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Jesús Fernández-Villaverde1

November 17, 2023

1University of Pennsylvania



The end of the thirty glorious years

• The great years of post-war II growth in the advanced economies end up around 1973.

• Period 1973-2023 experiences much lower per capita growth.

• Large political and social consequences.

• Think about basic discounting:

wealth =
output

r − g
+ k

• Then:
∂wealth

∂g
=

output

(r − g)2

• Why did growth slow down?
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Real GDP per capita PPP, 1970-2018 (2017=100)

Real GDP per capita PPP, 1970-2018 
(2017=100)

Source: Maddison dataset
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The 1973 oil shock, I

• Oil shock of 1973 after the Yom Kippur War (October 6-25, 1973):

1. Sadat wants to recover the Sinai Peninsula.

2. Israel is caught unprepared.

3. It needs the massive military help of the U.S. and other European countries to turn war around.

• Arab countries respond with an oil embargo against the U.S., the Netherlands, Rhodesia, South

Africa, and Portugal and increasing oil prices to everyone else.
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The 1973 oil shock, II

• However, inflation had been brewing before (we will return to this point later).

• Also, there is no extra capacity in world oil production.

• Role of the OPEC: complex mix of interests (nationalism, revolutionary, maximizing rents...).

• Policy responses within advanced economies are often misguided: price controls, rationing, subsidies.
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More background

• Period of monetary instability: only peacetime inflation in U.S. history.

• Recall the collapse of Bretton Woods.

• Loss of effective independence of the Fed.

• Fiscal problems: growing public debt.

• Growing welfare state with worsening demographics.

• Increase of structural unemployment in Europe.

• Growing social unrest since the mid-1960s (May 1968).

• Second oil shock in 1979, after the Islamic Revolution in Iran.
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Real interest rate (%), 1961-2020
Real interest rate (%), 1961-2020

Source: IMF
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The age of reform

• Deep reforms in many countries in the 1980s.

• Most famous: Margaret Thatcher in the U.K. after 1979.

• U.K. suffers from deficiencies in:

1. Business management.

2. Industrial relations.

3. Human capital formation.

4. Design of supply side policies.

• Winter of discontent of 1978-79: Jim Callaghan’s labour government collapses on March 28, 1979.
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Table 7.  Indicators of protectionism. 

a) Average tariff rates on UK manufactures (%) 

1932 13.2 

1935 14.7 

1960 14.5 

1963 12.8 

1968 11.2 

 

b) Tariff rates for UK and West German manufacturing (%) 

 UK West Germany 

Chemicals 15   8 

Leather 16 12 

Rubber 21 10 

Wood 15   7 

Paper 13   8 

Textiles 23 11 

Non-Metallic Minerals 17   6 

Iron & Steel 14   7 

Non-Electrical Machinery 17   5 

Electrical Machinery 23   6 

Transport Equipment 25 12 

Clothing 26 13 

Instruments 27   8 

 

c) Trade Costs Index 

 UK-France UK-Germany France-Germany Germany-Italy 

1929 100   99   99 110 

1938 121 122 133 112 

1950 122 142 112 127 

1960 122 115   91 101 

1970 110 105   73   79 

1980   74   66   55   61 

1990   70   61   53   56 

2000   75   66   61   66 

 

Note: trade costs include all barriers to trade (policy and non-policy) and are derived from 

estimation of a gravity equation. 
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Thatcher’s program

• Main focus:

1. Fight against inflation.

2. Fight against trade unions: coal miners’ strike (1984-85). Paradoxically, Thatcher’s closing of coal mines

made the U.K. a leader in CO2 emissions reduction in the 21st century.

3. Privatization of most government-owned firms and council housing.

4. Lowering of marginal income taxes.

5. Deregulation.

6. More assertive foreign policy (Falklands War in 1982).

• Quite controversial in the U.K. (although, surprisingly, supported by a majority of workers).
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U.K. CO2 emissions in millions of tonnes (Mt), 1860-2017
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Privatizations Privatizations
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Table 9.  Product market regulation, competition policy, and price-cost margins 

a) PMR 

 1975 1990 1998a 1998b 2003 2008 

France 6.0 5.2 4.3 2.52 1.75 1.45 

Germany 5.2 4.6 2.8 2.06 1.60 1.33 

UK 4.8 3.0 1.4 1.07 0.82 0.84 

USA 3.7 2.3 1.6 1.28 1.01 0.84 

 

b) CPI 

 1995 2005 

France 0.45 0.52 

Germany 0.49 0.52 

UK 0.30 0.60 

USA 0.59 0.62 

 

c) Price-Cost Margin, late 1990s 

 Manfs. Services 

France 1.12 1.26 

Germany 1.13 1.25 

UK 1.11 1.16 

USA 1.12 1.19 

 

Sources: 

PMR is a measure of how far regulation impedes product market competition on a scale of 

0-6 from Conway and Nicoletti (2006) and Wolfl et al. (2009); the first three and the last 

three columns are measured on a different basis. 

CPI is an index of competition policy taking into account independence of the competition 

authorities, deterrence and enforcement from Buccirossi et al. (2009). 

Price-cost margin from Hoj et al. (2007). 
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One unhappy artist

Merry Christmas Maggie Thatcher, by Elton John

So Merry Christmas Maggie Thatcher

May God’s love be with you

We all sing together in one breath

Merry Christmas Maggie Thatcher

We all celebrate today

’Cause it’s one day closer to your death
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The economic legacy of Mrs. Thatcher

• Inflation comes down.

• Number of strikes is dramatically reduced.

• Relative success in per capita GDP terms: U.K. economic decline reversed, but not totally.

• Conservatives can never quite figure out what to do with Europe.

• Lingering problems with education, low investment, and productivity in many sectors.

• Gini index increases by nine points.
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Table 1.  Real GDP/head as percentage of other countries in each year 

 UK/USA UK/West Germany UK/France 

1870 130.5 173.5 170.0 

1913 92.8 134.9 141.2 

1929 79.8 135.8 116.8 

1937 96.7 132.7 138.6 

1950 72.6 162.1 133.8 

1979 70.1 86.3 90.0 

2007 75.4 101.4 106.1 
 

Note: estimates refer to Germany from 1870 to 1937. 

Sources: Angus Maddison historical database and West Germany in 2007 calculated from 

Statistiches Bundesamt Deutschland 2010. 
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Table 6.  Levels of productivity in the market sector (UK = 100) 

 France West Germany 
/Germany 

USA 

Y/HW    

1973   95 132 160 

1979 112 157 166 

1991 123 161/143 156 

1995 117 133 146 

2007 109 119 147 

TFP    

1973   87 112 127 

1979 103 135 135 

1991 110 133/123 128 

1995 104 115 123 

2007 101 110 125 

 

Notes: 

Estimates in 1973 and 1979 are West Germany; in 1991 West Germany is the first number, 

in 1995 and 2007 estimates are for unified Germany.  

Sources: estimates kindly provided by Mary O’Mahony based on EUKLEMS data as described 

in O’Mahony and Timmer (2009) and on earlier data underlying O’Mahony (1999) and 

O’Mahony and van Ark (2003).
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Share of gross capital formation on the GDP, 1970-2019

Share of gross capital formation on the GDP, 
1970-2019

Source: Maddison dataset
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Reforms across Europe

• However, deep reforms in many other countries without the same level of political stress: New

Zealand, Sweden, and the Netherlands.

• Even in France, Germany, and Spain (although less thoroughly).

• France is an interesting case.

• France tries to go in an opposite direction in 1981 after the election of François Mitterrand: new

nationalizations and aggressively expansionary fiscal policy.

• Forced to abandon the program after two years (“tournant de la rigueur”).

• Focus on nuclear power.
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Reforms across Europe

• Germany takes the lead in Europe through its influence in the European Monetary System (the

predecessor of the Euro).

• Countries engage in competitive disinflation.

• Landscape changes dramatically with the collapse of the Socialist block.

• German distress after unification and Europe’s new round of economic integration.
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Productivity slowdown in the 1970s

Period gY sKgK sLgL TFP (gA)

1929− 1948 2.54 0.11 1.42 1.01

1948− 1973 3.70 1.40 0.77 1.53

1973− 1982 1.55 0.69 1.13 −0.27

1982− 2004 2.75 0.80 0.96 0.99

• Data for the U.S., but most advanced economies look roughly the same (in fact, productivity

slowdown in Europe is deeper).

• 1995-2004 look much better.

• 2005-2015: pretty bad.

• 2016-2020: much better again.

• After COVID?
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TFP index (2017=100)TFP index (2017=100)

Source: Maddison dataset
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Reasons for the productivity slowdown

1. Sharp increases in the price of oil in the 1970s.

2. Structural changes: more services and fewer manufacturing goods produced.

3. Slowdown in resources spent on R&D in the late 1960s.

4. TFP was abnormally high in the 1950s and 1960s.

5. Information technology (IT) revolution in the 1970s.

6. Education increases are finishing.

7. We are running out of ideas.
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Human Capital index, 1960-2019 (based on years of schooling and returns to

education)

Human Capital index, 1960-2019
(based on years of schooling and returns to education)

Source: Maddison dataset
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elsewhere. It is for this reason that the literature, and this paper, turns to the micro 
side of economic growth.

II. Refining the Conceptual Framework

In this section, we further develop the conceptual framework. First, we explain 
why the aggregate evidence just presented can be misleading, motivating our focus 
on microdata. Second, we consider the measurement of research productivity when 

Figure 1. Aggregate Data on Growth and Research Effort

Notes: The idea output measure is TFP growth, by decade (and for  2000–2014 for the latest observation). For the 
years since 1950, this measure is the Bureau of Labor Statistics (2017) Private Business Sector multifactor produc-
tivity growth series,  adding back in the contributions from R&D and IPP. For the 1930s and 1940s, we use the mea-
sure from Gordon (2016). The idea input measure, Effective number of researchers, is gross domestic investment 
in intellectual  property products from the National Income and Product Accounts (Bureau of Economic Analysis 
2017), deflated by a measure of the nominal wage for  high-skilled workers.

Figure 2. Aggregate Evidence on Research Productivity

Notes: Research productivity is the ratio of idea output, measured as TFP growth, to the effective number of 
researchers. See Notes to Figure 1 and the online Appendix. Both research productivity and research effort are 
 normalized to the value of 1 in the 1930s.
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