and the UK (and those countries copying 
the Anglo-Saxon model) for fear that the next step is…
communism. Yet the point is that the most successful capi-
talist economies have had active states, making such risky 
investments, and we have been too quick to criticise them 
when things go wrong (e.g. Concorde) and too slow to 
reward them when things go right (e.g. the internet). 

Other than income contingent loans, and retained 
equity, there is of course a more direct tool, which is a 
state investment bank. Indeed, while many have argued 
the importance of a state investment bank for the needs 
of counter-cyclical lending, another reason why they are 
important is precisely to reap back a return in order to 
fund future investments. In 2012 KfW, the German state 
investment bank, reported £2bn in profits, while most 
private banks are in the red, with many experiencing 
falling profits. And indeed, if and when the state institu-
tion is run by people who not only believe in the power 
of the state but also have the expertise around innovation, 
then the result produces a high reward. A perfect example 
is the Brazilian state development bank BNDES, which 
has been actively investing in innovation in both clean 
technology and biotechnology, and making hefty profits 
from the investment. In 2010 it made 21 per cent return on 
equity (ROE), most of which was reinvested by the Treas-
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ury into the economy (e.g. in health and education). The 
percentage retained by BNDES was reinvested in key new 
sectors, focusing specifically on the ‘death valley’ stage of 
biotechnology - the funding gap between laboratory dis-
covery and commercialisation, in which private venture 
capital is so absent.

  As well as looking at new thinking about how the state 
can earn back a direct return for its active risk taking in 
innovation, the UK and EU should learn the right lessons 
from Silicon Valley. Companies might ask for tax cuts but 
this is not what drives their spending on innovation. There 
is even little evidence that R&D tax credits make R&D, 
which otherwise would not have done so, happen, Innova-
tion is driven by companies’ expectations of technological 
and market opportunities. These require large amounts of 
public investment in uncertain areas that the private sector 
is too fearful to fund10. Focusing too much on ‘commercial-
isation’ and intermediary institutions in countries, which 
have a low R&D/GDP ratio (including the UK’s 1.8 per 
cent compared to Finland’s 3.5 per cent or Germany’s 2.5 
per cent), is a bit like ‘pushing on a string’. 

Critically, more solidarity is needed in Europe so that 
competitiveness becomes less, not more, skewed. The 
current austerity recipes given to the ‘periphery’ countries 
will not allow them to make the kind of investments that 
have driven competitiveness in countries like Germany 
and Finland. This requires increasing spending on areas 
like R&D (which all the PIGS – Portugal, Italy, Greece and 
Spain – invest very little in) and education (currently being 
cut by all the austerity regimes) – and also creating institu-
tions that nurture innovation. The latter includes lending 
institutions that provide ‘patient’ long-term finance (as in 
Germany’s KfW), and well funded institutions that create 
dynamic links between the science and industry base 
(such as the Fraunhofer Institutes). This does not mean 
that all EU countries need a state investment bank, but if 



Lighting the Innovation Spark

51

not they need something else, such as the state agencies 
in the US which provide direct funding in areas that the 
private sector fears. Having neither, at a national level, 
means remaining behind11. At the EU level, the European 
Investment Bank should become more active, guiding 
productive investments in the peripheral countries, pos-
sibly co-financed with European Central Bank bonds, with 
attention, by policymakers, on governance issues. If tech-
nocratic presidents, such as Mario Monti in Italy, can be 
installed overnight, why not pay more attention to making 
the agencies in the periphery responsible for the ‘smart’ 
investments (the equivalent of the Department for Busi-
ness, Innovation and Skills in the UK), manned by high 
level experts, rather than political cronies?

Other key policies should include: 

1.	 An innovation strategy. Rebalancing the economy 
after the financial crisis means creating an innova-
tion strategy that can steer activity towards new 
emerging areas like the green economy (which 
will soon be earning high returns for those coun-
tries making a head start). It is also fundamental to 
make sure that value creation activities in all sectors 
are rewarded above value extraction activities. This 
means making sure that taxation policies do not 
reward quick trades more than long run invest-
ments. Capital gains tax is, in this respect, too low. 

2.	 Preventing stock buybacks. In the US, especially, 
stock buybacks have been at the expense of invest-
ments in innovation. Prime beneficiaries have been 
top executives with their ‘unindexed’ stock options 
that enable them to gain from stock market specula-
tion and manipulation. For the sake of innovation, 
the EU must ensure that this highly financialised 
business model does not take root in Europe.
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3.	 Create support for SMEs. Innovation eco-systems 
must not be based on myths about the differ-
ent actors but on evidence. In the UK, small and 
medium sized businesses (SMEs) are not under-
financed: they receive close to £8bn per year, more 
than the police force12. The question is how to steer 
that support to those SMEs that actually create 
value for the economy. 

4.	 Target finance on growing companies. Similarly, 
in many cases, the problem is not one of lack of 
the supply of finance, but lack of demand. Most 
companies are content with the status quo. How 
to target finance to those companies that want to 
grow is key, and here it is fundamental to create not 
more ‘impatient’ finance, as that which drives the 
venture capital model (that requires returns in three 
to five years), but more long-term finance. Indeed, 
the myth about the role of venture capital in Silicon 
Valley has underpinned bad policies in Europe, 
such as in 2002 when the UK Labour party reduced 
the time that private equity has to be held from 10 
to two years, only increasing the short-termism of 
the venture capital industry.

Understanding the state as lead risk-taker, opens the 
question about how such risk-taking can reap back a return. 
While many have been quick to blame the government when 
it fails to ‘pick winners’, they have been much less quick to 
reward it when it succeeds. It is argued here that a framework 
is required both for understanding the risk-taking (beyond 
the risk-averseness argument in the market failure approach) 
and for understanding how the collective system of innova-
tion maps also into a system of rewards. Getting the balance 
right will make the objective of smart and inclusive growth 
less about spin, and more about concrete mechanisms. 
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7 | Immigration as a growth 
strategy
Jonathan Portes

Immigration rules are not generally what either economists 
or policymakers think of when they talk about labour market 
regulation. But restrictions on those who want to come here to 
take up employment are exactly that. We should make clear that 
immigration, like trade, is central to making the UK open for 
business; and examine each aspect of immigration policy with a 
view towards reorienting them towards growth. 

What forms of supply-side reform would do most 
to boost UK growth over the medium to long 
term? Bizarrely, much of the recent debate has 

concentrated on reducing various forms of labour market 
regulation (procedures for unfair dismissal, health and 
safety, etc). The evidence base supporting such proposals 
is remarkably thin. The UK labour market, as many have 
observed, is doing surprisingly well. Hiring – given eco-
nomic conditions – is pretty healthy, and employment is 
rising, despite weak or no growth. Labour market econ-
omists, and international organisations like the OECD, 
agree that three decades of successful reform have given 
the UK a flexible and generally well-functioning labour 
market, by international standards. There is no reason to 
believe labour market regulation is currently a significant 
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barrier to job creation. This suggests that – while doubt-
less there are improvements that could be made around 
the edges – there is little to gain from further wholesale 
deregulation. Spain and Italy need radical labour market 
reform; we don’t.  

But, looked at in a broader perspective, there is one 
aspect of labour market regulation where sensible deregu-
lation is urgently needed, and could genuinely boost UK 
growth over the medium term. This is immigration for 
people with high skills.  Now immigration rules are not 
generally what either economists or policymakers think 
of when they talk about labour market regulation. But of 
course restrictions on those who want to come here, or stay 
here, to take up employment or to look for a job are exactly 
that: they are government regulations that change the way 
the labour market functions. 

So the changes to skilled migration introduced by 
the government – a set of new burdensome and bureau-
cratic rules and regulations, including a quota on skilled 
migrants – are new labour market regulations. Indeed, in 
contrast to almost all other such regulations, which are at 
least designed with an eye to ensuring that the benefits 
to employers and employees outweigh the costs, these 
changes were designed expressly to make it more difficult 
for businesses to employ the workers they want. 

As a consequence, they will reduce growth and make us 
poorer. And these impacts, even according to the govern-
ment’s own estimates, are potentially very large. As I said 
in my testimony to the Treasury select committee after the 
2011 budget: “The extra employment regulation that the 
government has imposed on employers wishing to employ 
migrant workers – the cap on skilled migration – will, using 
the government’s own methodology, reduce UK output by 
between £2 and 4bn by the end of the parliament.”

This is not just a result of the reduced size of the popula-
tion; since the regulations are designed to exclude skilled 
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migrants, who tend to be more productive, they also reduce 
average productivity and hence GDP per capita. None of 
this is news to economists; most of us, wherever we are on 
the political spectrum, think that well-functioning markets 
usually do a pretty good job of allocating resources. That 
goes for the labour market too, so it is no surprise that 
liberal (in the true sense of the word) immigration policies 
are good for the economy, and restrictive ones are not. So 
simply reversing the new regulations introduced by this 
government, let alone further deregulation, could yield 
large gains. Moreover, in contrast to some other policy 
changes that might promote growth, the fiscal impact 
would be positive, not negative. 

But this is not the end of the story by any means. The 
estimates above of the economic impacts, while signifi-
cant, are still not that large relative to the size of the UK 
economy. And on one level, this is not surprising; in stand-
ard ‘static’ economic models, the impact of immigration is 
positive – to the extent that immigrants are complements 
to natives – but relatively small. And to the extent that 
immigrants are substitutes for natives then the impact is 
essentially zero. 

So it is often argued that the economic impacts of migra-
tion – positive or negative – are likely to be small, with 
the main impact being to increase both population and 
GDP, but with little impact (over the medium to long run 
at least) on GDP per capita or unemployment and employ-
ment rates. 

However, this is a freeze-frame view of the world; it 
does not reflect how economies actually work, or where 
growth really comes from. To see this, we merely need to 
observe that the same modest benefits are predicted for 
freer trade. This is not surprising, since the underlying 
mathematical structure of the basic models economists 
use to model trade and immigration is identical. So, for 
example, estimates of the benefits to the UK of complet-
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ing the Doha round of multilateral trade liberalisation are 
typically no more than 0.1 per cent of GDP. 

But of course most economists believe that the economic 
benefits of trade are quite considerable, and that these 
static estimates are not the whole story or even the main 
point; the benefits are dynamic and arise from competition 
and specialisation rather than simple static comparative 
advantage. We do not gain from free trade in, say, cars 
with the EU because either we or the French or Germans 
have a fixed and static comparative advantage in different 
types of car, so we can produce one type of car better and 
they can produce another. Rather we gain because trade 
increases competition between different producers, diver-
sification of the supply chain across the EU, the incentives 
for technological innovation, and all sort of other difficult 
to measure but important effects that increase productivity 
in the medium to long term.

The same is, in principle, likely to be true of skilled 
immigration. Immigration is likely to have impacts on pro-
ductivity and growth over the medium to long term in a 
number of ways. 

�� immigrants could bring different skills and aptitudes, 
and transmit those to non-immigrant colleagues (and 
vice versa); 

�� immigration could be complementary to trade in 
goods and services (because of immigrant networks or 
for other reasons);

�� immigrants could increase competition in particular 
labour markets, increasing the incentive for natives to 
acquire certain skills;

�� similarly, immigrant entrepreneurs could increase 
competition in product markets;
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�� workplace diversity (across a number of dimen-
sions) could increase (or decrease) productivity and 
innovation

Not all of these impacts are necessarily positive: for 
example, it is well known that immigrants are substantially 
more likely to be entrepreneurs or self-employed. This 
could be because of self-selection, so enterprising people 
are more likely to migrate; but exclusion or discrimina-
tion might also force some migrants into low-productivity 
self-employment. So what does the evidence say?1 Well, 
in contrast to the well-established economic literature 
on the impact of migration on labour markets, we have 
much less quantitative analysis on these topics. What there 
is does, however, support the arguments above. There is 
a considerable body of evidence in the US that suggests 
that immigration is associated with increased innovation 
(for example, that immigrants are more likely to register 
patents, and that this in turn leads to an increase in patent 
activity on the part of natives); and with international trade 
and knowledge transfer, particularly in high-tech indus-
tries. Here in the UK, Max Nathan has written a number 
of papers for the National Institute of Economic and Social 
Research (NIESR) on similar topics, particularly focusing 
on the impact of diversity on innovation, patent behav-
iour, and other measures of firm performance. This, and 
work in other European countries, suggests that similar 
effects are at work. 

It is often hypothesised that immigration reduces the 
incentive for employees to train native workers. However, 
in the US, Jennifer Hunt shows that immigration increases 
the educational attainment of natives; she hypothesises 
this is because of increased competition in the labour 
market. Meanwhile, NIESR research for the Migration 
Advisory Committee found that “rather than migrants 
substituting for home-grown talent, there is evidence of 
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complementarities between skilled migrants and skilled 
resident workers”. Looking at the macro-level impacts on 
growth, and explicitly putting the impact of immigration 
in the same analytical framework as that of trade, a recent 
paper by Francesc Ortega and Giovanni Peri found that, 
looking across countries, the positive impact of immigra-
tion on growth has been very large. Indeed, they find that 
it is considerably larger than trade. Crucially, the channel 
through which immigration increases growth is through 
its impact on productivity, which would not be expected 
from standard models. 

This research agenda is still in its infancy; we still do 
not know precisely the channels through which immigra-
tion impacts on growth. Nor will we ever be able to put 
precise numbers on it, any more than we can identify the 
contribution of Britain’s history as a trading nation to our 
current prosperity. But we do know enough to set a clear 
direction for policy.

So what should we do? It is simply not credible for the 
prime minister to claim that the UK is ‘open for business’ 
and for the chancellor to say that he is prepared to take 
the ‘difficult decisions’ to boost growth, while at the same 
time making the primary objective of immigration policy 
the reduction of net migration; and putting the implemen-
tation of that policy entirely in the hands of a department 
– the Home Office – which has no interest whatsoever in 
growth or productivity. The fact that the immigration min-
ister regards a fall in the number of student visas issued 
– that is, a fall in British exports – as a policy success, is 
a damning indictment of the administration of current 
policy. 

So the first priority should be simply to make clear 
that immigration, like trade, is indeed central to making 
the UK open for business, and hence to our growth strat-
egy. The next step would be then to examine each aspect 
of immigration policy – but in particular those relating to 
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students, skilled workers, and settlement – with a view 
towards reorienting them towards growth. 

We should start by reversing the most obvious policy 
errors made by this government. The most egregious of 
this was the abolition of the ‘post-study work route’, 
which allowed foreign students to stay on after graduation 
to look for a job. This initiative was introduced by the pre-
vious government, based on two observations: the success 
of Silicon Valley, in particular, and high-tech US companies 
in general, who relied heavily on individuals who came to 
the US to study but stayed on to work (and in some cases, 
set up their own businesses); that, for the brightest and 
most motivated foreign students, the possibility of being 
able to remain in the country for a period after graduation 
to work was a significant draw. 

The abolition of the PSWR was a major own goal; it 
means that foreign students who want to stay on here and 
try to build a career or a business find it much more dif-
ficult, if not impossible. Since such people are, almost by 
definition, likely to be relatively well educated and moti-
vated, English speaking, at least partly integrated into UK 
society already, and so on, they are precisely the sort of 
people we want on both economic and social grounds. 
Of course some will fail; they will end up unemployed 
or doing low-skilled jobs. That is the nature of immigra-
tion; not all immigrants succeed, just as not all native-born 
entrepreneurs do either. 

There are many other sensible changes, major and 
minor, that are required. But more important than specific 
policy changes is a change of attitude and mindset on the 
part of government and policymakers. If we want to be 
serious about growth, we will need to be positive about 
migration.
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October 2011.



62

8 | Why inequality matters 
Vicky Pryce

At present, growth is all, particularly in the short-term. But 
inequality can make a difference to how long a country can 
sustain growth once a recovery starts. Tackling this requires 
a broad range of policy interventions, from skills and tax, to 
corporate governance and innovation. In particular, non-cash 
benefits such as education and health are the main contributors 
to reducing inequalities.

A return to growth is essential; but the mix of poli-
cies required to get us there could make a consid- 
   erable difference for the longer-term health of the 

UK economy. For recent evidence suggests that pursu-
ing policies which support a more equal distribution of 
income could ensure that the next growth spurt, when it 
finally comes, lasts a long time – so as to get us back and 
well beyond where we were at the beginning of the crisis. 
While the rate of inequality itself does not seem to make 
much difference when you compare countries’ growth, the 
IMF has concluded that growth periods tend to be shorter 
the more unequal the income distribution in a society. 

If this is correct then short-term policies need to take 
inequality into account. For example investing in infra-
structure and housing can improve equality as it has a 
direct impact on jobs and on regions that need this devel-
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opment while also helping lower income groups that 
benefit disproportionately from these ‘public goods’. 
In the medium to longer-term, policies need to focus on 
skills, ensuring equality of opportunity, creating ‘good’ 
rather than ‘any’ jobs and changing incentive structures to 
guarantee openness and transparency, and with it fairness.

How we move from the current stagnation to sustained 
growth will therefore be important for shaping the UK in 
the medium to long-term and needs to be analysed with 
care. At present, growth is all; particularly short-term 
growth to get the economy moving again, certainly in time 
for the next election in 2015. But it is clear that at a time 
of fiscal retrenchment the room for manoeuvre is limited. 
We also now know that austerity can easily have adverse 
consequences, with the pursuit of fiscal consolidation 
seeming to lead to a greater downward pressure on output 
than economic models have previously predicted. As a 
consequence receipts are lower and expenditures, includ-
ing on welfare and unemployment benefits, higher than 
originally envisaged. 

So the path to deficit reduction can, at times, have the 
perverse effect of lowering a country’s ability to reduce 
the deficit and can result in the debt to GDP ratio exceed-
ing expectations. If governments then feel compelled to 
slash spending further – including on welfare – in order 
to improve their worsening fiscal position then, if the new 
thinking is correct, the country can get into a vicious circle 
of even lower growth and worse rather than better deficits 
as a result. This seems now to be the view of the Inter-
national Monetary Fund following its recalculation of the 
‘fiscal multipliers’. For some of us who have been saying 
this for some time, it is a case of ‘better late than never’

The current slow growth of the UK economy has 
required a continuous downgrading of economic forecasts 
(the official ones always trailing the slightly more accurate 
private sector ones). The disappointing results owe a lot to 
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the austerity measures of this government but also to the 
austerity measures elsewhere in Europe, which are threat-
ening to plunge the whole eurozone into recession again. 
Expect panic, and probably misdirected efforts to encour-
age investment and growth, with fingers kept crossed. 
Meanwhile money will remain tight and the main fiscal 
consolidation measures will begin to bite. The longer the 
deficits and high debt levels persist, the more attempts will 
be made by governments to rein in public spending which 
will have significant impacts on people’s purchasing 
power as living standards are squeezed by the lowering of 
benefits and tax credits. 

But are there other reasons why growth has been slug-
gish? Could the increased inequality witnessed over the 
last couple of decades have been the reason? There is an 
increasing preoccupation with this, as data from across 
many countries suggests a disproportionate benefit during 
the boom years accruing to a tiny fraction of the people at 
the top of the income scale. For example, median incomes 
in the US hardly rose in the past 30 years while the ben-
efits from economic growth went mostly to the top 1 per 
cent of the population, whose percentage share of total 
pre-tax income rose from 13 per cent in the 1990s to just 
under 20 per cent before the financial crisis. In the UK the 
rise was from 9 per cent to 15 per cent, the second highest 
in the OECD. Moreover the share claimed by the top 0.1 
per cent quadrupled in the US over the 30 years to 2008 
to 8 per cent of total pre-tax incomes and rose to around 
4 to 5 per cent in the UK. According to the OECD, in the 
developed countries as a whole, the standard measure of 
inequality, known as the Gini coefficient, had risen by 10 
per cent between the mid-1980s and the late 2000s and this 
was particularly pronounced in English speaking coun-
tries such as the UK and the US. 

Nevertheless, the evidence on the impact of inequal-
ity on growth from international data is inconclusive. The 
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academic work suggests that the correlation could in fact 
go either way. Greater inequality normally indicates that 
a greater share of income is held by the very wealthy who 
tend to spend a lot less of their incomes on consumption of 
goods and services. As a result, the country’s savings are 
higher than they would otherwise have been and hence 
potentially investment levels are higher – thus boosting 
productivity and growth. But others argue that invest-
ment may be going into areas favoured by the elite groups 
which leads to a misallocation of resources. A more equal 
distribution of incomes would allow whatever small 
savings there may be to be spent more evenly on invest-
ments that could benefit productivity across most areas, 
particularly on skills for the population at large, which 
would have more sustainable impacts on growth. In addi-
tion the wealthy spend a much smaller percentage of their 
incomes on local goods and services which may diminish 
the multiplier effects of their incomes; and they tend not 
to use public services as much so are more indifferent to 
their quality. The implication then is that the way income 
is distributed in a country may indeed affect patterns of 
tax collection, government spending and the structure of 
the economy. 

What you measure therefore matters a lot. Is the GDP 
we calculate for cross-country comparisons the correct 
way to get to grips with relative prosperity? For example, 
if inflation is properly adjusted to better reflect what 
lower income groups spend their money on, rises in real 
household incomes may turn out to have been overstated. 
Academics like Tony Atkinson are now arguing that ine-
quality adjusted growth could tell a different story about 
long run trends than what we see at present, with coun-
tries like the UK possibly being shown to be doing less 
well than a traditional calculation of GDP would suggest. 
Furthermore according to Joseph Stiglitz’s latest book The 
Price of Inequality, substantially ‘unequal’ economies could 
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well see many more conflicts between various classes of 
society protesting against unfairness and this could result 
in less confidence of investors in those countries and in 
greater volatility and crises than in a more ‘equal’ society. 
The effect then is that productivity and hence competitive-
ness gets undermined and growth distorted. 

But the cross-country data still does not amount to a 
completely bullet-proof case to link inequality and found-
ering growth, and if employment still seems to be high 
nevertheless, why do we care as economists except in rela-
tion to justice and fairness? We should do because there is 
increased evidence that inequality can make a difference 
to how long a country can sustain growth once a recovery 
starts – and given that we are still way behind where we 
were before the financial crisis started and the economic 
recovery is very anemic, being able to sustain growth will 
be paramount. An IMF study in 2011 found “a large and 
statistically significant association between low income 
inequality and growth duration”. So if one is interested in 
ensuring faster and sustainable growth in the medium to 
long-term, which puts a country on a higher growth and 
productivity path, then inequality, according to the study, 
is the area to address as it is “among the variables with the 
economically strongest effect on predicted (growth) spell 
duration.” 

So reducing inequality is a must but what is the best 
way of achieving it? The IMF study warns that different 
measures may be needed according to the reasons for this 
inequality. Less developed nations have specific causes of 
inequality to deal with in each case and the appropriate 
correcting remedies would thus vary significantly from 
country to country. This is still true but much less the case 
in most developed countries and some general prescrip-
tions can therefore be offered. An OECD study in 2011 gave 
some pointers on what the main issues to address may be 
as well as warnings of potentially damaging policy inter-
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ventions, which could lead to lower sustainable growth 
even if they achieve greater equality. 

The key here is to look at which factors are most likely 
to lead to greater wage dispersion (the widening of the 
gap between top earners and middle to low earners) as 
left unchecked this seems to be the main determinant of 
increased inequality. However, if the cause of the widen-
ing dispersion also drives rising demand for labour and 
higher employment, the effect on inequality overall can be 
partially or even wholly offset.

There are some interesting lessons for policy. Non cash 
benefits for example such as education, health and social 
care seem to be the main contributors to reducing inequali-
ties, by about one fifth in the UK, from what they would 
otherwise have been. They do this both by redistributing 
‘capital’ to the most needy who cannot afford to pay for it 
but also by providing the health and skills that allow for 
these people to progress, thus reducing initial inequality 
as well. 

The effects of labour market policy are more ambigu-
ous. Employment protection which is always championed 
by the trade unions does not necessarily assist in reduc-
ing inequality because it may result in employment 
demand falling while any increased cost to employers will 
be passed on to consumers in higher prices. Conversely 
with labour market deregulation and reduction in union 
activity, and hence less protection, the employment and 
direct wage disparity effects tend to cancel each other out 
as lower initial wages are offset by greater demand for 
labour. Obviously this is a generalisation but does seem 
to be true when using cross country comparisons. Much 
will of course depend on how any employment protection 
policy is put together but policy makers rarely get it abso-
lutely right so that it can be a win-win for all, particularly 
in a globalised environment where companies can easily 
locate elsewhere. 
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Meanwhile, the rise of part-time workers, seen to have 
been very significant in the UK in keeping employment 
levels high, adds to wage disparity, as they tend to earn 
less, receive less training and have fewer career prospects. 
Self-employment does the same, as most people in this 
group are at the lower end of the income scale and addi-
tionally are mostly working only part time. 

Attention also needs to be paid to the tax and benefit 
system which has contributed to the inequality by being 
less redistributive over time. There must be ways to make 
the tax system more redistributive and in particular to find 
additional ways of extracting money from the very rich, 
who now form such a big part of the economy, without cre-
ating disincentives to save and invest (though it is worth 
noting that the top one per cent of the income distribution in 
the UK already contribute some 30 per cent of income tax).

But what about forces outside the direct control of a 
single nation? Should we fear globalisation and the growing 
internationalisation of our economy? Clearly short-term 
issues such as the eurozone debt crisis are having a nega-
tive impact on growth. But for the longer-term the answer 
is not protectionism and isolationism. According to the 
OECD study, globalisation itself, if explained as finan-
cial openness and changing trading and supply-chain 
patterns, does not appear to have made much difference 
on levels of national inequality: some of the direct wage 
effects are often cancelled out by greater overall number 
of people in work, which tends to reduce inequality. But 
increased financial flows and technological change do 
make a major difference by putting extra demand on the 
higher skilled and lead to greater disparity if the supply 
of skilled workers is limited. To take advantage of techno-
logical progress requires a continued up-skilling and if this 
is not met by the wider population it can lead to serious 
distortion, low productivity and a sustained loss of com-
petitiveness for any advanced economy. 
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So assuming that reducing inequality matters for 
extending the duration of growth, what are the first steps 
we should take? To tackle the issue government should:

�� Eliminate some of the abuses of the executive pay 
system: control bonuses, change incentives, outlaw 
stock options and stock repurchases, instil a sense of 
belonging and corporate social responsibility on or-
ganisations, either voluntarily or through regulation, 
so that excessive executive pay is controlled and seen 
as fair;

�� Make the tax system more redistributive for example 
through the taxing of wealth;

�� Ensure that the cash benefit system encourages and 
supports people to return to work

�� Embrace technological change, as it is vital for growth 
and productivity, but offset the wage disparity which 
might ensue through continuous up-skilling in co-op-
eration with business;

�� Ensure access to credit across the economy and not 
only to a select few – competition and transparency in 
the financial sector is key;

�� Continue with the process of globalisation and trade 
openness but also ensure transparency in the process;

�� Work towards achieving better jobs, including for 
part-time and self-employed workers. ‘Good jobs’ that 
provide training and career prospects rather than ‘any 
jobs’ can only be achieved in partnership with the pri-
vate sector; 
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�� Preserve benefits-in-kind such as health and education 
that contribute hugely to reducing inequalities. If we 
forget their impact on reducing inequality at times of 
hardship we will widen disparities. Indeed, education 
is key: this is the best leveller. Not appreciating that 
this is a ‘public’ good which has to be nurtured and 
treasured would be a sure way of increasing rather 
than decreasing inequality and pushing the UK fur-
ther down the competitiveness scale.

In general, therefore, an economic policy for sustain-
able growth should focus on not ‘picking winners’ but on 
improving the ‘horizontal’ aspects of policy – better educa-
tion and skills; widening worker participation; reduction 
in regulatory protection for powerful industries; encour-
agement of innovation and entrepreneurship through a 
proper and fair financial and educational system; greater 
corporate governance and transparency over executive 
pay and remuneration arrangements; and a serious look 
at tax and incentive structures that have led to increased 
inequality, encouraged short-termism and threatened the 
UK’s long-term prosperity. This would ensure that there 
are few blockages ahead as we move back to growth so 
that the economy can enjoy a period of long and sustain-
able expansion with the benefits accruing to all rather than 
just a select few.
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9 | One Nation Banking
Chris Leslie

A sustainable recovery needs a fundamental shift in the way 
banks work. Labour will continue to push for a cheaper, fairer 
banking system that uses local links to make informed decisions on 
lending to small and medium-sized enterprises and to stimulate 
the economic recovery which this country so desperately needs.

George Osborne arrived at the Treasury in May 
2010 vowing to slash borrowing, get banks lend-
ing again and boost economic growth. Two-and-a-

half years on, after the longest double recession since the 
second world war, it is clear he has neither the ideas nor 
the attitude to make this happen.

That’s why Britain is more in need than ever of genuine 
economic and financial reform. The government has never 
produced a serious plan for jobs and growth and has 
instead thrown a series of ad hoc measures at the nation’s 
hard-pressed businesses.

All too often we have seen the chancellor reluctantly 
forced to act after the emergence of bad news on the 
recovery, rather than setting out balanced plans based on 
economics instead of politics. The result is that measures 
to stimulate bank lending to small and medium-sized 
enterprises (SMEs) have had a back-of-the-envelope feel 
to them. 
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Project Merlin was supposed to boost business lending 
but the government’s agreement with the big five banks 
certainly lacked magic. Its targets applied to ‘gross’ rather 
than ‘net’ lending and it failed to take into account the cost 
or terms on which finance was offered. It was therefore 
no surprise when the largest participants – Lloyds, RBS, 
HSBC, Barclays and Santander – met their overall com-
mitments last year but missed their targets for lending to 
small business.

And so it was that the chancellor’s second attempt at 
the issue – the £20 billion national loan guarantee scheme 
– proved also to be a letdown. George Osborne claimed 
the scheme, known as credit easing, would provide a “real 
boost to British business” but it only offered around £2.5 
billion in loans to firms before it was superseded after just 
eight months of operation.

These failures help explain why net lending to businesses 
fell every month during the coalition’s first two years in 
office. That’s why I hope the government will be luckier on 
its third attempt and that its ‘funding for lending’ scheme 
gets banks working for SMEs and the wider economy once 
again. This latest effort will see the Bank of England lend 
money at below market rates to financial institutions over 
an 18 month drawdown period. But the jury’s still out on 
whether we will finally see a boost in new lending rather 
than simply ‘churn’.

It would be wrong, however, to simply sit back in 
Downing Street, wait and hope for the best, as Osborne 
and David Cameron seem so content to do, even though 
the economy has hardly grown over the last year. Instead 
we need more action to get us out of the rut. That is why 
funding for lending should be urgently reformed to help 
boost corporate lending.

The scheme’s current rules allow for the Bank of 
England to approve the participation of banks according 
to a ‘base stock’ of eligible loans, which are linked to the 
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cost of borrowing. Under international regulations banks 
are required to hold more capital against corporate lending 
compared to that required for mortgages, which means 
they are receiving far greater returns from non-corporate 
lending arrangements.

The chancellor should review the funding for lending 
rules to either make the pricing mechanisms around cor-
porate lending more effective, or alternatively look at the 
total mix of lending offered by those banks involved and 
ensure there is a greater weighting towards SME loans.

One of the few positive side-effects of the government’s 
series of half-hearted interventions is that more people 
now understand the importance of bank lending to SMEs. 
These firms are the lifeblood of the real economy and make 
up 99 per cent of all private sector businesses in the UK, 
according to the Federation of Small Businesses.

They also provide nearly 60 per cent of all private sector 
jobs – a figure that could increase if the sector is given the 
right support so firms can take on new workers. At a time 
when major corporates are sitting on surpluses and watch-
ing the euro crisis unfold just over the water, Britain’s 
SMEs are crying out for backing so they can invest in their 
staff, in new technologies and in exports to the emerging 
markets.

For this to happen, the government needs break its cycle 
of ill-thought-out fiscal choices and budget U-turns and 
begin to think about the long-term. A sustainable recov-
ery needs a fundamental shift in the way banks work 
– remembering their obligations to customers, as well as 
to shareholders.

For too long bank customers have faced a range of dif-
ficulties from disparities from region to region, and even 
neighbourhood to neighbourhood, in the availability of 
credit and other financial products. The time has come for 
more transparency and for the big banks to be more open 
about what they are lending, and where.
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This approach has already worked in the US, where 
banks publish lending data and work with community 
banks, credit unions and charity banks to ensure all of the 
areas in which they operate have fairer access to financial 
services.

We should now consider this approach in Britain – not 
just for personal account holders but for businesses too. 
Identifying the parts of the country being neglected by 
banking policy could help local and national authorities 
shape support for small and medium-sized businesses 
more effectively.

The publication of anonymised data on what banks 
lend, to whom and where, as well as stronger incentives 
to operate right across the country, including with com-
munity banks, would help banks be more accountable to 
local customers. It could end discrimination against indi-
viduals and small companies in more deprived areas of 
Britain and put pressure on the financial services industry 
and government to plug the gaps in the market.

It should be possible to improve the connection between 
small businesses and community banks, but it is not some-
thing that can happen overnight. I was encouraged to see 
the Community Development Finance Association has 
formed a partnership with the British Bankers’ Association 
to develop a pilot referral scheme, in which companies 
whose application for a loan was turned down will be put 
in touch with the most appropriate community lender. The 
scheme will concentrate on SME lending for loans of up to 
£50,000 initially, but figures of that kind can still make the 
difference between survival or closure for small or early 
stage businesses.

The state also has a responsibility to deliver value for 
money from its stake in the banks. For all its current prob-
lems, the financial sector has stabilised, due in part to 
the bold action taken by Gordon Brown and other world 
leaders at the height of the crisis.
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So now, with business confidence in the doldrums and 
Britain facing the prospect of years of low growth, it is 
worth reviewing how well the government uses its bank 
shareholdings for the benefit of all in society.

The apparent unwillingness of the major banks to 
engage in normal lending practices is a matter of daily 
concern for small businesses. Yet the banks seem impervi-
ous to the entreaties of ministers to change behaviour.

The major banks are, of course, engaged in recapitali-
sation efforts and it is widely suspected that this trumps 
new lending when it comes to their core priorities. Never-
theless, it is legitimate to ask: should the government be a 
more active shareholder and encourage the banks it owns 
to change their practices?

While ministers have been relying on the dictum that 
any ‘intervention’ may jeopardise a return to the market 
of these state-owned banks, there are increasing voices 
calling for proximate stewardship by the shareholder.

It is reasonable to dialogue between the shareholder and 
executives on overarching business strategy – as any good 
investor would do with its portfolio companies. Given the 
significant role that banks play in society at large, I believe 
that it is perfectly acceptable for ministers to engage in 
such dialogue.

There is still more to be done, however, because our 
drive for growth must be relentless and co-ordinated– a 
fact the government has failed to grasp with its piecemeal 
approach.

The current redrawing of the banking landscape pro-
vides a chance to create a British investment bank. The 
concept has worked in the US, for example, where a similar 
institution lent money to a young Steve Jobs in the 1970s 
when ordinary bank managers struggled to understand 
his ideas, which ultimately led to the creation of Apple.

Today Britain is the only one of the G8 countries not to 
have a dedicated institution dealing with SME financing 
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issues and initiatives, which is why Labour commissioned 
Nick Tott, a former partner in a City law firm, to examine 
the arguments for a new bank. He presented a strong case, 
yet so far the government has resisted. Instead Vince Cable 
has thrown his weight behind a new business bank – and 
I fear if reports are right it will really be a repackaging of 
existing schemes, will take 18 months to get started and 
will not actually provide any loans itself. 

A national investment bank that is genuinely new 
would be able to channel finance to Britain’s army of SMEs 
to help them to make the sustainable investments that are 
vital to their future and to that of the entire country.

Increasing choice in this way would benefit both busi-
ness and personal customers. That has begun to happen 
already, with the Co-operative Group’s acquisition of 
632 ‘Project Verde’ branches from Lloyds, propelling the 
mutual to be Britain’s sixth-largest bank. Sealing the deal 
has been a remarkable success for the Co-op, but the Treas-
ury can take little credit because Lloyds was forced to sell 
under EU state aid rules.

Even more choice on the high street is needed however. 
Ed Miliband has spoken of his desire to see seven big 
banks, rather than the current five, and for that to happen 
it is vital that Royal Bank of Scotland presses on with its 
attempts to sell 316 branches, after the recent collapse of a 
deal with Santander. 

This is not just about change for the sake of change. 
Increased competition would prompt banks to provide 
cheaper and simpler products and would disrupt the old 
model, where lenders relied on the lack of information and 
the lack of alternatives to eke out steady profits from per-
sonal and business customers year after year.

There are choices for government policy here, and 
there are numerous ways to tackle the shortcomings in the 
banking system and create the conditions for a sustain-
able recovery. Many of these present opportunities to get a 
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better deal for the taxpayers who stumped up to support 
the financial sector during the crisis.

Success requires a government which takes an active 
approach to the banking industry, can demonstrate a clear 
understanding of the challenges facing personal customers 
and small businesses and has a credible plan for nation-
wide economic growth.

This current coalition falls short in all these areas which 
is why Labour will continue to push for a cheaper, fairer 
banking system that uses local links to make informed 
decisions on SME lending and to stimulate the economic 
recovery which this country so desperately needs.



The Great Rebalancing

78 78

Discussion 
Guide:  
The Great  
Rebalancing

How to use this Discussion Guide
The guide can be used in various ways by Fabian 
Local Societies, local political party meetings and 
trade union branches, student societies, NGOs and 
other groups. 

�� You might hold a discussion among local 
members or invite a guest speaker – for 
example, an MP, academic or local practitioner 
to lead a group discussion. 

�� Some different key themes are suggested. You 
might choose to spend 15–20 minutes on each 
area, or decide to focus the whole discussion 
on one of the issues for a more detailed 
discussion.
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A discussion could address some or all of the 
following questions: 

1. 	 There are three distinct issues facing policymakers 
dealing with the UK’s broken banking model: the chal-
lenge of making it safer to avoid a repeat of the crash; 
the problem of excessive remuneration; and the under-
lying question of how the banking system can be made 
to support the real economy. What progress has been 
made in tackling these challenges? How can a more 
diverse banking system with many more regional and 
mutually-owned players be created?

 
2. 	 To hundreds of economists, the evidence is clear: a 

financial transaction tax would help strengthen the 
public finances across European nations including the 
UK, reduce the likelihood of future financial crises, 
and provide a new source of finance for European and 
UK growth. Why has the Labour party resisted this 
and how could advocates argue more effectively for it?

 
3. 	 Private companies often benefit greatly from public 

investment in risky innovation. Are the taxes gener-
ated by private profit reward enough or should the 
state benefit more directly from its investments – 
retaining ownership over a proportion of the value 
created, for example? 

Please let us know what you think

Whatever view you take of the issues, we would very 
much like to hear about your discussion. Please send us a 
summary of your debate (perhaps 300 words) to  
debate@fabians.org.uk.
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The Shape 
of Things to 
Come 

Labour’s New 
Thinking

After the 1970s it was inevitable that the Conservative party 
would move away from the postwar consensus, but it was 
Margaret Thatcher who made it Thatcherite. In the 1990s Labour 
was bound to be centrist; but Blair and Brown gave New Labour 
its distinctive shape.

After the banking crisis Labour was bound to reflect a public 
mood more critical of neo-liberal economics, and less confident 
about big state spending, but Labour in 2012 will also be 
shaped by the particular politics and personality of Ed Miliband.

Since becoming Labour leader Ed Miliband has successfully 
opened several new national political debates, from the 
‘squeezed middle’ to ‘responsible capitalism’ and concern about 
diminishing opportunities for the rising generation.

These essays explore where this politics could take Labour – 
and there is a striking coherence, radicalism and optimism about 
the future they see..
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Letting Go
 
How Labour can 
learn to stop 
worrying and trust 
the people

If you get people in a room together, if people have the freedom to 
meet, talk and argue, they’ll make better decisions about the things 
which affect their lives than anyone else.

In ‘Letting Go: How Labour can learn to stop worrying and 
trust the people’ Jon Wilson argues that Labour needs to become 
a movement rooted in people’s experience, not be the party of 
the central manager. Above all, it needs to trust people again. 
The politician’s vocation should be to create institutions where 
those conversations happen, not determine what they decide.

This doesn’t mean Labour should abandon its faith in the state. 
Indeed, that faith needs to be renewed, because our public 
institutions embody Labour’s sense of the purpose of politics: to 
protect and care, and provide a basis for us to lead good lives 
together. But the argument in favour of the public sector should be 
an argument for local control and popular ownership.
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The Fairness 
Instinct

How we can 
harness public 
opinion to save 
the environment

“This research makes a major intervention and deserves a wide 
readership.”

Anthony Giddens, author of The Politics of Climate Change

Responding to innovative new Fabian Society research conducted 
for the Joseph Rowntree Foundation, Tom Crompton, Lord Deben, 
Huw Irranca-Davies, Caroline Lucas, Ben Page and Baroness 
Worthington explore how this fairness instinct can be harnessed 
in order to tackle perhaps the toughest political challenge of our 
time: climate change.

Politicians need not fear public opinion when it comes to 
designing policy; they just need to understand it. The research 
shows people are prepared to act to change their behaviour 
and consume more sustainably, but this is dependent on the co-
operation of others. The public may not like the idea of having 
to make lifestyle changes, but are prepared to do so once they 
understand the broader social issues at stake. Politicians need 
to recognise this and set a credible policy framework that can 
foster a shared sense of environmental citizenship, rather than 
attempting to sell polices by appealing to consumer self-interest.
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Across Europe, the left is attempting to reformulate its approach 
to the economy following the 2008 financial crisis. In the UK, 
Labour’s objectives for economic reform feel ambitious yet 
vague. Words like responsibility and rebalancing are used a 
lot, but they raise as many questions as they answer. We can 
all sign up to the UK being a bit less reliant on the financial 
sector, but then what?

In ‘The Great Rebalancing: How to fix the broken economy’, 
senior economists and policy experts set out significant and 
specific new proposals for what rebalancing the British and 
European economy actually means in practice. It seeks to put 
flesh on the bone of calls for a more ‘responsible capitalism’, 
spelling out in more detail what the left’s next economy could 
look like.

The scale of the challenge should not be underestimated: 
for Labour, achieving ‘one nation’ capitalism will mean the 
UK turning its back on the mid-Atlantic experiment and 
transforming itself into a mainstream north European economy. 
A British rebalancing must be broad-based, for change on any 
single front could just be a pin-prick. But taken together, the 
wide package of reforms offered in these essays really can 
change the character of UK capitalism.
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