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Abstract

Modern economic history can be roughly split into different eras in which certain sets of ideas
dominate politics and policy-making. This paper seeks to understand if a shift in the ‘political-
economic paradigm’ is currently under way by inspecting the state of debates across a range of
economic policy areas. It introduces the concept of ‘orthodox’, ‘modified’ and ‘alternative’
paradigms, corresponding to the status quo, its modification in the face of disruption or changed
political goals, and a fundamental break from that status quo, respectively. Its central conclusion
is that a significant shift is under way in many economic policy areas in many mainstream economic
institutions. This shift has mainly occurred from ‘orthodox’ paradigm approaches - those that might
broadly be described as based on neoclassical principles - to a ‘modified’ approach that alters the
neoclassical approach in many ways but maintains its fundamental basis. Little to no movement
towards what might be described as truly ‘alternative’ paradigm approaches is yet under way,
though some mainstream institutions are exhibiting openness to these ideas. As such, an overall
paradigm shift away from the dominant neoliberal paradigm is not yet underway.
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Executive summary

Modern economic history can be roughly split into different eras in which certain sets of ideas
dominate politics and policy-making. These ‘political-economic’ paradigms hold great sway over
the practice of economics by governments and other leading institutions and over politics in
general. In many nations, particularly the USA and UK, ‘paradigm shifts’ from one era to another
occurred around the end of the Second World War and in the wake of the economic crises of the
1970s, representing a fundamental break from the political-economic approaches of the status
quo. Economic and political conditions since the financial crisis in 2008 suggest the possibility of
a new paradigm shift away from the dominant approach, sometimes referred to as ‘neoliberalism’.

This paper seeks to understand if such a shift is under way by inspecting the state of debates
across a range of economic policy areas. To do so, we introduce the concept of ‘orthodox’,
‘modified’ and ‘alternative’ paradigms, corresponding to the status quo, its modification in the face
of disruption or changed political goals, and a fundamental break from that status quo,
respectively. The shift from an orthodox paradigm to a modified version or a fundamentally new
set of approaches is manifested in a change in the objectives, analytical frameworks and policies
adopted by key governments and institutions across a range of policy areas. We therefore apply
our characterisation of different paradigms to several policy areas in a number of major governing
and multilateral institutions, in order to understand whether and how far such changes have
occurred or are occurring.

Our central conclusion is that a significant shift is under way in many economic policy areas in
many mainstream economic institutions. This shift has mainly occurred from ‘orthodox’ paradigm
approaches — those that might broadly be described as based on neoclassical principles — to a
‘modified’ approach that alters the neoclassical approach in many ways but maintains its
fundamental basis. Little to no movement towards what might be described as truly ‘alternative’
paradigm approaches is yet under way, though some mainstream institutions are exhibiting
openness to these ideas. As such, an overall paradigm shift away from the dominant neoliberal
paradigm is not yet underway. More work is needed to understand the shift process in other
economic institutions, including at local level and in the developing world, and within institutions
themselves.
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1. Introduction

Modern economic history can be roughly split into different eras in which certain sets of ideas
dominate politics and policy-making. These ‘political-economic’ paradigms hold great sway over
the practice of economic policy by governments and other leading institutions and over politics in
general. In many nations, particularly the USA and UK, ‘paradigm shifts’ from one era to another
occurred around the end of the Second World War and in the wake of the economic crises of the
1970s, representing a fundamental break from the political-economic approaches of the status
quo. Economic and political conditions since the financial crisis in 2008 suggest the possibility of
a new paradigm shift away from the dominant approach, sometimes to referred to as
‘neoliberalism’.

This paper seeks to understand if such a shift is under way by inspecting the state of debates
across a range of economic policy areas. To do so, we introduce the concept of ‘orthodox’,
‘modified’ and ‘alternative’ paradigms, corresponding to the status quo, its modification in the face
of disruption or new political goals, and a fundamental break from that status quo, respectively.
The shift from an orthodox paradigm to a modified version or a fundamentally new set of
approaches is manifested in a change in the objectives, analytical frameworks and policies
adopted by key governments and institutions across a range of policy areas. We therefore apply
our characterisation of different paradigms to several policy areas in a number of major governing
and multilateral institutions, in order to understand whether and how far such changes have
occurred or are occurring. Our central conclusion is that a shift from the ‘orthodox’ to a ‘modified’
paradigm has occurred or is under way in many economic policy areas in at least some
mainstream economic institutions. But, perhaps unsurprisingly, there is little evidence in most
fields of any more radical change to ‘alternative’ paradigms.

In part 2 we review theoretical approaches to understanding how ideas change and introduce our
orthodox, modified and alternative paradigm schema. In part 3 we characterise orthodox, modified
and alternative approaches across a range of policy areas, and seek to understand the state of
debate within major economic policy institutions, including the IMF, OECD and domestic
economic policymaking institutions, such as the Bank of England and the German Federal
Ministry of Finance, drawing on a literature review and interviews with those working in these
institutions. In part 4 we analyse our findings, drawing conclusions as to the overall state of a
contemporary paradigm shift and barriers to change, and make recommendations for further
work. Part 5 concludes.



2. Paradigm concepts: orthodox, modified and alternatives

Modern economic history can be roughly split into different eras in which certain sets of ideas
dominate politics and policy-making. We shall refer to a dominant group of ideas as a ‘political-
economic paradigm’. Such paradigms generally encompass:

e A set of political and/or economic goals, often responding to major problems and
challenges, which are regarded as important in policy-making and for wider society

e A general analytical and theoretical framework for understanding the way economies
and societies work, most of which sits in the academia

e A public narrative and language which describes and justifies the goals and analytical
framework

e A set of principal economic and social policies, based on the analytical framework,
which will achieve the goals and overcome the identified problems

Political-economic paradigms can exert a powerful influence over academic, political media
debates, and over the institutions of policy-making, both national and international. Over the last
hundred years, Western political economy has broadly experienced two major periods of
breakdown and transition from one politico-economic paradigm to another”:

e From laissez-faire to the post-war consensus: The first breakdown and transition took
place between the Wall Street Crash of 1929 and the Great Depression of the 1930s and
the creation of the Bretton Wood institutions and welfare states after World War Two. This
led to a forty-year period of mainly Keynesian economic orthodoxy and policy approaches
often described as the ‘post-war consensus’ in Britain, and coinciding with ‘les Trentes
Glorieuses’ in France and the ‘Wirtschaftswunder’ in Germany.

e From the post-war consensus to neoliberalism: The second breakdown and transition
took place between the currency and oil shocks of the early 1970s and the adoption of
free market economic policies in the 1980s. This led to the period of free market
economics variously referred to as ‘neoliberalism’ or ‘market fundamentalist’ from the
1980s to the present day?.

Theoretical models of paradigm change

Each period of change was characterised by a series of economic and political crises, the failure
of dominant orthodox economic ideas, policies and narratives to explain and respond to them,
and the resultant displacement of the orthodoxy by an alternative approach. A body of literature
has sought to understand these processes of major change in social science. This literature is
heavily influenced by Thomas Kuhn’s theory of paradigm shifts in the natural sciences. This
argues that change occurs when two conditions are met®:

1. There is a critical mass in the number or importance of ‘anomalies’ which contradict the
dominant paradigm;
2. An alternative theory emerges that better explains the prevailing evidence.



Imre Lakatos built on these ideas, arguing that changes in science can be seen in terms of
‘research programmes’ that are either ‘progressive’ or ‘degenerating®. Progressive programmes
advance new theories and adopt ideas that better explain reality. In contrast, degenerating
programmes persist with old theories and ideas, despite their failure to explain the available
evidence, and, in doing so, eventually abdicate their previous role as a progressive programme.
In Lakatos’ conception, degenerating programmes can have undue staying power, enjoying an
incumbency advantage underpinned by the vested interests of leading scientists and institutional
inertias. A shift in paradigm only occurs when progressive programmes gather sufficient support
to overcome the hold of a degenerating programme and a tipping point is reached, after which
the old programme is superseded.

While providing useful heuristics, these seminal scientific theories need careful application in the
field of economics and public policy, which is fundamentally uncertain and in which hypotheses
can never be irrefutably falsified. Economic policy is developed through a process of political
choices and ‘social learning’ in which policy-makers decide on new goals and methods with only
partial reference to academic theory or empirical evidence. The inherent uncertainty of economic
prediction and the deeply political nature of policymaking makes it easier for degenerating
programmes to retain their incumbency advantage. Path dependency is further strengthened by
the influence of vested interests, which help to shape the interpretation of external shocks and
lend support to degenerating over progressive programmes.

Considering these factors, Peter Hall argued that economic policy can exhibit three ‘orders’ of
change, increasing in their magnitude®:

1. Adjustment of an existing policy;

2. A change in the policy;

3. Achange in the goals of policy altogether.

In Hall’'s conception, it is the third order of change which corresponds to our definition of a
paradigm shift in the politico-economic orthodoxy.

Characterising the shift to the neoliberal paradigm

Similar patterns of change can be observed in both the politico-economic paradigm shifts which
occurred in the 20" century. Here we use the theories described above to set out the key
characteristics of the shift process, illustrated by the transition from the post-war paradigm to
neoliberalism in the 1980s. The characteristics of paradigms, the timing of their life-cycle and the
shift process differs on a country-by-country basis, with observable similarities between some
nations. As such, we use the Anglo-American experience as an illustrative example of a shift
process.

1. The prevailing orthodoxy. During the post-war years, the stable backdrop provided by
rising economic growth and incomes cemented the social democratic consensus into a
Kuhnian ‘worldview’. Within economic policy, Keynesian demand management theory led
to the targeting of full employment as the primary indicator of economic success. By the
1960s, policy-makers were placing considerable weight on the Phillips Curve—the



apparent trade-off between unemployment and inflation—to guide the management of the
economy. By adjusting interest rates and the overall fiscal stance, governments could
strike an appropriate balance between low inflation and full employment. At the same time
the fixed exchange rate regime of the Bretton Woods settlement and tightly managed
financial regulation (over international capital flows, for example) provided stable
conditions for the growth of international trade.

2. Economic shocks and crisis. In the early 1970s a combination of emergent and longer-
term problems precipitated a series of crises for the post-war consensus. The breakdown
of the international monetary order in the wake of President Nixon’s decision to take the
US dollar off the gold standard led to a deterioration in several countries’ balance of
payments positions leading to increases in inflation. Soon after, the decision by oil
producers, organised through the Organisation of Arab Petroleum Exporting Countries
(OAPEC) cartel, to raise oil prices added to the inflationary shock, precipitating recessions
and a major increase in unemployment in almost all oil importing nations. In response to
the persistence of ‘stagflation’ - simultaneously high inflation and unemployment -
governments continued to enact orthodox policies, including price and wage controls, but
with little success. In the UK in particular, a long-term decline in the competitiveness of
significant industrial sectors (some of them publicly-owned) and poor industrial relations
exposed severe weaknesses in the productive capacity of the economy.

3. Breakdown and transition in orthodoxy. The continuing economic crisis undermined the
orthodox Keynesian approach to economic policy. The phenomenon of stagflation
contradicted the Phillips Curve, while the failure of prices and incomes policies to control
inflation, or currency devaluation to restore competitiveness, left few available policy
options within the Keynesian framework. In the UK, the industrial policies which had been
designed to strengthen manufacturing industries in the 1960s and 70s had clearly failed
to do so. While corporatist models of industrial relations had raised the labour share of
national income, aggregate productivity had not increased. Together, a critical mass of
Kuhnian anomalies had emerged, leading to the degeneration of the incumbent politico-
economic paradigm. At the same time, an alternative ‘progressive programme’ was
developing, explicitly as a counter-movement to Keynesian collectivism. The ideas of
monetarism, new classical economics and free market ‘neoliberalism’ had been growing
since the 1930s. As politicians and policy-makers cast around for solutions to the crisis,
the proponents of these new approaches seemed to offer a route out of economic and
political instability.

4.New economic policy. While the support of policymakers coalesced around the emergent
approach in the late 1970s, it was the elections of Margaret Thatcher and Ronald Reagan
in 1979 and 1980 which marked the emergence of a new, distinct paradigm. To a lesser
extend this new paradigm also entered into German politics with the election of Helmut
Kohl in 1982, and into French politics with the change in economic policy after the short
'socialist experiment’ under President Mitterrand in 1981-82. These changes of
government, especially in the US and in the UK, precipitated a ‘third order’ change in



policy, switching the principal object of macroeconomic policy from unemployment to
inflation and utilising a new set of tools, including control of the money supply. While
monetarism was quietly modified and then largely abandoned, the wider neoliberal
worldview took hold. The economic role of the state was drastically diminished, largely
being confined to a guarantor of stable economic conditions upon which a private market
economy could thrive. The goals and methods of economic policy were redefined, with the
significant reduction of taxes and government spending, the deregulation of markets—
especially in finance—and a radical reduction in the power of trade unions in the labour
market.

Orthodox, modified and alternative paradigms

The conservative governments of the 1980s were mostly defeated in the following decade,
replaced by centre-left governments that made significant changes to the economic policies of
their predecessors. Yet each of these new governments retained key elements of the neoliberal
consensus of the previous decade. Indeed, it has been widely argued - despite their own claims
that they were following a new, "Third Way' approach - that the policies of the social democratic
governments of the late 1990s and 2000s were essentially continuations of the neoliberal project®.

Yet it is hard to sustain the claim, for example, that the New Labour administrations of Tony Blair
were simply Thatcherite governments in disguise. In fundamental respects, they broke with the
conservative consensus: public spending was dramatically increased to pay for the overwhelming
policy priority of improving public services; welfare spending rose considerably, particularly
through increases in child benefit and childcare provision, pensions and in-work tax credits; and
major changes were made in areas such as climate change and energy policy. Yet at the same
time many key features of the neoliberal consensus were retained. Privatisations were continued,
and further developed through the outsourcing of public sector functions. Broadly speaking the
regulatory agenda in financial services and other business sectors was left unchanged. There
were no reversals of trade union law or the 'flexible' labour market. Until a significant shift after
the financial crisis, direct interventions in private sector investment through a more active
industrial strategy were eschewed.

As such it may be useful to characterise the social democratic governments of the period as, to
varying extents, executing a 'modified' version of the neoliberal paradigm rather than simply
sustaining the entire trajectory of its policy programme. The idea of modification allows for the fact
that change can and does occur in the nature of a paradigm, without it being replaced altogether.
Using this conception, we can define a degenerating orthodoxy as the ‘orthodox paradigm’ and
an emergent, progressive orthodoxy as the ‘alternative paradigm’. The alternative paradigm can
only be defined as such if it represents a fundamental shift away from the old, changing the
objectives of the central economic policies, as per Hall's conception. A ‘modified paradigm’ can
then be defined as representing an adjustment in existing policies or a change in a number of the
policies of the orthodox paradigm, correcting the orthodoxy without fundamental reform.

Across the paradigm shift timeline above, a modified paradigm did not emerge in response to
challenges to the orthodoxy over the period of the post-war consensus, with the orthodox suite of



economic policies remaining the same throughout, with little to no modification. In contrast, the
approach of ‘Third Way’ centre-left governments in the 1990s can be seen as introducing
elements of a modified paradigm, adjusting and even replacing the policies of governments which
had adopted the previous orthodox paradigm.

Under these definitions, the existence of timing of a shift can vary by policy area and practising
institution. For example, under the New Labour government in the UK, healthcare spending was
greatly increased, breaking from the approach under previous Conservative administrations,
though the continued growth of marketisation and outsourcing to the private sector, including
through the Private Finance Initiative, ensured health policy retained the central tenets of the
previous approach. As such, we can characterise healthcare policy under the British government
has having undergone a shift to a modified paradigm, relative to the previous, orthodox paradigm.
In contrast, a new paradigm in healthcare policy could have constituted a range of different
approaches that broke from all the central tenets of the orthodox paradigm.

The totality of changes across a range of policy areas determines the character of the overall
political-economic paradigm and, therefore, whether a shift has occurred - either to a modified
paradigm or an alternative paradigm. Under these definitions, the new, replacement paradigm
could re-adopt the approaches of previous paradigms — an alternative paradigm does not always
(or often) draw on genuinely ‘new’ ideas. As such, the dividing line between modification and
replacement can always be contested.

The picture is even more complex for shifts within individual policy areas, which make up the
overall paradigm, than for an overall shift in paradigm itself. Shifts within individual policy areas —
from monetary policy to corporate governance — are highly contingent on the particular political
and economic circumstances affecting the policy area, as well as those events demanding policy
responses and shaping the debate and the personalities and institutions involved in developing
and executing policy.

The sum of the alternative paradigm approaches across each policy area constitutes the makeup
of an overall paradigm shift, which is often only recognised retrospectively. For example, the
adoption of public choice theory, regulatory capture theory and fiscal rectitude in the 1980s
constituted a shift to an alternative paradigm in each given policy area, away from the old
Keynesian approach, and, in sum, constituted an overall paradigm shift. It was only after these
changes occurred that the emergence of a new paradigm was recognised. Therefore, in an
attempt to understand the state of any overall paradigm shift, we apply the orthodox, modified
and alternative framework to a range of policy areas in the next chapter in an attempt to
characterise the shift process within each.



3. Paradigms by policy area

In this section we apply the framework in the previous chapter by characterising different
economic paradigms across ten policy areas. For each policy area, we have attempted to set out
at least three differing perspectives covering ‘orthodox’, ‘modified’ and ‘alternative’. For each
paradigm, we briefly outline the theoretical underpinnings and summarise any key policy
prescriptions. In general:

The orthodox paradigm draws on a purist interpretation of neoclassical economics;
The modified paradigm recognises the failure of some neoclassical assumptions but
does not present a radical break from the neoclassical framework;

e Alternative paradigms are those rooted in a more radical reappraisal of economic theory,
often drawing on insights from across various heterodox schools of thought.

Importantly, we use the term ‘alternative’ in a relative not absolute sense; some are not
necessarily new ideas but are older ideas experiencing a revival in interest. Furthermore, in
choosing a particular view as a alternative paradigm, we have used illustrative examples, drawing
on some less orthodox approaches being discussed at mainstream governing or multilateral
institutions. These institutions are the object of analysis in the next chapter, where we seek to
understand the process of shift, if any, in these organisations. Those we choose as alternative
paradigms are, of course, a limited sample from a vast range of approaches that could constitute
a new paradigm, drawing on diverse political, theoretical, cultural, geographical and practical
foundations. In some cases, we characterise a number of alternative approaches. Furthermore,
the characterisation of orthodox and modified as well as alternative is country-dependent; the
German experience is different to the British, as we shall explore.

The choice of policy areas corresponds to those areas which are given most attention and/or have
identifiable departments within the institutions under inspection in the next chapter.
Characterisation of orthodox, modified and alternative is based on a literature review, drawing on
the statements and reports of mainstream economic institutions and their leaders and research
staff. As such, while not a comprehensive study, we believe there is value in summarising the
state of ideas across a range of policy areas that make up an overall political-economic paradigm.

For each policy area, the ‘orthodox’, ‘modified’ and ‘alternative’ paradigms are summarised in the
boxes at the beginning of each section and then discussed in more detail.

We also explore the extent to which different economic institutions may or may not be changing
their views on economic analysis and policy, by highlighting some examples of how institutions
have changed over time.

We recognise that there is a plurality of views across staff and various sub-departments within
institutions, and that our assessment will always be a subjective approximation. Furthermore, a
given institution may not have a view on all policy areas. Our aim is not to pinpoint exact policy
positions of different organisations, but to highlight examples of broad observable shifts in



intellectual leadership and influence. We also recognise that institutions are shaped by historic
decisions, and that shifts tend to happen incrementally within a historical path dependency. We
therefore base our assessment on the relative direction of travel, rather than the overall position
taken on any given policy area. The exercise has been informed by a literature review and
anonymous surveys completed by individuals within organisations.

3.1. Trade policy

Orthodox paradigm: Free trade is a positive sum game that benefits everyone. Barriers to
trade should be reduced as much as possible through agreements or trade deals.

Modified paradigm: Trade increases GDP but can also have negative distributional
consequences. While barriers to trade should be reduced, policy should seek to mitigate
adverse distributional effects and share the benefits of free trade more widely.

Alternative paradigm: Trade can be advantageous, but too often the aggregate benefits come
at the expense of specific sectors and geographical communities where employment is
displaced through overseas competition, or of the natural environment. Modern trade
agreements are not primarily about increasing trade but about reducing regulations on the
protection of labour, environment and consumers, and increasing power of multinationals
corporations. Trade policy should instead stimulate a 'race to the top' on standards, rather than
a 'race to the bottom'.

The widespread support for free trade among economists stems from the theory of comparative
advantage. First elaborated in 1817 by the classical economist David Ricardo, the theory states
that it is not the absolute differences in countries’ abilities to produce certain goods and services
that determine the benefits of trade, but rather the relative differences’. Thus, even where a
country can produce all goods more efficiently than any other country, it will still be welfare
enhancing to trade with other countries.

Ricardo’s theory of comparative advantage was subsequently adopted into neoclassical theory
and reformulated to fit into the marginal analysis framework, and went on to form the basis of
neoclassical trade theory. Comparative advantage has been variously described as the “deepest
and most beautiful result in all of economics™ and “an unassailable intellectual cornerstone™.
Paul Samuelson, often referred to as the father of modern economics, once remarked that
comparative advantage is the only proposition in social science that “is both true and non-trivial”'°.
This basic formulation of comparative advantage — that free trade is a positive sum game that
benefits everyone — is what we refer to as the orthodox paradigm.

While it is widely accepted that trade is welfare enhancing, a growing body of evidence has found
that the process of trade liberalisation may have adverse distributional consequences, for
example by negatively impacting some industries or jobs in specific locations. As a result, many
economists acknowledge the need for policies that address these negative side effects which are
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generally viewed as being temporary ‘frictions’. These include “safety net” policies which
compensate those subject to job loss through, for example, unemployment benefits, and
“trampoline” policies that actively help people find new jobs or reskill'". This is what we described
as the modified paradigm.

However, neoclassical trade theory has been subject to a number of theoretical and empirical
criticisms. For example, some economists have argued that the theory of comparative advantage
relies on a set of assumptions which do not hold in the real world'? 2. It has also been argued
that the supposed benefits of trade liberalisation are not borne out by empirical evidence. For
example, Dani Rodrik has noted that “there are no examples of countries that have achieved
strong growth rates of output and exports following wholesale liberali[s]ation policies”'*, and “there
is no convincing evidence that trade liberali[s]ation is predictably associated with subsequent
economic growth”'®. Similarly, Ha-Joon Chang has argued that Britain, the US, Germany, France,
Sweden, the Netherlands, Switzerland, Japan, South Korea, and the most recent ‘Asian Tigers’
all developed using interventionist trade and industrial policies to promote and protect their own
industries, in contrast to free trade theory'®.

Economists that are critical of the free trade agenda generally acknowledge that trade can create
mutually beneficial gains, but recognise that if pursued dogmatically it can cause more harm than
good'’. Modern trade deals are criticised for being less about increasing mutually beneficial trade,
and more about increasing power of multinationals corporations, stimulating a "race to the bottom”
in environmental and labour standards' '°. These economists typically stress the importance of
allowing developing countries to pursue policies that promote development and industrialisation,
such as infant industry promotion tools, including tariffs and subsidies®. Some have also argued
that rather than focusing narrowly on commercial interests, free trade agreements should also
promote human rights, labour standards and environmental protections, stimulating a 'race to the
top' rather than a 'race to the bottom''. This is what we refer to as an alternative paradigm.

The near universal acceptance of the theory of comparative advantage led to strong support for
the ‘orthodox’ paradigm among academic economists over the past 30 years — a finding that is
supported by numerous surveys®? 2% 24 This in turn has had a strong influence on economic policy
making, notably through the trade liberalisation programmes of the General Agreement on Tariffs
and Trade (GATT) and the World Trade Organisation, and the structural adjustment programmes
of the International Monetary Fund and World Bank®®. These initiatives have encouraged nations
to liberalise trade by lowering tariff and non-tariff barriers, reducing or eliminating subsidies, and
adhering to international rules on intellectual property rights, customs procedures and the
treatment of foreign investors®®. Support for free trade has also led to the formation of many
bilateral and multilateral trade agreements. The justification for these agreements has generally
been to reduce barriers to trade, enabling countries to reap the benefits of comparative
advantage.

While major international policy institutions such as the IMF, World Bank, OECD and World Trade

Organisation have long acknowledged that trade liberalisation can have distributional
consequences, these were often overlooked throughout the 1980s and early 1990s on the basis
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that the net gains were seen to be so large. Since then, however, distributional consequences
have received increasing attention, particularly since 2016 as dislocation from global trade has
been cited as key reasons for political turbulence in many countries. This has contributed to a
notable shift in rhetoric among the leadership of major policy institutions as well as more emphasis
on policies which seek to mitigate adverse distributional effects and share the benefits of free
trade more widely. For example, in 2016 Maurice Obstfeld, the Chief Economist at the IMF, wrote
that®’:

“Trade enables a country to use its resources more efficiently. But the gains from that
greater efficiency may be divided unevenly among a country’s citizens, so that some of
them lose out. The result can be greater income inequality and disrupted lives... [T]he
economic case for government intervention to hasten movement of workers to new
occupations is compelling whether the need arises from trade or other change in the
economy.”

In June 2016 Catherine Mann, chief economist at OECD, said®:

“Trade enhances growth. Trade enhances choice for consumers. It allows for bigger
market places for business to exploit economies of scale. It adds to productivity growth.
But it’s very clear that there are losers from trade as well. And we have to acknowledge
that straight away and implement much more reasonable policies such that those that
gains from trade are able to get the benefits, and those who lose from trade are not
bearing the entire burden. We haven’t done a good job with that.”

In 2018 the World Bank published a briefing that stated®:

“There are also distributional consequences of increasing trade. While on aggregate,
economies gain enormously from increasing trade, as competition increases and many
good jobs are created in export sectors—the wages of workers in import-competing
industries may suffer or some workers may lose their jobs.”

In 2017 World Trade Report, the World Trade Organization’s noted that®:
“trade opening need not produce net losers, if individuals are compensated.”

We therefore conclude that a shift has taken place across the international policy institutions in
recent years away from the ‘orthodox’ paradigm, where the emphasis was solely on reducing
barriers to trade, towards the ‘modified’ paradigm which places more emphasis on mitigating
adverse distributional effects and share the benefits of free trade more widely. However, this has
not yet manifested itself in trade policy, with recent international trade agreements such as
Comprehensive Economic and Trade Agreement (CETA) and Trans-Pacific Partnership (TPP)
reflecting the ‘orthodox’ paradigm.
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In the UK, the vote to leave the European Union in 2016 has put a renewed focus on trade policy.
Despite proposing to withdraw from the EU’s single market and customs union, the UK
government maintains that it will “become the world’s foremost champion of free trade” after
leaving the EU*'. In contrast, the election of Donald Trump in 2017 has led to a profound shift in
trade policy in favour of protectionist measures, against the advice of most of the economics
profession. This has included imposing new tariffs on imports from China, the EU, Canada and
Mexico, raising fears of a new global trade war®2.

3.2. Fiscal policy

Orthodox paradigm: Governments should seek to run a balanced budget over the course of
the business cycle, and avoid running large fiscal deficits or high debt-to-GDP ratios, to assure
financial markets of fiscal competence and therefore keep interest rates down.

Modified paradigm: Over the business cycle governments should aim to run a balanced
current budget (the difference between day-to-day spending and income from taxes). Active
fiscal policy should only be used to increase demand in situations where monetary policy is
constrained in some way, such as when interest rates reach the lower zero bound, and only so
long as the debt-to-GDP ratio is kept manageable.

Alternative paradigm: For sovereign, currency-issuing governments operating a floating
exchange rate, fiscal policy should not be concerned with arbitrary targets around debt and
deficits. A government can never be made to default on debts denominated in its own currency,
and "not having enough money" is an unnecessary and self-imposed constraint which hampers
the achievement of wider policy objectives. Instead the focus should be on sustaining demand
and employment and managing inflation — with the resulting deficit or surplus a relatively
insignificant residual rather than something to be targeted.

In the 1970s the failure of Keynesian economics to explain stagflation led to the growing influence
of the New Classical and monetarist theories, led by American economists Robert Lucas and
Milton Friedman. Both these theories view fiscal policy as an ineffective tool for promoting growth
and employment, and instead promote ‘fiscal discipline’ — running a balanced budget over the
course of the business cycle and avoiding running large fiscal deficits.

This new consensus was underpinned by two key theoretical insights. The first is the “crowding-
out hypothesis”, which states that government spending transfers scarce productive resources
away from the private sector®. According to this theory, if an increase in government spending
and/or a decrease in tax revenues leads to a fiscal deficit that is financed by increased borrowing,
then this borrowing will increase interest rates by pushing up demand for limited loanable funds.
This in turn will lead to a reduction in private investment, offsetting the fiscal stimulus. Eventually
higher government spending needs to be funded by higher taxes which acts as a further squeeze
on spending and investment by the private sector of the economy, while also burdening future
generations for the benefit of current generations.
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The second theory is ‘rational expectations’, developed by Robert Lucas in 1973*. The theory
states that people make choices based on their rational outlook, available information and past
experiences. In relation to fiscal policy, if the government sells debt to fund a tax cut or to increase
expenditure, rational individuals will realise that at some future date they will face higher tax
liabilities to pay for the interest repayments. As a result, they will reduce their own expenditure
and increase their savings, thus offsetting the effect of the fiscal stimulus and rendering fiscal
policy ineffective - an effect sometimes referred to as ‘Ricardian equivalence’.

This approach to fiscal policy became increasingly influential in the 1980s and 1990s, and formed
a key part of the so-called ‘Washington consensus’ which imposed fiscal discipline on developing
countries via conditionality programmes attached to loans by the IMF and the World Bank®. This
is what we refer to as the orthodox paradigm.

After the debates between the New Classical and New Keynesian economists in the 1980s and
1990s, the ‘New Neoclassical Synthesis’ emerged which combined neoclassical economics with
Keynesian macroeconomics. Sometimes referred to as the New Keynesian (NK) school, this
approach views the economy as a dynamic general equilibrium system that can deviate from an
efficient allocation of resources in the short run because of sticky prices and other market
frictions®. The NK model provides the theoretical foundation for much of contemporary
mainstream macroeconomics. It states that control of inflation and the stabilisation of demand
should be the realm of monetary policy, and that fiscal policy should focus ensuring stable tax
rates consistent with the control of government debt®” *¥. The NK model leaves open the possibility
of using active fiscal policy to increase demand in situations where monetary policy is constrained
in some way, such as when interest rates reach the lower zero bound® “°. This consensus
dominated in academia and central banks in the decades leading up to the financial crisis, and is
what we refer to as the modified paradigm.

In recent years a relatively new school of thought has emerged which challenges the dominant
New Keynesian view of fiscal policy. Sometimes referred to as Modern Monetary Theory (MMT),
this school draws heavily on the post-Keynesian tradition and brings together ideas from
economists such as Georg Knapp, A Mitchell Innes, Abba Lerner, Hyman Minsky and Wynne
Godley among others. Prominent modern advocates include economists Randall Wray,
Stephanie Kelton and Bill Mitchell, and financier Warren Mosler.

MMT posits that mainstream macroeconomics overlooks the monetary and fiscal policy
implications of modern money systems. While in the past governments faced significant
constraints imposed by the gold standard or fixed exchange rate regimes, today governments
that are monetarily sovereign (i.e. that issue their own currencies and operate a floating exchange
rate) are not revenue constrained as they were in the past. This is because, as issuers of their
respective fiat-currencies, they can never “run out of money”. Sovereign governments can never
be made to default on debts denominated in its own currency, and “not having enough money” is
an unnecessary and self-imposed constraint which hampers the achievement of wider policy
objectives*'.
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Instead of being constrained by arbitrary targets around the government debt and deficit, MMT
economists argue that government spending should aim to sustain demand and employment and
manage inflation. MMT makes extensive use of the sectoral balances framework developed by
British economist Wynne Godley to demonstrate that fiscal deficits are usually necessary to
sustain demand in countries with current account deficits. Under this framework, targeting a fiscal
surplus is not only undesirable, but can also be the cause of economic crises. As governments
can always meet payments in its own currency, the threat from “bond vigilantes” acting to push
governments towards default or the national debt growing to “unsustainable” levels is viewed as
non-existent. The ability of governments to ‘print’ money is limited only be inflation, which depends
on capacity constraints, wage conditions and other real economy factors. This is what we refer to
as an alternative paradigm.

The election of Margaret Thatcher in 1979 heralded the arrival of what we describe now as the
orthodox paradigm approach to fiscal policy in the UK, with a focus on lower taxes, tighter fiscal
discipline and cuts to government spending. A similar philosophy underpinned Ronald Reagan’s
approach to fiscal policy as US President, although in practice this was offset by the significant
fiscal stimulus that resulted from steep increases in defense spending.

In Germany, ever since the passage of the Law on Budget Principles in 1969 government budgets
at both the Federal and State (Lander) level were subject to a mandatory, standardized
framework. Borrowing was not allowed to exceed the total expenditure set for investment, except
under conditions of “sustained disturbance of macroeconomic equilibrium” (i.e., a prolonged, deep
recession*?).

The signing of the Maastricht Treaty in 1992 obliged EU member states to maintain fiscal
discipline by keeping the fiscal deficit below 3% of GDP and government debt to below 60% of
GDP* -- rules that were strongly influenced by orthodox paradigm thinking. However, the
emergence of the New Keynesian school as the dominant macroeconomic paradigm in the 1990s,
combined with the election of ‘Third Way’ social democratic governments, saw a gradual shift
away from the orthoodx paradigm towards the modified paradigm which saw demand
management as primarily the realm of monetary policy but permitted government borrowing for
public investment as well as for countercyclical spending where monetary policy was constrained
in some way

When the Global Financial Crisis hit in 2007, many advanced economies including the UK, US
and Germany implemented fiscal stimulus to offset reductions in demand, in line with New
Keynesian prescriptions. Similarly, both the IMF and the OECD also initially advocated fiscal
expansion. However, in 2010 the IMF and the OECD shifted their position by departing from the
modified paradigm consensus and advocating fiscal consolidation when interest rates were still
at the lower bound, which is more in line with the ‘orthodox paradigm’. For example, in 2010 the
OECD recommended that**:

“Budget consolidation to bring public finances onto a sound footing should be pursued
actively from 2011 onwards in almost all OECD countries.”
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This shift was influenced by the fiscal crises in the euro area periphery economies, as well as an
influential paper published in 2010 by Carmen Reinhart and Kenneth Rogoff which found that
economic growth severely suffers when a country's public debt level reaches 90% of GDP*. At
the same time, the election of new governments saw many countries shift away from
countercyclical fiscal stimulus towards fiscal austerity. In the UK, reducing the fiscal deficit and
balancing the budget has been the key aim of economic policy since the election of a
Conservative-led government in 2010.

In Germany, the ‘constitutional rule on federal indebtedness’ (also known as the “debt brake”)
was introduced in 2011 which states that the federal and Lander governments must run balanced
budgets as a fundamental principle*. This replaced the previous fiscal rule that permitted fiscal
deficits to finance net public sector investment. There is therefore evidence that in both Germany
and the UK, governments have shifted backwards from the modified paradigm back to the
orthodox paradigm in recent years, and have remained there since.

However, in recent years both the IMF and the OECD have shown signs of reverting back to a
more conventional ‘modified’ paradigm, supporting more active fiscal policy while interest rates
are at the lower zero bound. This has partly been influenced by famous debunking of the Reinhart
and Rogoff paper by economist Thomas Herndon in 2013, as well as a recognition that euro area
concerns were specific to the eurozone monetary regime*’.

For example, in 2016 the IMF acknowledged that*®:

“IMF advocacy of fiscal consolidation proved to be premature for major advanced
economies, as growth projections turned out to be optimistic. Moreover, the policy mix of
fiscal consolidation coupled with monetary expansion that the IMF advocated for
advanced economies since 2010 appears to be at odds with longstanding assessments
of the relative effectiveness of these policies... In articulating its concerns, the IMF was
influenced by the fiscal crises in the euro area periphery economies ... although their
experiences were of limited relevance given their inability to conduct independent
monetary policy or borrow in their own currencies.”

In a high profile article called ‘Neoliberalism: Oversold?’ published in 2016, three IMF
economists concluded that:

“Faced with a choice between living with the higher debt—allowing the debt ratio to
decline organically through growth—or deliberately running budgetary surpluses to
reduce the debt, governments with ample fiscal space will do better by living with the
debt”.

Similarly, in 2016 the OECD Chief Economist Catherine Mann said*®:
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“‘there is room for fiscal expansion to strengthen demand in a manner consistent with
fiscal sustainability... A commitment to raising public investment would boost demand
and help support future growth”.

3.3. Monetary policy

Orthodox paradigm: The goal of monetary policy should be price stability. This is most
effectively achieved by an independent central bank controlling base interest rates to meet a
target rate of inflation. Transparency of central bank decision-making ensures aligned
expectations of market actors. Decisions around the creation and allocation of new broad
money and credit in the economy should be left to the lending activities of commercial banks
responding to market signals.

Modified paradigm: In normal times, price stability is most effectively achieved by an
independent central bank controlling base interest rates to meet a target rate of inflation. But in
times of crisis when interest rates are near zero (at the effective lower bound), central banks
may use a wider range of tools to achieve monetary policy objectives. These include large scale
asset purchases of government and corporate bonds via quantitative easing programmes; the
provision of cheap liquidity to banks; and forward guidance. In pursuing its monetary policy
objectives, the central bank should not seek to influence the allocation of capital in the
economy.

Alternative paradigm #1: Credit markets are subject to multiple market failures which often
result in a misallocation of capital and the formation of speculative asset bubbles. As well as
setting base interest rates, policymakers should therefore seek to regulate the total quantity and
allocation of new money creation by commercial banks through the use of credit guidance tools
(also known as direct credit regulation, credit controls, the framing of credit and window
guidance). Regulators should seek to restrict credit for speculative and unproductive purposes
and promote allocation towards useful activities by imposing quantitative and qualitative credit
controls.

Alternative paradigm #2: Setting base interest rates is an ineffective way to manage the
macroeconomy because it is indirect and relies on uncertain distributional behaviour. Instead,
governments should regulate the macroeconomy through active fiscal policy. For a currency-
issuing government, there is no necessity to match fiscal deficits with bond-issuance, therefore
governments should stop issuing bonds and instead finance fiscal deficits via Overt Monetary
Financing (OMF). Base interest rates should be kept permanently at zero to accommodate this.
Decisions around the creation and allocation of new broad money and credit in the economy
should be left to the commercial banking sector operating under stricter public oversight and
regulation.

Alternative paradigm #3: Commercial bank credit creation has is a major contributor to
inequality and financial instability. The ability of commercial banks to create broad money in the

17




process of making loans should therefore be curtailed, and the power to create new money
should be returned exclusively to the central bank. The central bank should inject all new money
into the economy by financing government spending in place of taxes or borrowing, making
direct payments to citizens, or making new loans through intermediaries such as banks or P2P
lenders.

After the experience of the high inflation of the 1970s, a strong consensus emerged that the goal
of monetary policy should be price stability. Beginning in the mid-1970s, many countries adopted
targets for the growth of monetary aggregates in the belief that this was the best way to achieve
price stability. Under this approach, central banks sought to control inflation by aiming for
intermediate targets for rates of monetary growth that could be expected to deliver the desired
inflation rate. Although this approach was successful in reducing inflation in some countries,
persistent failures in hitting the monetary targets, and persistent instability in the relationship
between monetary growth and inflation, led to the virtual abandonment of monetary targeting in
most countries in the course of the 1980s*.

To overcome the shortcomings of monetary targeting, in the late 1980s many countries began to
adopt inflation targeting. Under this approach, countries make an explicit commitment to meet a
specified inflation rate target or target range within a specified time frame; regularly announce
their targets to the public; and have institutional arrangements which ensure that the central bank
is accountable for meeting the target—the key one being operational independence from the
government®'. Transparency of central bank decision making ensures aligned expectations of
market actors.

Under inflation targeting, the main instrument used by central banks to control inflation is the
manipulation of short term interest rates. Central banks set the base interest rate either by
engaging in open-market operations (buying and selling government securities) or setting the
discount rate (the rate at which the central bank lends money to commercial banks). The rationale
controlling base interest rates is that this is an effective way of influencing aggregate demand. If
the central bank decreases the base interest rate, this will lower market interest rates and
stimulate investment, increasing aggregate demand and, in principle, inflation. The reverse should
have the opposite effect®®. Under this approach, decisions around the creation and allocation of
new broad money and credit in the economy should be left to the lending activities of financial
institutions operating in a competitive market. In the years before the global financial crisis, this
approach to monetary policy formed a key pillar of the New Keynesian (NK) macroeconomic
paradigm which dominated policymaking in most advanced economies. This is what we refer to
as the orthodox paradigm.

After the Global Financial Crisis, central banks in advanced economies eased monetary policy by
reducing interest rates until short-term rates came close to zero, which limited the option to cut
policy rates further. At this point many countries faced what is often referred to as a ‘liquidity trap’
— where private demand is so weak that spending falls far short of what would be needed for full
employment even when short-term interest rates are at zero®.
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With the danger of deflation rising, there was a growing concern among mainstream
macroeconomists and central bankers that unconventional monetary policies were required.
These included large scale asset purchases of government and corporate bonds via quantitative
easing programmes (especially in the United States, the United Kingdom, the Euro Area, and
Japan); the provision of cheap liquidity to banks; and ‘forward guidance™®*. Some central banks
also introduced negative interest rates, taking short-term rates below zero®®. The aim of these
policies was to stimulate demand in the economy.

In using these tools, central banks stressed that their actions were strictly monetary policy
operations — they were designed to avoid a distortionary effect on the market which might
influence the allocation of capital in the economy (‘market-neutral’ interventions). Most proponents
of unconventional monetary policy maintain that these interventions are only temporary, and that
the previous regime of inflation targeting will resume when interest rates rise above the zero lower
bound®. This is what we refer to as the modified paradigm.

Some economists criticise the inflation targeting approach to monetary policy on the basis that it
assumes that financial markets will allocate resources efficiently as long as central banks set
interest rates appropriately. This in turn assumes that the money and credit markets are efficient
and operate in equilibrium. However, critics point out that it is well documented that money and
credit markets are subject to multiple market failures which often result in a misallocation of capital
and the formation of speculative asset bubbles®” *8. For this reason, throughout history many
central banks, including the Bank of England in the 1960s and 1970s, have employed forms of
direct credit regulation which seek to regulate the total quantity and allocation of new money
creation by commercial banks. These policies have variously been called credit controls, the
direction of credit, credit guidance, the framing of credit, window guidance or moral suasion®.
Today some economists support the revival of direct credit controls as a major tool of monetary
policy as a means of supporting economic growth and avoiding asset price inflation and banking
crises® ©'. This is what we refer to as alterative paradigm #1.

Another framework that has gained prominence in recent years is Modern Monetary Theory
(MMT). Proponents of MMT view government bond issuance as a monetary rather than a fiscal
operation. MMT economists maintain that the reason governments issue bonds is not to acquire
funds to spend, but rather to keep the central bank reserve market in balance and meet the central
bank’s target interest rate. If the government did not match deficit spending (which adds reserves
to the interbank system) with bond issuance (which drains reserves from the interbank system),
reserves would build up in the system which would drive interest rates down to zero.

However, MMT economists believe that controlling interest rates is an ineffective way to manage
the macroeconomy, because it is indirect and relies on uncertain distributional behaviour®. Fiscal
policy is viewed as the preferred tool for managing demand and employment because it is direct
and can create or destroy net financial assets with certainty, and does not rely on any distributional
assumptions being made. Some MMT economists consider the practice of interest rate setting
and government bond issuance to be a form of rent-seeking to the financial sector. As a result,
many MMT economists support the idea of abolishing government bond issuance altogether,
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instead financing fiscal deficits with the creation of central bank money via Overt Monetary
Financing (OMF). In the absence of bond issuance or any other corresponding activity to drain
reserves, base interest rates would have to be kept permanently at zero to accommodate this.
For this reason, many MMT economists maintain that ‘the natural rate of interest’ is zero®®. This
is what we refer to as alternative paradigm #2.

In recent years there has also been a resurgence in support for the idea of ‘full reserve banking’
(sometimes also referred to as ‘sovereign money’). Proponents of this view believe that credit
creation by commercial banks is responsible for a wide range of problems ranging from rising
inequality and financial instability, to high levels of debt and a lack of productive investment. It is
argued that the ability of commercial banks to create new money should be curtailed, with
responsibility for broad money creation lying solely with the central bank. Under such a system,
decisions around the creation of new money would be made by the central bank who would aim
to maintain price stability and promote economic growth. New money could be injected into the
economy by financing government spending in place of taxes or borrowing, by making direct
payments to citizens, by paying off outstanding debts, or by making new loans through banks or
other intermediaries. Banks would be limited to playing a true intermediary role of matching savers
and borrowers in the way that peer-to-peer lenders, such as Zopa, do today, without leveraging
their balance sheets®. The idea has been popularised in recent years by the UK-based
organisation Positive Money®. However, it also has a long heritage and has been supported by
a range of eminent economists including, Milton Friedman®®, Henry Simons®’, James Tobin® and
Irving Fisher®. This is what we refer to as alternative paradigm #3.

As noted anove, from the 1990s, most central banks in advanced economies adopted inflation
targeting as the primary instrument of monetary policy, relying on the manipulation of short-term
interest rates to manage inflation and demand. This approach to monetary policy formed a key
pillar of the New Keynesian macroeconomic paradigm which dominated policymaking in most
advanced economies and international policy institutions (the ‘orthodox paradigm’).

When the Global Financial Crisis hit most central banks eased monetary policy by reducing
interest rates until short-term rates came close to zero, which limited the option to cut policy rates
further. Faced with getting stuck in a liquidity trap, many central banks resorted to unconventional
monetary policies including included large scale asset purchases of government and corporate
bonds via quantitative easing programmes; the provision of cheap liquidity to banks; and ‘forward
guidance’™. Some central banks also introduced negative interest rates’’. While the Federal
Reserve and Bank of England introduced unconventional monetary policies in 2008 and 2009
respectively, the ECB was much slower to embrace it, only implementing negative interest rates
in 2014 and QE in 2015. These policies were supported by the IMF, the Bank for International
Settlements and OECD™* 73 7,

However, it is generally maintained that these interventions are only temporary and will be
unwound when interest rates rise above the zero lower bound, at which point the previous regime
of inflation targeting will resume. We therefore conclude that there has been a notable shift across
institutions from the orthodox paradigm towards the modified paradigm over the past decade.
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3.4. Banking and finance

Orthodox paradigm: Increasing financial sector activity is beneficial, because more complete
markets allocate capital more efficiently. Money is simply a “veil” over real economic activity,
therefore financial sector activity can be excluded from economic models. Financial and
economic crises occur as a result of external shocks, therefore regulation should focus on
ensuring that individual firms are able to withstand shocks.

Modified paradigm: Growth in the financial sector is good only up to a point, after which it can
become a drag on economic growth. The activities of the financial sector can create systemic
risks and cause crises, therefore its activities should be included in economic models.
Macroprudential regulation should be introduced to monitor risks building up in the financial
system as a whole.

Alternative paradigm: Much of the financial sector's activity is focused on the extraction of
short-term capital gains at the expense of long-term value creation — contributing towards
destabilising booms and busts, rising inequality and a lack of productive investment. Financial
innovations which do not have any clear social purpose should be prohibited, measures to limit
harmful financial speculation (such as a financial transactions tax) should be introduced, and the
incentives faced by banks and other institutions should be aligned with social and environmental
priorities via regulation or different ownership models.

In the decades preceding the Global Financial Crisis, the mainstream consensus on banking and
finance was underpinned by two key theoretical insights. The first was the fundamental theorem
of welfare economics, demonstrated mathematically in 1954 by Kenneth Arrow and Gerard
Debreu’, which states that markets operating under conditions of perfect competition will lead to
a socially optimum allocation of economic resources (a ‘Pareto efficient’ outcome) — but only if
markets are ‘complete’ (i.e. if there are markets in which to strike all possible desired contracts).
Increased financial sector activity (‘financial deepening’) was therefore viewed as always
beneficial, because it helps to complete markets and therefore allocate capital more efficiently.

The second theoretical insight was the Efficient Markets Hypothesis (EMH), first expounded by
the economist Eugene Fama (1970)". The EMH holds that investors respond rationally to publicly
available information, and that market prices for assets incorporate all the publicly known
information about them. The strong influence of the EMH among academic economists and
policymakers helped to popularise the view that liberalised financial markets help allocate
resources more efficiently.

The result was that mainstream macroeconomic theory did not place much emphasis on the
details of the financial system. Major textbooks of new Keynesian monetary theory said little about
the role of banks and financial intermediation’”, and the models used by central banks to inform
policy-making — dynamic stochastic general equilibrium (DSGE) models — had little or no role for

21




the financial system itself’®. The financial system was thus treated as a neutral “veil” through
which money passed into the real economy, but whose size and detailed structure were largely
unimportant. As long as central banks achieved low and stable inflation through interest rate
policy, it was believed that the details of the financial sector were of little macroeconomic
importance’. Because it was believed that financial markets were efficient, risks to the financial
system were assumed to be exogenous, meaning that regulation focused on ensuring that
individual financial institutions could withstand external economic shocks, particularly
microprudential regulation. This is what we refer to as the orthodox paradigm.

The Global Financial Crisis of 2007/08 has triggered a reassessment of the pre-crisis orthodoxy
with regards to banking and finance theory and policy. Firstly, the view that financial sector activity
is always beneficial has been disputed by a number of empirical studies by major policy
institutions®® 8'. Secondly, there has been a widespread acceptance that the pre-crisis orthodoxy
suffered from a fundamental lack of understanding of system-wide risk, and underestimated the
ability of financial systems to generate endogenous shocks and crises®.

The credibility of the ‘efficient markets hypothesis’ has also been challenged by the growing
influence of behavioural economics, which emerged as a new field in the 1970s and which draws
heavily on the work of psychologists Daniel Kahneman and Amos Tversky®®. The key insight of
behavioural economics with regards to finance is that investors are prone to a number of
psychological, social, cognitive, and emotional factors which mean that they do not always behave
rationally. These include loss aversion, overconfidence, and herding behaviour, which can result
in inefficient financial markets and, in some cases, the formation of bubbles and crashes® %. In
recent years behavioural economics has received growing attention within the mainstream
economics profession, and many economists have incorporated its insights into the neoclassical
paradigm®®.

As a result, a growing consensus has emerged that microprudential regulation of firms must be
accompanied by macroprudential regulation which focuses on preventing the build-up of risk in
the financial system as a whole by using tools that prevent excessive credit growth and the
formation of bubbles®” 8. This is what we refer to as the modified paradigm.

However, the Global Financial Crisis also galvanised a more fundamental critique of the ‘orthodox
paradigm’, which has its intellectual roots in various heterodox schools of thought. While specific
formulations vary, most have a number of common theoretical underpinnings:

e A rejection of the neoclassical theory that the economy is best understood as being in a
state of long-run equilibrium where finance plays no significant macroeconomic role in
favour of the theories of Hyman Minsky, who argued that capitalist economies moved
repeatedly through phases of stability and instability, and that finance, credit and asset
prices play a major macroeconomic role® %.

e Arejection of the neoclassical theory that the central bank determines the quantity of loans
and deposits in the economy by controlling the quantity of central bank money (the so-
called ‘money multiplier’ approach), and support for post-Keynesian ‘endogenous money’
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theory, which recognises that the money supply is determined by the lending decisions of
commercial banks who create new deposits in the process of creating new loans®'.

e A recognition that finance is not neutral; that different types of finance can affect the types
of investments made and the type of economic activity that occurs in an economy®? . An
important distinction is made between types of finance that are conducive for investment
in the productive economy, and speculative finance which prioritises capital gains through
the trade of existing assets, contributing towards destabilising booms and busts®.

e Criticism of the process of ‘financialisation’, defined as the penetration and increasing
influence of financial markets, motives and institutions into new areas of the state,
economy and society® . Financialisation is viewed as a harmful development which has
reduced long-term productive investment, adversely affected economic growth, generated
financial instability, and increased economic inequality®’.

e A recognition that the character of the financial system (including types of banking activity
and the composition of markets) has a material impact on the real economy. A distinction
is often made between financial institutions that seek to maximise short-term profits and
those with different ownership models and governance structures that enable them to
prioritise wider social and environmental objective®® *°.

Policy prescriptions also vary between individuals and organisations, but typically include
suppression of non-productive finance through stricter regulation, the prohibition or taxation of
financial innovations which do not have any clear social purpose, and measures to limit harmful
financial speculation (such as a financial transactions tax); and the promotion of different
ownership models for financial institutions which better align incentives with the long-term
interests of society and direct credit towards socially useful activities. These may include public,
cooperative and mutual models of ownership at the local and regional level, and state investment
banks at the national level. This is what we refer to as the alternative paradigm.

The intellectual triumph of the Efficient Markets Hypothesis among academic economists and
policymakers in the 1970s contributed to a significant shift in economic policy in the 1980s.
Financial sector regulations were removed and financial markets were liberalised in many
advanced economies. Financial regulation was re-designed to be ‘light touch’, focusing on
ensuring that all investors have access to the same information. Because it was believed that
financial markets were efficient, risks to the financial system were assumed to be exogenous,
meaning that regulation focused on ensuring that individual financial institutions could withstand
external economic shocks (microprudential regulation). This orthodox paradigm was broadly
embraced by the US Treasury, Federal Reserve, HM Treasury, Bank of England and the
European Central Bank.

In 1997 the Asian Financial Crisis led to a reappraisal of policy in some areas such as regulatory
and supervisory frameworks, particularly in relation to emerging markets'®. However, in
advanced economies the fundamental pillars of the orthodox paradigm remained intact until the
onset of the Global Financial Crisis in 2007: that increasing financial sector activity is beneficial,
that more complete markets allocate capital more efficiently; and that regulation should focus on
ensuring that individual firms are able to withstand shocks.
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No maijor policy institution identified the risks building up in the global financial system that
ultimately led to the Global Financial Crisis of 2007/2008. Most central banks and international
institutions believed the global financial system was strong and resilient, and in some cases were
urging further deregulation. For example, in 2007, the IMF praised countries for adopting light
touch regulation and supervision, and recommended that other advanced countries follow the U.S
and U.K. approaches to the financial sector as a means to help them foster greater financial

innovation'®".

As outlined above, the onset of the Global Financial Crisis and its aftermath triggered a significant
reassessment of the pre-crisis orthodoxy with regards to banking and finance. As a result, a
growing consensus has emerged that microprudential regulation of firms must be accompanied
by macroprudential regulation, which focuses on preventing the build-up of risk in the financial
system as a whole by using tools that prevent excessive credit growth and the formation of
bubbles. The use of macroprudential policy has been endorsed by most major financial policy
institutions, including the Bank of England'®?, Federal Reserve'®, European Central Bank'®,
IMF'%, OECD'? and Bank for International Settlements'””. The advent of macroprudential policy
signals an implicit rejection of the orthodox paradigm among major policymakers, because it
represents a clear departure from the idea that financial markets left to themselves with deliver
an efficient allocation of resources.

Thus far no major institution has embraced alternative paradigm approaches, however there are

signs that these are gaining traction among some opposition political parties such as the Labour
Party in the UK.

3.5. Inequality

Orthodox paradigm: Inequalities arise naturally in a market economy from differences in
productivity, skills and effort. Inequality has risen in recent decades because technology and
investments in human and physical capital have increased the skills and productivity of certain
individuals relative to others. What matters is not the gap between rich and poor, but making
sure that the standard of living of the poor is increasing. The best way to achieve this is through
economic growth: ‘a rising tide lifts all boats’.

Modified paradigm: The benefits of economic growth aren't always shared across society, and
too much inequality can be bad for economic growth, not least through the lower propensity to
consume of those on higher incomes. Inequality can be reduced by prioritising "inclusive
growth" which creates opportunity for all segments of the population and distributes the
dividends of growth fairly across society. Redistributive measures such as taxation and welfare
spending are required as well as policies to expand education and training opportunities to
increase skills and productivity across the population. Excessive remuneration for senior
executives should be curtailed and gender pay gaps reduced through transparency and
improved corporate governance.
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Alternative paradigm: The level of inequality in society is not the inevitable result of market
forces but a product of social and political choices. The distribution of income and wealth is
largely determined by the balance of power between different stakeholders in the economy,
particularly workers of different kinds (including men and women), executives, owners of capital
and landowners. The balance of power is determined by the rules and laws which govern the
economy. Exploitation of and changes to these rules over recent decades has enabled income
and wealth to flow upwards away from those that create it towards the top 1%, who have
become an effective rent-seeking class increasingly cut off from society. The rules and laws that
govern the economy should therefore be reconfigured to eradicate exploitation and link rewards
fairly to value.

Neoclassical economic theory states that incomes are determined according to contribution to
production (the ‘marginal productivity theory’). Under this theory, developed at the end of the 19th
century by the American economist John Bates Clark, wages reflect the amount of additional
output an extra worker would produce — the ‘marginal product’ of labour'.

The rationale for this is that if wages were below productivity, firms would find it profitable to hire
more workers. This would put upward pressure on wages. Conversely, if wages were above
productivity, firms would find it profitable to shed labour, putting downward pressure on wages. In
a competitive market an equilibrium is reached whereby wages equal what each worker can
produce, resulting in a Pareto efficient outcome'®.

Under this framework differences in individuals’ incomes are therefore said to be related to
differences in productivity, skills and effort. Highly paid workers deserve the high wages they
receive compared to the less highly paid because they are more productive than members of the
latter. Changes in the distribution of income are attributed to changes in technology and to
investments in human and physical capital, which have the effect of increasing the skills and
productivity of certain individuals. Inequalities are explained because people with skills in high
demand in sectors such as IT and finance have seen their earnings rise, reflecting their superior
productivity, while low skilled workers have fallen behind. Marginal productivity theory describes
a world where, so long as there is sufficient competition and free markets, all will receive their just
rewards in relation to their true contribution to society. There is, in Milton Friedman’s famous
terms, “no such thing as a free lunch”''°,

Under marginal productivity theory, what matters is not the gap between rich and poor, but that
absolute poverty is reduced. The best way of achieving this is to increase education and job
training opportunities for workers in order to increase skills and productivity across the population
and drive economic growth (‘a rising tide lifts all boats’). This is what we refer to as the Orthodox
paradigm.

In recent decades a growing body of economic research has been devoted to quantifying the
growing gap between rich and poor. Economists such as Thomas Piketty'"!, Tony Atkinson''? and
Branko Milanovic'"® have produced rich empirical work showing the extent to which inequality has
increased in many advanced economies in recent decades. This has led to a growing recognition
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that the benefits of economic growth have not been shared widely across society in many
countries. A common explanation for this put forward by mainstream economists is that
globalisation, trade liberalisation and technological change has had a polarising effect on labour
markets, while also expanding the size of the market that can be served by a single person or
firm creating ‘a winner takes all' environment and contributing to the ‘rise of the 1%’ 115 116,
Explanations such as these do not challenge marginal productivity theory, but instead seek to
explain why the marginal productivity of some people have grown so much faster than others.

In addition, many recent studies have found that income inequality has a negative and statistically
significant impact on economic growth''” 18 19 Ag g result, many major policy institutions have
taken up the agenda of “inclusive growth” which, although precise definitions vary, growth
generally means designing policy to promote economic growth that creates opportunity for all
segments of the population. This is what we refer to as the modified paradigm.

Many economists have long rejected marginal productivity theory on the basis that it is subject to
a number of theoretical and empirical flaws which render it more of a normative theory of
distribution rather than an objective one. As with other aspects of neoclassical economics, it is
criticised as being premised on the existence of perfectly competitive markets with complete and
full information, and abstracting from important real-world phenomena such as irrational human
behaviour, asymmetries of bargaining power and externalities'® 2! 22 12 Marginal productivity
theory has also been challenged on empirical grounds. If it were true, average wages should rise
in line with labour productivity. However, in many advanced countries there has been a
‘decoupling’ between wages and productivity in recent decades, with wages failing to keep up
with increases in productivity'?*. The theory’s failure with respect to the implementation of
minimum wages has also been well documented'?®.

An alternative view on the distribution of income and wealth, drawing on Marxist and post-
Keynesian insights, is that it is the outcome of the relative bargaining power between different
groups — particularly workers of different kinds (including men and women), executives, owners
of capital and landowners'?® ¥, These power dynamics in turn are determined by institutional
norms and laws which govern the economy such as property rights, corporate governance,
taxation, trade union law, labour law and patents. Exploitation of and changes to these rules in
recent decades has enabled income and wealth to flow upwards away from those that create it
towards the top 1%, who have become an effective rent-seeking class increasingly cut off from
society, earning excessive rewards based on the exploitation of others'® ' From this
perspective, inequality is viewed as a concern from the standpoint of social justice, as well as
from concern about the impact that economic inequality has on a wide range of and health and
social problems™® ¥ Proponents of this view tend to support policies which reconfigure the rules
and laws that govern the economy in order to eradicate exploitation and rent-seeking, and link
rewards more fairly to value while recognising the collective nature of wealth creation. Examples
include stronger collective bargaining practices, higher levels of taxation of unearned wealth,
expanded public and worker ownership of firms, active policies to close gender and other
discriminatory pay gaps, and a citizens' wealth dividend. This is what we refer to as the alternative
paradigm.
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From the 1980s, free market economists were influential in arguing that inequality should not be
of concern to policymakers. For example, Milton Friedman argued that a degree of inequality is
desirable and unavoidable in a system based on free-market principles because of the ethical
principle that “To each according to what he and the instruments he owns produces.”’*? It was
also argued that measured designed to reduce inequality were detrimental to economic growth.

These ideas were influential in shaping the economic policies of President Ronald Reagan in the
USA and Prime Minister Margaret Thatcher in the UK, who introduced reforms such as cutting
taxes on corporations and high earners and diluting collective bargaining rights which contributed
to a steep rise in economic inequality. At the same time, many of these policies were also imposed
on developing countries through the structural adjustment programmes of the IMF and the World
Bank, alongside privatisation and liberalisation policies.

The election of ‘“Third Way’ governments in the USA, UK and Europe in the 1990s saw a renewed
focus on expanding equality of opportunity and reducing poverty. However, in most cases these
governments did not succeed in reducing the steep rise in economic inequality that had taken
place throughout the preceding decades.

However, since the Global Financial Crisis a variety of international organisations including the
World Bank, the IMF, the OECD and World Economic Forum have placed a new emphasis on
the need to address economic inequality — and have developed new workstreams and
frameworks to help do so. In many cases, however, the motivation for this has not been a concern
for distributive justice, but from an interest in boosting economic growth. Many recent studies,
including from the IMF'33'3* and OECD"®, have found that income inequality has a negative and
statistically significant impact on economic growth, and that policies which seek to reduce
inequality do not harm economic growth. This has led to the rise of the “inclusive growth” agenda,
which despite varying definitions generally means designing policy to promote economic growth
that creates opportunity for all segments of the population and distributes the dividends of
increased prosperity fairly across society.

The inclusive growth agenda has been formally endorsed or praised by institutions including the
IMF136 137 OECD'38, and World Economic Forum (WEF)'3°. For example, during the 2013
World Economic Forum, Lagarde declared':

“I believe that the economics profession and the policy community have downplayed
inequality for too long. Now all of us — including the IMF — have a better understanding
that a more equal distribution of income allows for more economic stability, more
sustained economic growth, and healthier societies with stronger bonds of cohesion and
trust. The research reaffirms this finding.”

This shift has been noted by international observers in the international development space. For
example, in 2017 Oxfam observed that':
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“In recent years, the International Monetary Fund (IMF) has become a global leader in
highlighting the inequality crisis; consistently identifying it as a major threat to human
progress and prosperity. This is a significant shift from its previously held position that
rising inequality was a necessary trade-off for achieving greater economic growth.”

In 2013, the World Bank adopted two new goals to guide its work — ending extreme poverty and
boosting shared prosperity — and has since prioritised reducing inequality in its work 42 143,
Similarly, the World Economic Forum has included measures of wealth and income and wealth
inequality in its ‘Inclusive Growth and Development Report’ that it has published annually since
20174,

Despite this shift in from leading international institutions, the focus on reducing inequality has by
and large yet to be embraced by national governments. In 2010 the European Commission
committed to promoting inclusive growth as part of its Europe 2020 strategy'®, but lacks control
over many key policy levers to deliver it in practice. Meanwhile, since the Global Financial Crisis
governments in the UK and the US have pursued policies that are predicted to increase economic
inequality further, adhering to the orthodox paradigm.

3.6. Labour markets

Orthodox paradigm: The level of employment and wages in the economy is determined by the
forces of supply and demand. With competitive markets, wages will reflect the ‘marginal product’
of labour and the economy will operate at full employment. Unemployment is caused by market
frictions which put supply and demand out of equilibrium, such as minimum wages, strong
collective bargaining power, employment protection and generous welfare benefits. Low
unemployment and an efficient allocation of resources is most effectively achieved by pursuing
flexible labour market policies which minimise these market frictions.

Modified paradigm: Wages are often below the equilibrium level they would be under perfect
competition due to the existence of market frictions such as monopsony, asymmetric
information and imperfect labour mobility. This means that policies such as minimum wages,
collective bargaining rights and unemployment benefits can help to raise wages without
increasing unemployment until the equilibrium wage level is reached.

Alternative paradigm #1: Wages are not set by reference to the marginal product of labour, but
by the relative bargaining power between workers of different kinds and owners of capital. While
wages are a cost to firms they are also an important source of aggregate demand, therefore
higher wages will not necessarily cause unemployment to rise. Policies should therefore be
pursued to shift the balance of power in the labour market towards workers and increase wages.
This might include policy changes to increase the bargaining power of workers and enable
workers take more risks.

Alternative paradigm #2: Wage labour is a transitory phase of human development that is
inherently exploitative. Universal Basic Income should be introduced as the first step towards
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the ultimate elimination of wage labour and the creation of a highly automated, post-work
society.

In neoclassical economic theory, the labour market is viewed as a market like any other. Building
on the work of John Bates Clark, it is assumed that in the absence of market distortions, the labour
market which reach equilibrium at the point where wages reflect the amount of additional output
an extra worker produces — the ‘marginal product’ of labour. At this level the economy will operate
at full employment. According to this view, unemployment is caused by market frictions which put
supply and demand out of equilibrium, such as minimum wages, strong collective bargaining
power, employment protection and generous welfare benefits'® 7. Persistent unemployment is
blamed on labour market institutions and welfare state policies which "adversely affects the
dynamics responses to economic shocks and to increasing turbulence in the economic
environment"'“®. As a result, flexible labour market policies which minimise these market frictions
are viewed as the best way to achieve low unemployment and an efficient allocation of resources.
This is what we refer to as the orthodox paradigm.

Some economists working in the neoclassical tradition acknowledge that workers can be paid
less than the value of their marginal product due to the existence of market frictions which prevent
the conditions of perfect competition from holding. One such example is monopsony, which was
first developed by economist Joan Robinson in her book The Economics of Imperfect
Competition™®. In a labour market characterised by monopsony, there is a single employer with
market power, which results in a lower equilibrium wage rate than does the competitive model.
Other examples of labour market frictions include imperfect labour mobility and lack of
information. In these cases, labour market policy interventions can raise wages without increasing
unemployment until the equilibrium wage level is reached, enhancing overall welfare'®. Many
economists therefore support active labour market policies such as minimum wages, collective
bargaining rights and unemployment benefits in order to support employment and wages. The
work of economists Richard Layard and Stephen Nickell has been particularly influential in
advancing understanding of the role of labour market institutions and their impact on labour
market outcomes over the past 25 years''. This is what we refer to as the modified paradigm.

An alternative view on the labour market, drawing on Marxist and post-Keynesian insights, is that
wages are not set by reference to the marginal product of labour but by the relative bargaining
power between workers of different kinds and owners of capital. This relative bargaining power is
determined by the institutions, norms and laws that govern the economy such as property rights,
corporate governance, taxation, trade union law, labour law and patents. In this view,
unemployment is not a result of specific market frictions such as minimum wages, strong collective
bargaining power and employment protection which put supply and demand out of equilibrium.
Instead, aggregate employment depends on the level of output, which is itself determined by
aggregate demand and therefore heavily influenced by macroeconomic policy. Wages are viewed
not only a cost to business but also an important source of aggregate demand. As a result, higher
wages will not necessarily cause unemployment to rise, as in the neoclassical model, because
higher wages will increase demand, which may cause unemployment to fall. It is argued that the
declining share of national income going to wages in recent decades is empirically linked to a
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reduced rate of economic growth and growing inequality’®® '3, Proponents of this view believe
that the best way to minimise unemployment is to use active macroeconomic policy to sustain
demand in the economy, and to increase the bargaining power of workers in order to shift the
balance of power in the labour market towards workers and increase wages. This might include
policy changes to increase the bargaining power of workers and enable workers take more risks
(such as starting a new business or investing in education or training). This is what we refer to as
alternative paradigm #1.

Some go further and argue that wage labour is inherently exploitative, and should be viewed as
a transitory of human development. Nick Srnicek and Alex Williams have argued that the
challenges of automation and climate change “portend a crisis of work, and a crisis of any society
based upon the institution of wage labour” and instead propose a post-work politics predicated
upon “full automation” and the provision of a Universal Basic Income that would give “the
proletariat a means of subsistence without dependency on a job”'®*. Journalist and broadcaster
Paul Mason also makes the case for a shift towards a “post-capitalist” economy, where working
for money loses its centrality, where goods, information, and intellectual property are shared, and
where economic actors collaborate in new peer-to-peer, non-market ways'®®. This is what we refer
to as alternative paradigm #2.

In the 1980s and 1990s the orthodox paradigm view of the labour market was the guiding
philosophy in many countries. In the UK, Margaret Thatcher saw trade unions as a threat to the
state and to the health of the national economy. Believing that unions had become too powerful,
in 1985 she started to take steps to reduce union power and to diminish the role of collective
bargaining.® In the United States, the Ronald Reagan administration appointed pro-business
figures to the National Labor Relations Board (NLRB), the regulatory board that oversaw union
recognition, strikes, and contract disputes’. In Germany, Helmut Kohl and his Christian
Democratic eroded collective bargaining and the work council system considerably, which was
accelerated with the ‘Agenda 2010’ reforms introduced under the government of Gerhard
Schréder in 2003 in an effort to boost the competitiveness of the German economy'® *°. These
policies continued under the leadership of Angela Merkel'®. This ‘orthodox paradigm’ approach
also underpinned the labour market reforms imposed by the IMF and the World Bank through its
structural adjustment programmes.

In the UK, the election of a Labour Government in 1997 triggered a shift in approach. While a
central tenet of New Labour’s social model was the need to ensure flexible labour markets, in
1999 the Labour government introduced a National Minimum Wage (NMW), which represented a
distinct break from ‘orthodox paradigm’ policies to a ‘modified paradigm’ approach'’. Set at a
relatively low level, it was hoped that it would mainly impact on monopsonistic employers and
therefore not cause negative employment effects. The Labour government also increased welfare
spending, introducing a system of tax credits to top up low incomes. From 2010, the Conservative-
led government introduced policies to weaken trade union rights and cut welfare spending,

reverting back to ‘orthodox paradigm’ approaches'®?.
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More recently, there have also been signs that major international policy institutions have moved
away from the old view in favour of an approach that accepts limited labour market policies. For
example, in a 2013 discussion paper, three senior IMF economists concluded that the Nordic
model -- which is based on a medium to high degree of employment protection, generous but
conditional unemployment insurance, and strong, active labour market policies -- is “the direction
to go to reform labor market institutions”'63,

In its final report published in 2008 the Commission on Growth and Development, an
independent group chaired by American economist Michael Spence and sponsored by the
World Bank Group, concluded that'64:

“Some rules and institutions exist to safeguard the rights of labor, defending workers
against exploitation, abuse, underage employment, and unsafe working conditions. In
some countries, these rights are protected by unions or government regulations. But in
others, no such protections are in place. The Commission feels strongly that these rights
should not be sacrificed to achieve other economic objectives, including growth.”

Similarly, the World Bank clarified its policy position in 20136

“labor policies and institutions can improve labor market information, manage risk, and
provide voice. But these advantages can come at the expense of labor market
dynamism, reduced incentives for job creation and job search, and a gap in benefits
between the covered and uncovered. The challenge is to set labor policies on a
plateau—a range where regulations and institutions can at least partially address labor
market imperfections without reducing efficiency.”

At the OECD, while the idea that unemployment results from market disequilibrium and boosting
employment is best achieved through flexible labour market policies still prevails, it is
recognised that certain labour market policies can have a beneficial effect if they are designed
effectively and set at an appropriate level'®®. More recently, there is evidence that the OECD
has shown a willingness to explore alternative paradigm approaches by undertaking research
on ideas such as Universal Basic Income'®":

“In view of rapid changes in the labour market the ongoing discussions of basic income
options do, however, provide a valuable impetus for much needed debates about the type
of social protection that societies want, and for the search of reform options that are
socially and politically feasible.”

3.7. The role of the state and markets

Orthodox paradigm: Goods and services are most efficiently produced by private firms
operating in a free and competitive market. The state should only seek to play an active role in
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the economy where markets fail to efficiently allocate resources, such as in the provision of
public goods, like national security and basic science, or due to externalities such as
environmental pollution. The state has neither the market knowledge nor the expertise to
allocate resources better than the market, so should avoid pursuing industrial policies which
attempt to 'pick winners'. These will only distort market competition.

Modified paradigm: 'Supply side' industrial policy can be justified where interventions are of a
'horizontal' nature — those that do not target specific industries but which seek to improve the
general business environment. These might include infrastructure improvements, favourable tax
regimes and planning policies, or measures to improve labour force skills and training. Industrial
policy should avoid 'vertical' interventions into particular firms or sectors, where attempts to 'pick
winners' will inevitably end up picking losers, wasting public resources and distorting market
competition.

Alternative paradigm: The conventional approach of only intervening to 'fix' market failures
overlooks the historical role of the state in creating and shaping markets, driving innovation and
nurturing new industrial landscapes which the private sector often later develops. Economic
activity has both a 'rate' and a 'direction’, so the role of industrial policy should be to steer the
direction of economic activity towards specific social, environmental and economic goals.
Industrial policy should involve strategic government choices about the desired goals, the
technologies and industrial sectors needed to meet them, the appropriate policy frameworks,
and the appropriate roles of public, private and third sector. Government should act as an
investor across the entire innovation chain, and retain a stake in the economic returns to
innovation. It should also seek to raise productivity in low-productivity sectors.

According to neoclassical welfare economics, profit maximising firms operating under conditions
of perfect competition will lead to a socially optimum allocation of economic resources - a ‘Pareto
efficient’ outcome. By means of the price mechanism, the market will converge towards a welfare
maximising equilibrium where supply equals demand and where the market is cleared'®. In this
framework, state intervention is only justified if it is aimed at correcting or fixing situations in which
markets fail to efficiently allocate resources, such as providing public goods (for example scientific
research and defence), and devising market mechanisms to externalities (such as environmental
pollution)'®. Public Choice Theory expanded on this framework by stating that market failure is a
necessary but not sufficient condition for state intervention' ', In this framework, government’s
should only seek to act if the gains from intervention outweigh the associated costs from so-called
‘governmental failures’’? such as capture by private interests (cronyism, corruption, rent-
seeking),"” misallocation of resources (for example, ‘picking losers’)'* or undue competition with
private initiatives (‘crowding out’)'"®. Therefore, there is a trade-off between two outcomes, one of
which is generated by free markets (market failure) and the other by public intervention (known
as ‘government failure’). This is what we refer to as the orthodox paradigm.

Many economists now acknowledge that the conditions needed for markets to reach Pareto

optimal outcomes are rarely met in the real world. In particular, imperfect information and
incomplete markets create distortions that mean that that market outcomes are rarely Pareto
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efficient'’®. As a result, it is recognised that appropriately designed government interventions can
improve market outcomes and enhance welfare'”’. In particular, 'supply side' interventions of a
'horizontal' nature that do not target specific industries but which seek to improve the general
business environment have gained widespread acceptance in recent years. These might include
infrastructure improvements, favourable tax regimes and planning policies, or measures to
improve labour force skills and training. These are generally preferred to ‘vertical’ interventions,
which target interventions on particular sectors or technologies, because they minimise market
distortions, maintain a level playing field and reduce scope for rent-seeking and corruption by
special interests'’®. It is widely held that attempts to 'pick winners' will inevitably end up picking
losers, wasting public resources and distorting market competition. This is what we refer to as the
modified paradigm.

Some critics of neoclassical economics consider the dichotomy between the ‘market’ and ‘state
intervention’ to be misleading, because markets are dependent on state apparatus like laws and
property rights. Often this view draws inspiration from the work of Karl Polanyi'”®. Proponents of
this view such as Professor Mariana Mazzucato often highlight that the neoclassical market failure
framework overlooks the historical role of the state in creating and shaping markets, driving
innovation and nurturing new industrial landscapes'®® '®'. Coordinated state activity has played a
key role in almost every example of successful industrialization, as well as many major
technological breakthroughs'82 183 184,

For proponents of this view, the relevant question is therefore not whether the state should
intervene, but how it should intervene most effectively. The role of industrial policy is to make
choices about the desired goals, the technologies and industrial sectors needed to meet them,
the appropriate policy frameworks, and the appropriate roles of public, private and third sector. It
should also involve making strategic investments across the innovation chain and nurturing
important industrial landscapes, retaining a public stake in the economic returns to innovation.
This approach to industrial policy seeks to actively ‘tilt’ the playing field towards specific social,
environmental and economic goals, rather than the conventional neoclassical focus on ‘levelling’
the playing field'®. This is what we refer to as the alternative paradigm.

In the 1980s, the election of President Ronald Reagan in the USA and Prime Minister Margaret
Thatcher in the UK triggered a shift in emphasis away from market failures and towards
government failures -- a view that was spread internationally under the so-called Washington
Consensus'®. Since the state has neither the market knowledge nor the expertise to allocate
resources better than the market, it was argued that governments should avoid pursuing industrial
policies which attempt to 'pick winners', as these will only distort market competition and result in
a sub-optimal allocation of resources. Instead, the appropriate role of government and industrial
policy was seen to be much more limited, only involving specific market failures, such as spillovers
in education and public goods in infrastructure, or general market friendly policies such as
deregulation, privatization and trade liberalization'®”. The World Bank summarised this view in its
1991 ‘World Development Report '88:
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“Let markets work unless it is demonstrably better to step in ... it is usually a mistake for
the state to carry out physical production, or to protect the domestic production of a good
that can be imported more cheaply and whose local production offers few spillover
benefits”

Despite this view prevailing in governments and international policy institutions throughout the
1980s and 1990s, it was questioned both by academics and policymakers. In East Asia, where
economies had active industrial policies, there was historically unprecedented growth. The
successes in East Asia were inevitably contrasted with the failures in the rest of the developing
world, where ‘Washington Consensus policies often dominated’'®®. At the same time, in some
developed countries, like the United States, there was growing recognition of the role that
industrial policies -- especially in the form of the promotion of new general purpose technologies
-- had played in their economic success'®.

Partly as a result of this, some institutions began to a shift towards the modified paradigm in the
1990s and 2000s, with industrial policies of a 'horizontal' nature being encouraged (i.e .those that
do not target specific industries but which seek to improve the general business environment).
For example, in its final report published in 2008 the Commission on Growth and Development,
an independent group chaired by American economist Michael Spence and sponsored by the
World Bank Group, concluded that'®':

“If an economy is failing to diversify its exports and failing to generate productive jobs in
new industries, governments do look for ways to try to jump-start the process, and they
should.”

The Commission concluded that any industrial policies introduced should be “temporary” and
“agnostic about particular industries, leaving the remainder of the choice to private investors.”
This acknowledgement is significant given that some of the Commissioners were key architects
of the ‘Washington Consensus’, such as former US treasury secretary Robert Rubin and
economist John Williamson. The OECD was also promoting a similar view in 2007,

The Global Financial Crisis in 2008 triggered a further shift, with some advanced economies
seeking to ‘rebalance’ their economies away from a perceived over-reliance on financial services.
For example, in 2008 the UK government announced a “new British industrial activism” which
rejected the 1960s and 1970s approach “when the government attempted to pick winners — or,
rather, where losers picked the government’. Instead, the government set out a “total business
environment approach”, where businesses were supported through a wide range of horizontal
policy levers such as skills, transport, and education'®®. A similar approach was pursued under
the coalition government led by David Cameron between 2010 and 2015, who promised “to have
a proper industrial strategy to get behind the growth engines of the future.” Similarly, in 2013
Barack Obama announced the launch of “manufacturing hubs” where businesses partner with the
Departments of Defense and Energy to turn regions left behind by globalization into global centers
of high-tech jobs, and “guarantee that the next revolution in manufacturing is Made in America.”'®
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The role that industrial policy can play in driving growth and innovation was also increasingly
being recognised within international policy institutions. For example, in a 2010 paper called ‘The
Role of the State in the Dynamics of Structural Chang’ Justin Yifu Lin, World Bank Chief
Economist wrote that'®®:

“Active economic policies by developing countries’ governments to promote growth and
industrialization have generally been viewed with suspicion by economists... But the
historical record also indicates that in all successful economies, the state has always
played an important role in facilitating structural change and helping the private sector
sustain it. This paper provides a framework for formulating industrial policy based a new
approach”

In 2013, the OECD published ‘Industrial policies in a changing world’, a document which Professor
Ha Joon Chang hailed as a “landmark publication because it looks for ways to make industrial
policy work better, rather than having an ideological debate on whether it exists and whether it
can ever succeed.”' The IMF has been slightly more cautious in embracing a more active role
for the state, but in 2013 it noted the importance of “practical approaches to assessing the growth
performance of a country and then devising a strategy and policy priorities to improve it.”, which
was widely interpreted to be a tacit endorsement of industrial policy"’.

More recently, there are signs that some key institutions may be moving beyond the modified
paradigm and embracing alternative paradigm approaches. For example, in 2010 the European
Commission adopted “a fresh approach to industrial policy” aiming at “bringing together a
horizontal basis and sectoral application [that] will consider appropriate measures to inform
consumers and promote industrial excellence in given sectors.”'®® In 2018 this took a step further
when the European Commissioner for Research, Science and Innovation, Carlos Moedas, invited
Mariana Mazzucato to draft strategic recommendations on ‘mission-oriented research and
innovation’ in the EU to guide the future European Union Framework Programme for Research
and Innovation'®.

In the UK, the election of Theresa May as Conservative leader led to a distinct shift of economic
policy, away from free market orthodoxy towards a more active role for the state. In 2017 the UK
government published a new industrial strategy which “strong and strategic state that intervenes
decisively wherever it can make a difference” and sets out four “Grand Challenges” where Britain
“can lead the global technological revolution” — reflecting alternative paradigm approaches 2.

3.8. Environment

Orthoodz paradigm: The environment is external to the economy. Environmental problems can
be dealt with by use of pollution taxes or permit trading systems which bring externalities into
market prices.

Modified paradigm: The costs of acting on environmental problems, particularly climate
change, are significant but manageable, and are compatible with the continuation of economic
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growth or will increase growth (low carbon or green growth, respectively). However, market
mechanisms (taxes and permit trading) alone are not enough to deal with environmental
problems, and need to be supplemented by technology support mechanisms, efficiency and
product standards, regulatory measures, planning processes, innovation policy and international
policy coordination.

Alternative paradigm #1: Our economic system is embedded within an ecological system
which manifests environmental limits and tipping points of various kinds. Economic activity must
be constrained within these to avoid causing irreparable environmental degradation. As GDP
measures value and income, not resource throughput, it is possible to decouple economic
growth from resource use. Raising incomes, particularly for the poor, remains a vital policy and
economic objective. Environmental policy can be a catalyst for driving innovation to shift
patterns of production, consumption and distribution towards less resource intensive methods,
increasing productivity and generating sustainable, inclusive economic growth.

Alternative paradigm #2: Our economic system is embedded within an ecological system of
finite natural resources. Economic activity must take place within planetary boundaries to avoid
causing irreparable environmental degradation. Economic policy should focus on maximising
human welfare within these boundaries. Whether or not this generates GDP growth or not
should not of primary concern to policymakers.

Alternative paradigm #3: Economic growth in a world of finite resources is inherently
unsustainable. Economic growth should therefore cease to be an economic or social objective
and should be replaced by the necessary reduction of production and consumption (‘degrowth’)
required to live within planetary boundaries. Living more simply will also increase human
wellbeing.

In neoclassical economics, environmental problems are seen as examples of externalities — a
concept first proposed by Arthur Pigou in ‘The Economics of Welfare’®'. This market failure arises
because environmental goods are in general not priced. This results in 'external’ or 'social' costs
being imposed on third parties®®2. In order to address environmental market failures, policymakers
should seek to 'internalise' these costs by raising the prices of damaging activities via taxes,
charges or tradable permits?®®. This forces those responsible for causing the costs to face them
directly which will likely change their market behaviour and reduce the environmental damage
they cause. If the costs have been calculated correctly, the total amount of environmental damage
will be reduced to just that point at which its marginal costs equal its marginal benefits. The market
failure will have been eliminated: the market will once again generate the socially optimal result.
This is what we refer to as the orthodox paradigm.

More recently, many economists have acknowledged that climate change and other
environmental problems pose a significant economic challenge which requires policy intervention
to move towards a low-carbon economy and reduce CO2 emissions. While the costs of acting on
environmental problems are significant, they are seen to be compatible with the continuation of
economic growth (low carbon or green growth). In order to strike the right balance between growth
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and CO2 reduction, the policy response must include market mechanisms such as taxes and
permit trading as well as other measures such as technology support mechanisms, efficiency and
product standards, regulatory measures, planning processes, innovation policy and international
policy coordination®*. This view is perhaps most famously associated with the 2006 the Stern
Review on the Economics of Climate Change, which remains very influential in the international
policymaking community®®. This is what we refer to as the modified paradigm.

Others maintain that while it is technically possible to decouple economic growth from resource
use, this requires significant technological and social transformation, including the widespread
use of renewable resources, dramatic productivity improvements, new agricultural and production
technologies, recycling of wastes, and a shift in consumption patterns towards intellectual rather
than materially based activities 2% 2°” 2% Proponents of this view point out that economic growth
tends to occur in ‘long waves’ of around 50-60 years, driven by technological change which
transforms systems of production, distribution and consumption. In this view, environmental
improvement can be the engine of a new techno-economic paradigm focused on ‘green growth’
which could transform production methods, products and lifestyles in the same way as previous
technologies such as the steam engine, the railways and the internal combustion engine®®.
Supporters of this view, such as Carlota Perez, argue that this will not happen on its own and that
the state must play an active role to tilt the playing field through policies such as taxing energy
and materials rather than labour; encouraging the circular and collaborative economies;
encouraging the rental and maintenance economies; and introducing a universal basic income®'°.
This is what we refer to as alternative paradigm #1.

Other economists point out that the planet has a number of 'planetary boundaries' which represent
the 'safe operating space for humanity'?'". Because we have already exceeded a number of these
boundaries which risks causing irreparable environmental degradation, the priority for economic
policy must be to ensure that economic activity takes place within these planetary boundaries.
Since GDP growth measures value and income, it can be associated with both rising and falling
resource throughput, depending on the specific type of economic activity. As a result, instead of
making an ex-ante decision on whether to target GDP growth or not, policymakers should instead
prioritise designing an economy that promotes human prosperity within planetary boundaries.
Since such a strategy effectively ignores GDP as an overall measure of progress, and has been
referred to as ‘growth agnosticism’ by economist Kate Raworth?'? and ‘agrowth’ by Jeroen van
den Bergh?'. A similar view is expressed by Professor Tim Jackson in his seminal book
‘Prosperity Without Growth’.2'* This is what we refer to as alternative paradigm #2.

Finally, some economists point out that the historical record of industrialisation shows that
economic growth is intrinsically linked to environmental damage such as resource depletion to
climate change. In this view, global economic growth is incompatible with living within planetary
boundaries®'®. Even at zero growth, the continued consumption of scarce resources will inevitably
result in exhausting them completely?'®. In response, these economists argue in favour of explicit
anti-growth or ‘degrowth’ strategies aimed at reducing the size of the market economy.
Proponents of degrowth promote “downscaling of production and consumption”'” and believe
that happiness and well-being can be enhanced through non-consumptive means such as sharing
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work, consuming less, while devoting more time to art, music, family, nature, culture and
community. This is what we refer to as alternative paradigm 3.

Prior to 2008, environmental policy centred around the use of pollution controls and policies to
internalise environmental externalities, with many governments around the world adhering to this
approach. Wider recognition of the threat posed by climate change and the economic and other
opportunities inherent in action began to change this view. In 2006 the Stern Review on the
Economics of Climate Change was published, which concluded that in order to strike the right
balance between growth and CO2 reduction, policy responses must include market mechanisms
such as taxes and permit trading as well as other measures such as technology support
mechanisms, efficiency and product standards, regulatory measures, planning processes,

innovation policy and international policy coordination®'®.

The Stern Review, combined with the Fourth Assessment Report (AR) from the Intergovernmental
Panel on Climate Change (IPCC) published in 20072'°, which confirmed that human activity was
responsible for climate change and recommended urgent action to reduce carbon emissions, had
a significant impact on domestic policy making in many countries. As such, in 2008, the Climate
Change Act was introduced in the UK, which requires that emissions of carbon dioxide and other
greenhouse gases are reduced and that climate change risks are prepared for. The Act made the
UK the first country in the world to have a long-term legally binding target for reducing greenhouse
gas emissions. In conjunction with this legislation, the UK government introduced a more
interventionist industrial policy, including to promote the construction of offshore wind farms and
other renewable energy generation®”®. Recently, the government’s Clean Growth Strategy plans
to increase this intervention, arguing that investment in more sustainable industries will boost
economic growth and is ‘one of the greatest industrial opportunities of our time’??".

These policies constitute a modified approach and were also adopted in 2008 across the rest of
Europe, with the EU parliament passing the European Plan on Climate Change, which consisted
of a range of measures to reduce CO2 emissions and increase energy efficiency. Building on this
approach, in 2010 the German government introduced legislation for the Energiewende (“energy
transition”) which stipulates greenhouse gas (GHG) reductions of 80—95% by 2050 (relative to
1990) and a renewable energy target of 60% by 2050. These policies have been supported by an
ongoing interventionist industrial strategy that promotes the development and deployment of
renewable technologies. The central tenants of this approach began to spread internationally
through the 2015 Paris Agreement, which became the first ever universal, legally binding global
climate agreement. By August 2017, 160 of the 197 UNFCCC countries had ratified the treaty.
The US remains an outlier on environmental policy: it never signed the Kyoto Protocol, and
recently pulled out of the Paris Agreement following the election of Donald Trump.

None of the institutions under inspection have adopted any policies that could be described as
constituting an alternative paradigm. This is mainly because no government has yet explicitly
recognised the extent to which human activity is unsustainable and has pushed biogeochemical
cycles and other key natural systems into unsafe operating spaces, exceeding ‘planetary
boundaries’??.
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3.9. Corporate governance

Orthodox paradigm: The goal of the firm is to maximise profits and generate shareholder
value. This will generate the maximum welfare of society as a whole. All other considerations of
social and ethical responsibility should be handled by the legal and regulatory regime in which
firms operate, and therefore should not feature in the decisions of the firm itself.

Modified paradigm: The goal of the firm should be to generate shareholder value while having
regard for the priorities of other stakeholders and the long term social, economic and
environmental impact of its operations. This can be facilitated by changes to competition and tax
policy and corporate governance reform. Firms have a responsibility to behave ethically beyond
legal compliance.

Alternative paradigm: Corporations with limited liability are a social construct. While they may
have served an important purpose in the past, today many large shareholder-owned businesses
fail to serve the public interest. The dominant corporate model has contributed to a lack of long-
term investment and declining rates of productivity, undermined democracy and contributed to
increasing levels of inequality. Alternative models of social ownership, such as cooperatives,
municipal and locally-led ownership, along with public ownership, are better able to raise
investment, achieve social goals, reduce inequality, and give workers and consumers a stake in
the economy.

In the neoclassical theory of the firm, it is assumed that the goal of the firm is to maximise profits®?*.

Neoclassical welfare economics states that profit maximising firms operating under conditions of
perfect competition will lead to a socially optimum allocation of economic resources (a ‘Pareto
efficient’ outcome)??*. Beginning in the 1970s, free market economists were influential in
promoting the idea that the sole aim of the firm should be to maximise shareholder value. Some
economists, notably Milton Friedman, went further by arguing that any attempt to give firms a
wider social responsibility beyond profit maximisation will inevitably lead to totalitarianism?2°. This
‘shareholder view’ of the firm is dominant in common law, Anglo-Saxon countries such as the UK
and the US??. This is what we refer to as the orthodox paradigm.

Some economists have criticised the neoclassical theory of the firm on the basis that the
conditions needed for profit maximising firms to deliver Pareto optimal outcomes — perfect
competition, complete markets, no externalities, decreasing returns to scale — are rarely met in
the real world®?’. As a result, it is often argued that profit maximising firms deliver sub-optimal
social outcomes. For example, numerous studies have found that the rise of the ‘shareholder-
value’ model of corporate governance has contributed towards growing short-termism among
industrial firms, and a reduced incentive for firms to undertake long-term investment projects??®
229 230 1t has also led many firms to spend money on financial activities such as share buybacks
in order to boost share prices, rather than make long-term investments®'. Proponents of this often
believe that welfare can be enhanced by widening the goal of the firm to have regard for the
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priorities of other stakeholders and the long term social, economic and environmental impact of
its operations. This is more akin to the ‘stakeholder’ view of the firm which is prominent in
continental Europe and Japan®*. One example of this is the concept of ‘enlightened shareholder
value’ (ESV) which has emerged as an alternative to the shareholder value view. ESV states that
“corporations should pursue shareholder wealth with a long-run orientation that seeks sustainable
growth and profits based on responsible attention to the full range of relevant stakeholder
interests”?*. This is what we refer to as the modified paradigm.

Critics of neoclassical economics argue that the assumption that the economy is made up of profit
maximising firms ignores the fact that modern corporations are a social and legal construct, and
that there are a wide variety of other possible corporate forms that can or could exist. They point
to evidence that the dominance of the shareholder-owned corporation has contributed to a lack
of long-term investment, declining rates of productivity and increasing levels of inequality, and
has created a society where economic decisions are made by, and on behalf of, a narrow elite,
with little consideration of the well-being of the general population. Proponents of this view state
that alternative models of social ownership, such as cooperatives, municipal and locally led
ownership, along with public ownership, are better able to raise investment, achieve social goals,
reduce inequality, and give workers and consumers a stake in the economy. Leading proponents
of this view include Richard Wolff?**, Erik Olin Wright®*®, Gar Alperovitz?*® and Andy Cumbers®®’.
This is what we refer to as the alternative paradigm.

In Anglo-Saxon countries corporate governance has tended to focus on maximising shareholder
value, while in many other countries, including in Germany and Asia, it continues to target
stakeholder value, despite some reforms that have strengthened shareholder value
considerations®®. However, in recent decades the concept of ‘enlightened shareholder value’
(ESV) has emerged as an alternative to the shareholder value view in some countries. ESV states
that “corporations should pursue shareholder wealth with a long-run orientation that seeks
sustainable growth and profits based on responsible attention to the full range of relevant
stakeholder interests”?%. It therefore focuses on generating shareholder value whilst having
regard to the long term external impacts of the firm. The ESV concept was adopted into UK law
in the Companies Act 200624 — a move represents an important development in corporate
governance and a move away from the orthodox paradigm view.

In 2016, the OECD replaced the term “corporate social responsibility” (CSR) with “responsible
business conduct” (RBC) in its Guidelines for Multinational Enterprises. Responsible business
conduct means that businesses should make a positive contribution to economic, environmental
and social progress with a view to achieving sustainable development and that businesses have
a responsibility to avoid and address the adverse impacts of their operations. While the concept
of CSR is often associated with philanthropic corporate conduct external to business operations,
RBC goes beyond this to emphasize integration of responsible practices within internal operations
and throughout business relationships and supply chains?*'.

Thus far no major institution has embraced alternative paradigm approaches, however there are
signs that these are gaining traction among some opposition political parties such as the Labour
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Party in the UK, as outlined in its ‘Alternative Models Ownership’ plan that accompanied the
party’s 2017 manifesto®*?

3.10. Economic goals and measurement

Orthodox paradigm: The goal of economic policy is to stimulate GDP growth and thereby raise
social and individual welfare.

Modified paradigm: GDP measures incomes and is therefore an important signal of prosperity.
But it should be supplemented by measures of other economic goals, including employment,
poverty, inequality and the environment.

Alternative paradigm: GDP growth is a very poor measure of prosperity. Income is only factor
in individual and social wellbeing. GDP also fails to take unpaid work or environmental damage
into account; and does not measure inequality. Alternative measures of prosperity are needed
which value wellbeing (including work-life balance and mental health), inequality (including
gender and racial discrimination), the sustainability of the natural environment and wider social
goods.

The traditional neoclassical model assumes that individuals aim to maximise utility, and that utility
results only from consumption®*®. Because GDP measures the final goods and services produced
and consumed in an economy, it is assumed that policies which increase GDP growth will
enhance economic welfare. As a result, GDP has been described as the "world's most powerful
statistical indicator of national development and progress"**. Paul Samuelson once described
GDP as “truly among the great inventions of the 20th century, a beacon that helps policymakers
steer the economy toward key economic objectives”*. This is what we refer to as the orthodox
paradigm.

In recent years a number of have highlighted the deficiencies of GDP as a measure of human
welfare and prosperity?*® 24’ Numerous proposals have been put forward to modify GDP, or
supplement GDP with measures of other economic goals. For example, Charles Jones and Peter
Klenow have proposed a single measure incorporating consumption, leisure, mortality, and
inequality; their calculations show that this approach closes much of the apparent gap in living
standards between the United States and other OECD countries when this is assessed on the
basis of GDP per capita®®®. This is what we referred to as the modified paradigm.

Many notable economists have gone further than this and stated that GDP is not a suitable
measure of progress for the 21% century. Criticisms of GDP tend to focus on its failure to take
unpaid work and environmental damage into account and its failure to measure inequality. Various
initiatives have attempted to construct alternative metrics of prosperity which value wellbeing,
inequality, the sustainability of the natural environment and wider social goods. This is what we
refer to as a alternative paradigm.
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In recent years a number of institutions have started to shift from the orthodox paradigm to the
modified paradigm by putting forward proposals to modify GDP, or supplement GDP with
measures of other economic goals.

For example, in 2018 the IMF created a new index measuring consumption, leisure, mortality,
inequality and environmental externalities®*®. However, the IMF encouraged policymakers not to
“throw out GDP” as “per capita income or GDP does capture the main component of well-being”.

Similarly, in 2018 the World Bank published ‘The Changing Wealth of Nations 2018: Building a
Sustainable Future’ which measures national wealth for 141 countries over 20 years (1995-2014)
including the sum of produced capital, 19 types of natural capital, net foreign assets, and human
capital overall as well as by gender and type of employment. The World Bank states that the
measure should be “viewed as a complement to GDP and not a replacement.”2%0

In 2017 the World Economic Forum established the Inclusive Development Index (IDI), which
aims to provide a richer and more nuanced assessment of countries’ level of economic
development than the conventional one based on GDP per capita alone®".

The OECD has gone further, launching the Better Life Initiative and the Better Life Index in 2011
in order to establish a measure of progress to replace GDP?2. Published every year, the index
includes 11 "dimensions" of well-being?%3:

Housing: housing conditions and spendings (e.g. real estate pricing)
Income: household income and financial wealth

Jobs: earnings, job security and unemployment

Community: quality of social support network

Education: education and what you get out of it

Environment: quality of environment (e.g. environmental health)
Governance: involvement in democracy

Health

Life Satisfaction: level of happiness

Safety: murder and assault rates

Work-life balance

There are also various initiatives which seek to measure happiness as a goal of policy. For
example, each year the United Nations Sustainable Development Solutions Network published
the ‘World Happiness Report’ which contains rankings of national happiness®*.

Despite these developments, most national governments continue to use GDP as the primary
measure of economic performance, although there are some exceptions. In a 2009 publication
called 'GDP and beyond', the European Commission set out a roadmap with five key actions,
including complementing GDP with social and environmental indicators, improving the timeliness
of information and providing better reporting on inequalities of wealth and income®®. Similarly,
the Europe 2020 strategy for smart, sustainable and inclusive growth (published in 2010) has
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headline indicators that include both environmental measures (greenhouse gas emissions,
energy consumption) and social targets (educational attainment and the number of people at risk
of poverty and social exclusion) as well as economic goals®®.

In 2008 French President Nicolas Sarkozy established a Commission on the measurement of
economic performance and social progress (CMECSP), a committee of distinguished economists
and social scientists (co-chaired by Nobel prize winners Joseph Stiglitz and Amartya Sen) tasked
with identifying the limits of GDP and evaluating the feasibility of alternative measurement tools.
The CMECSP advocated taking greater account of services and changes in quality of goods, as
well as increasing focus on household income, consumption and wealth in measuring economic
performance. It also recommended broadening measures to include both objective and subjective
evaluations of health, education, work, political governance, social relationships, environment and

security®’.

In 2010, Prime Minister David Cameron pledged to make the UK one of the first countries to
officially measure and monitor happiness, and each year the Office for National Statistics
publishes data on national wellbeing®® 2%°.

4. Analysis

Overall there is evidence that most international institutions have moved to the modified paradigm
in their intellectual approach across most policy areas or are in the process of doing so. This is
most clearly observed on issues such as trade, banking and finance, inequality, environmental
policy, and economic goals and measurement. There are few examples of no intellectual shift
occurring across any policy area. In some institutions, most notably the OECD, there are tentative
signs of growing receptiveness to different alternative paradigm approaches, such as its work
exploring Universal Basic Income and measures to replace GDP.

In most cases national governments appear to be lagging behind the intellectual shifts that are
taking place in policy institutions. This is clearly evidenced in areas such as fiscal policy and
approaches to inequality. Indeed, there are some examples of national governments regressing
from modified to orthodox in recent years, such as the approach to fiscal policy taken by the British
Treasury and German Finance Ministry, though these examples are rare. As such, there is strong
evidence that, intellectually at least, neoliberalism in its pure form is no longer so dominant.
However, while in many areas there have been shifts in policy analysis and intellectual
approaches in international institutions, there is little evidence of a shift in policy itself.

The USA is a unique case, with the US Government’s policy positions often do not fall neatly into
the orthodox, modified or alternative framework. For example, while President Donald Trump has
categorically rejected the orthodox trade paradigm, his trade policies do not appear to have a
clear theoretical or intellectual underpinning. Similarly, while US politicians often preach the
importance of ‘fiscal discipline’, successive administrations have run large fiscal deficits, partly as
a result of implementing large tax cuts for high earners. The difference between orthodox
paradigm rhetoric and practice also extends to the adoption of interventionist industrial policies,
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with agencies, such as the Defense Advanced Research Projects Agency (DARPA), actively
investing in research and development to direct the development of innovative technologies. The
US is also a clear outlier on environmental — particularly climate change — policy, remaining
committed to an orthodox paradigm approach and even seeking to roll back many of the protection
policies introduced by past administrations and the promotion of fossil fuels.

Overall, the results confirm the general thesis that it is important to distinguish between orthodox
and modified paradigms. But the shift from one to the other occurred at different times for different
issues. As such, while there is evidence of shifts away from orthodox paradigm approaches, the
timing of the shifts have varied by policy and by institution. Often these have occurred as a result
of shocks and crises, which have undermined confidence the orthodox paradigm approach to
economic policy. Key events include the election of social democratic governments in the 1990s,
the 1997 Asian financial crisis, and the 2007/08 Global Financial Crisis. More recently, the election
of Donald Trump has seen the US government abandon many of the policies of the previous
administration, and, in the wake of the 2016 Brexit vote, the UK government has begun to develop
an explicit, interventionist industrial strategy.

None of these developments yet adds up to a complete paradigm shift — a fundamental break
with the economic consensus of the kind witnessed in the 1940s with the shift from laissez-faire
to the Keynesian post-war consensus, or in the 1970s/80s with the shift from the post-war
consensus to neoliberalism. Many international institutions and governments are increasingly
open to modified paradigm ideas and are, to some extent, adopting the resultant policies.
However, ideas that can be classed as being part of an alternative paradigm are yet to be
considered by many or any institutions, while alternative paradigm policies are yet to be adopted
by any institution or government. However, the growing recognition of the failure of the orthodox
paradigm suggests both that the conditions for such a shift are now apparent, and that its
intellectual and political constituents are beginning to emerge — including among some national

opposition political parties, such as the British Labour Party°.

A number of barriers to change from modified to alternative remain:

e Alternative paradigm approaches are underdeveloped: while there is loose
convergence on the overall goals or values of a new paradigm, there is little synthesis of
potential new paradigm approaches, nor a unified conversation between institutions on
what constitutes a new approach.

e Disagreement over alternative paradigm approaches: among economists seeking a
more radical reappraisal of economic theory, there is often disagreement around the best
alternatives. For example, there remains a significant divergence between those
advocating various models of ‘inclusive, sustainable growth’ and those arguing for ‘de-
growth’. Similarly, there remains strong disagreement over the optimal approach to
monetary and fiscal policy. However, a number of non-orthodox economists are now open
to the attempt to synthesise new ideas and approaches in an effort to achieve greater
convergence.

44



e Institutional inertias and resistance to change: economic policy-making and
commentary still overwhelmingly reflect the orthodox neoclassical or neoliberal view. This
is partly a consequence of the institutional inertia of the economics profession. The most
prestigious economic journals remain overwhelmingly orthodox, largely accepting articles
within the mainstream tradition. Similarly, the economics curriculum in universities is still
very traditional, giving students little exposure to alternative theories. Young economists
going to work in business and public policy face an entrenched culture rooted in orthodox
ideas.

Further work

This study provides a broad overview of the process of changing ideas across a selection of
economic policy areas and in a number of mainstream international institutions and US, UK and
European governments. More research can be done to improve the view of how these shifts are
occurring through, for example, surveys of other institutions, and to understand better the gap
between research and policy thinking, and policy implementation. Further refinement would also
be helpful of the characterisation of different orthodox, modified and alternative paradigm
approaches. There may be other potential ‘alternative paradigm’ approaches, ranging across the
political spectrum, which have not been identified here.

There is clearly scope for the orthodox, modified and alternative paradigm schema to be applied
to and tested with other international and national economic institutions. These should include
those in the ‘developing’ world. In particular, the relationship between ‘developed’ and
‘developing’ world governments and multilateral economic institutions is an important area of
study. Indeed, the continued difficulties in reaching trade agreements across the world, American
indecision over the Trans-Pacific Partnership and other agreements, and the breakdown of the
Washington Consensus could be signalling a breakdown in the existing international economic
paradigm.

Furthermore, local and regional economic institutions likely present a fruitful area of study. Some
local governing institutions, such as the municipalities of Preston in the UK, Cleveland in the USA
and the state of Victoria in Australia, are introducing suites of policies that break from the approach
of their national governments, constituting an alternative paradigm approach in our schema.
These programmes variously include local ownership of key economic assets, such as energy
and financial institutions and the use of public assets and procurement to drive social, economic
and environmental outcomes both locally and nationally®'. While these new approaches are
focussed on local areas, they signal a fundamental break from the existing paradigm and it is to
be seen how these changes impact national policies.
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5. Conclusion

Epoch-defining shifts in political and economic ideas have occurred twice over the last one
hundred in Western nations. The first came after the Second World War, when a new social
democratic order replaced the laissez-faire approach discredited by the Wall Street Crash and
Great Depression. The second came at the beginning of the 1980s, with a pro-market or
‘neoliberal’ settlement gaining power in the wake of the failures of the status quo to respond to
the economic crises of the 1970s. After the Great Financial Crisis and the economic and political
upheavals it spurred, it is likely that the conditions for another shift in the political-economic
paradigm are apparent. Furthermore, critiques are growing in strength and reach as to the
inadequacy of the status quo in both theory and in practice, with its demonstrable failure to
respond to growing inequality, secular stagnation and environmental collapse, among other
crises.

The pace and scale of change in political-economic ideas often differs across economic policy
areas and by institution. As such, we have categorised political-economic ideas and policies into
orthodox, modified and alternative paradigm, providing a useful conceptual framework through
which to understand how these ideas and policies change over time. In applying this
categorisation to ten economic policy areas and a number of mainstream multilateral and
domestic economic institutions, our central conclusion is that a shift is underway in many
economic policy areas across mainstream economic institutions.

This shift has mainly been from orthodox paradigm approaches - those adhering closely to
neoclassical principles - to a modified approach that alters the neoclassical approach in many
ways, but maintains its fundamental basis. Little to no movement toward truly new paradigm
approaches is yet underway, though the OECD is exhibiting openness to these ideas.

While a useful overall heuristic to understand the state and process of change in political-
economic debates, more work is needed to understand the shift process in other economic
institutions, including at local level and in the ‘developing’ world, and across the various
constituent components within institutions themselves. This is important because major
challenges - particularly the accelerating collapse of biogeochemical cycles - are growing, and
adequate responses from the status quo are not forthcoming, threatening the conditions upon
which economic development can even occur.
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