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I. Introduction 

Few subjects have generated such intense debate in recent 
years as the deteriorating performance of Britain's manufac-
turing industries, but there can be no disagreement that the 
UK's industrial record over the past 20-25 years compares 
unfavourably with that of its major competitors. Further-
more, both the importance of a competitive manufacturing 
sector and the need to reverse its relative decline are 
generally accepted across a wide spectrum of opinion. The 
Labour Party has identified itself as the 'Party of Produc-
tion', and has the reversal of manufacturing's malaise at the 
core of its economic strategy. Concerns about the diminished 
manufacturing base have also been voiced by groups as 
diverse as the House of Lords and the Church of England, and 
by numerous economic analysts and former Conservative 
prime ministers. 

This broad measure of agreement on the 
general desirability of regenerating 
manufacturing has not, however, led to 
a common view on the policies required 
to achieve it. In large measure, the 
differences in the proposed remedies 
reflect different diagnoses of the under-
lying problem. It has been argued , for 
example, that with the exploitation of 
North Sea oil and the emergence of the 
UK as a net oil exporter, a relative 
decline in the share of manufacturing in 
the UK gross domestic product and a 
deterioriation in the balance of trade in 
manufactured goods were inevitable. A 
surplus on oil , coupled with the tradi-
tional positive balance on invisibles, 
kept the exchange rate at a level which 
made it difficult for manufacturing to 
compete , especially in the hostile world 
trading conditions which followed the 
second oil price rise of 1979. On this 
diagnosis, the decline in the contribu-
tion ofN orth Sea oil to economic activity 
should lead to a positive response from 
manufacturing industry. 

An alternative view is that North Sea 
oil has been only one of many factors 

which influenced the course of events. 
Whilst a relative decline in manufactur-
ing's share ofGDP could be explained by 
North Sea oil, it does not account for the 
absolute fall in manufacturing output. 
In 1986, output was still below the 1979 
level which in turn was below the 1973 
peak. None of 1973-9 decline can be 
attributed to the North Sea oil factor, 
and, on this analysis, the circumstances 
causing that decline are still present, 
the period (and policies) of 1979-86 
simply continuing and aggravating the 
process. 

The rapid fall in oil prices in 1986 has 
added urgency to the debate. In 1986, 
the value of the UK's oil surplus was 
just about half that of 1985, and the 
balance of payments in 1987-8 will, it is 
widely predicted, be in deficit. The world 
trade benefits of the oil price fall should 
provide an opportunity for UK man-
ufacturing industry, but the extent to 
which it is grasped will depend largely 
on our ability to compete more effective-
ly in the faster growing markets and to 
recover a proportion of the home market 
lost to imports. 
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The ability to compete, of course, is 
partly a function of price, and those who 
stress the exchange rate as a cause of 
manufacturing's decline will expect an 
exchange rate adjustment consequent 
on the disappearance of the oil surplus 
to bring manufacturing trade back into 
!;>alance, or even surplus. Those who 
have argued that the problems are more 
deeply rooted point to the distribution of 
manufacturing capacity, sector by sec-
tor, and ask whether the UK will be any 
more able in the late 1980s to produce 
the goods demanded by the faster 
growing, high-income markets than 
was the case in the 1960s and 1970s. 

The Labour Party, like the House of 
Lords Select Committee on Overseas 
Trade, rightly rejects the 'inevitability' 

of manufacturing's decline as a conse-
quence of the oil surplus and the 
'automaticity' argument, which implies 
a comforting mechanism which re-esta-
blishes manufacturing as the oil surplus 
disappears, through the exchange rate 
effect. Rather than rely on market 
forces to bring about an adjustment, it 
believes a more active policy to sti-
mulate manufacturing's ability to 
compete, even in favourable exchange 
rate conditions. This pamphlet is de-
signed to re-examine the causes of the 
decline, to indicate an essential feature 
of any recovery programme, and to 
focus on one of a number of policy 
measures necessary for its achieve-
ment. 
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2. De-industrialisation: how 
far has it gone? 
Throughout the post-war period, the production of manufac-
tured goods in the UK has expanded at a slower rate than in 
almost all other advanced industrialised nations. In the 
decade prior to the first oil crisis, manufacturing production, 
measured at constant prices, grew at an average annual rate 
of 3.4 per cent in the UK, while the other seven major 
industrialised countries in the OECD area, with the exception 
of the US, managed increases averaging more than 5.5 per 
cent a year. The manufacturing sectors in the industrialised 
countries have all suffered to some degree from the effects of 
two worldwide economic recessions since 1973, but only the 
UK has experienced an absolute decline in production. 

Between 1973 and 1985, manufactur-
ing output in the UK fell at an average 
rate of 0.5 per cent a year. As Table 2 
shows, this compares with average 
annual growth rates ranging from 0.4 
per cent in France to 3.1 per cent in 
Japan. The severity of the decline in 
manufacturing output in the most 
recent recession was greater in the UK 
than in any other of the major seven 
countries, most of which have also 
recovered more rapidly. 

In terms of the size of its manufactur-
ing output, the UK currently ranks as 
the sixth largest in the OECD area, 
having been overtaken by Italy in the 
late 1970s. It now ranks on a par with 
Brazil , the largest producer among 
developing countries. The UK's share of 
the total manufactured output of mar-
ket economies is estimated to have 
fallen from 5.2 per cent in 1973 to 3.1 
per cent in 1984. 

In spite of the modest revival enjoyed 
by the UK's manufacturing industries 
since 1981, total output in 1985 was still 
nearly 10 per cent below the peak 
achieved in 1973 and 5 per cent below 
the 1979 level. The sector has under-
gone a radical restructuring as it 

grappled with the effects of two recess-
ions and a general intensification of 
international competition. Its weak 
performance has been largely respons-
ible for the substantial rise in unem-
ployment. Since the early 1970s, the 
number of people employed in manufac-
turing has shrunk by more than two 
million , with a decline of three quarters 
of a million in the space of 12 months to 
June 1981. 

When viewed in the context of declin-
ing output, the trend towards increas-
ing deficits in the UK's trade in 
manufactured goods since 1983 
provides further evidence of structural 
weakness . In 1983, for the first time 
except in periods of war, the UK moved 
sharply into deficit on its trade in 
manufactured goods. The trade deficit 
in manufactures (ie goods classified 
under Sections 5-8 of the Standard 
In tern a tional Trade Classification l 
widened from £4.9 billion in 1983 to £5 .8 
billion in 1985, having been in surplus 
by more than £3 billion in 1980. There 
has been a marked increase in the 
proportion of the UK market accounted 
for by imported manufactures (current-
ly running at 35 per cent), all but 10 per 
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Table I 
Contributions to UK GDP, 1965-85 

(%shares) 

1965 1970 1975 1980 1985 

Agriculture, forestry and fishing 3.3 2.9 2.7 2.1 1.8 
Energy and water supply 5.6 4.9 5.4 I 0.3 I 1.3 
Manufacturing 34.6 33.5 29.9 27.5 25.2 
Construction 7.0 6.7 6.8 6.3 6. 1 
Distribution 11 .7 8.9 12.9 12.6 13.2 
Transport and communications 8.6 I 0.4 8.4 7.3 6.8 
Banking and finance 6.8 8.0 10.8 11 .8 13.9 
Public and miscellaneous services 22.4 24.6 23.1 22.0 21 .6 

Total 100.0 1000 100.0 100.0 100.0 

UK National Accounts, various issues 

Table 2 
Trends in manufacturing output, 1973-85 

1973 1975 1977 1979 1980 1981 1982 1983 1984 1985 

United States 100 89 103 116 112 115 106 115 129 131 
Canada 100 98 107 118 115 116 103 109 117 123 
Japan 100 85 99 113 118 119 119 124 138 144 
West Germany 100 90 92 109 109 107 103 104 108 113 
France 100 93 103 101 110 108 107 103 105 104 
Italy 100 94 107 116 123 121 117 114 117 120 
United Kingdom 100 92 95 96 88 82 82 85 89 91 

UN: Yearbook of Industrial Statistics and Monchly Bulletin 
OECD: Industrial Accivity 

cent of which come from other indu-' 
strialised countries. At the same time, 
the UK's position as a supplier of 
manufactures to other OECD countries 
has been eroded. These countries acc-
ount for a lmost three-quarters of 
Britain 's exports of manufactured 
goods. The position has been made 
worse by the particularly sharp decline 
of the UK's market share in some 
important high value-added sectors, 
notably motor vehicles, data-processing 
equipment, and telecommunications 
and audio equipment. 

What overall assessment can be made 

of what the loss of competitivenesss has 
meant to the UK economy? Com-
parisons can be made with 1966, the 
peak year of manufacturing employ-
ment, when the UK had a surplus on 
trade in manufactures equi valent to 5.7 
per cent of GNP . To have achieved a 
similar performance in 1985 would have 
added 10.8 per cent to manufacturing 
output. Even comparing 1985 with 
1978, when the surplus was worth 3.4 
per cent of GNP, manufacturing output 
would have been 6.6 per cent higher 
than the level actually recorded. 
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3. Why has it happened? 
Perhaps the least plausible explanation of recent trends is 
that a drift from manufacturing to services is to be expected 
in advanced industrial countries. It overlooks two facts: that 
in the UK the drift has been more like an avalanche, and that, 
in many respects, manufacturing and services are inter-
dependent rather than discrete sectors. 

This latter phenomenon is easiest to 
understand in a regional context. It is 
convenient in many ways to regard each 
region in the UK as a small , open 
economy, the growth of which depends 
crucially on the expansion of 'exports' 
relative to 'imports'. Trade in this 
instance refers to trade with other 
regions as well as other countries. Local 
economic development is not brought 
about by firms within a given trading 
area trading more and more with each 
other. Growth occurs by the expansion 
of those sectors which sell their products 
outside the area. 

There is, therefore , a distinction 
between industries which lead economic 
growth in an area by selling outside the 
territory, ie basic industries, and those 
which sell to the local market, ie 
dependent industries. Basic industries 
are the key to growth, whilst dependent 
industries' output and employment 
respond to the growth in basic indu-
stries. In the UK, agriculture, mining 
and manufacturing are largely basic 
activities, since the vast majority of the 
outputs are sold outside the regions in 
which they are produced. Areas of high 
growth in basic industries have tended 
to experience high growth in the service 
sectors. 

In general, therefore, it is the growth 
or decline of agriculture, mining and 
manufacturing which is the motor 
behind growth and decline in the local 
economy. There are some service activi-
ties which can be classified as basic: 
financial services, international ports 
and airports, tourism etc, are the 

obvious examples. In total, these are 
estimated to account for 2.5 million jobs, 
which means that only one in five 
service jobs are in basic sectors. This 
proportion has changed little through 
time, though the total number has 
increased in line with the growth of 
services as a whole. 

In this context, the decline of manu-
facturing is neither inevitable nor 
desirable . Of the basic industries, it is 
clearly the most important, but it is also 
the most footloose . Unlike agriculture 
and mining, manufacturing is not 
constrained by an immobility of the 
fundamental factor of production. Much 
of manufacturing is now potentially 
profitable in a wide variety of locations, 
both regional in the UK and interna-
tional, and significant shifts in the 
location of production can and do occur. 

Trade in services cannot seriously be 
expected to expand at a sufficient rate to 
offset the decline in oil or fill the gap left 
by manufactured exports. Whilst the 
UK enjoys a substantial surplus on 
trade in services, much of which is 
related to visible trade, credits on 
services amount to only 39 per cent of 
the value of non-oil visible exports. In 
real terms , moreover, exports of ser-
vices fell by 7.5 per cent between 1979 
and 1982, and only in 1985 did they 
recover the 1979 level. This is reflected 
in the UK's diminishing share of world 
invisible receipts, which has declined 
from 12.4 per cent to 7.7 per cent since 
1979. 

This analysis reinforces the con-
clusion made on many occasions 
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elsewhere that service activity is not 
sufficiently broadly based to offer the 
required trade and employment poten-
tial. The overall contribution of services 
to growth since 1981 masks the fact that 
it was concentrated largely in financial 
services and communications, whilst 
some other sectors declined. It is also 
debatable whether growth in banking 
and communications can be sustained 
at the previous rates for very much 
longer. 

It is, moreover, perfectly feasible to 
expect a degree of re-industrialisation 
as income rises. An obvious example 
from the recent past is motor cars. Until 
the mid-1950s, people used public trans-
port, a service, but now higher living 
standards have encouraged private 
vehicle ownership, to the benefit of car 
manufacturers. Similarly, in the enter-
tainment field where televisions, videos, 
hi-fis and home computers have super-
seded the music halls, cinemas and 
theatres. Higher incomes have also 
stimulated the demand for consumer 
durables such as washing machines, 
vacuum cleaners and freezers, which 
have reduced the service element in the 
domestic environment. 

Industrialised countries as a whole 
still retain enormous comparative ad-
vantages over the 'low-cost' producers of 
the Third World. There are oppor-
tunities in virtually all industries to 
retain some market share not only 
through the development of new 
products and new production methods , 
but also through the exploitation of 
their one great advantage, proximity to 
the larger, high-income markets. Equ-
ally, there are many skill and 
innovation-intensive manufactured 
product areas in which industrialised 
countries will continue to dominate 
world markets. Within the OECD area, 
moreover, there will also be oppor-
tunities for intra-industry specialisa-
tion to exploit product differentiation 
and economies of scale. 
Poor performance in home markets is 
thus a symptom of industrial decay, not 
the underlying cause, and the decline in 

British industry has been so protracted 
and affects so many sectors, that it is 
naive to suggest that any one factor is 
principally responsible. 

Industrial decay 
A comparative analysis of trade 
patterns reveals where the UK is losing 
out. While we have withstood com-
petition in the traditional industries 
rather better than many European 
countries, or the US, we have fared less 
well in higher value-added, more skill 
and innovation-intensive products. 
Since a disproportionate amount of 
limited investment in manufacturing in 
the UK has been directed towards cost 
·cutting and labour saving in the more 
mature industries, there has been a 
failure to exploit new products and 
markets embodying new designs and 
technology. This has allowed others to 
exploit their proximity to our high-
income market, and prevented us from 
exploiting our proximity to theirs. 

This general conclusion is not a new 
one. It has long been established that 
the UK's income elasticity of demand 
for exports is well above unity, whereas 
the rest of the world's income elasticity 
of demand from UK exports is well 
below unity . Thus, the UK has been 
unable to grow at more than half the 
rate of the rest of the western world 
without facing a balance of payments 
constraint. The implication of the elas-
ticities is that our manufacturing 
industry produces goods not only that 
other nations do not want but also that 
the British consumer does not want in 
sufficient volume. 

The issue is more complex than one 
merely of price. The government's own 
measures of price competitiveness for 
exports, imports and relative labour 
costs have all moved in the UK's favour 
since 1980, yet the volume of manufac-
tured imports has increased four times 
faster than exports. Over an even 
longer period, the Germans and French 
have not only been able to increase the 
volume of their manufactured exports 
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at a faster rate than the UK, but also 
the unit price, indicating an ability to 
sell higher priced products. 

This is not to suggest that price is an 
irrelevant consideration in home and 
international markets, merely that it is 
not the only, or even the most signifi-
cant one. 

The areas where the UK's European 
competitors have scored more highly 
come under the broad heading of 
'non-price ' factors. These embrace 
product design , reliability , distribution , 
marketing, delivery dates and after 
sales service, and while not independent 
of one another, or of price, together they 
constitute the customer's perception of 
the quality of the product. Design plays 
a key role in the whole range of 
non-price factors . Research and de-
velopment is also of importance as is 
training. 

It is hard to assess quantitatively the 
importance of non-price factors in rela-
tive performance, but specific industry 

studies and surveys confirm that in 
world markets the price is negotiable 
but the quality is not. Academic re-
search suggests that non-price factors 
account for something in the range of 
half to three-quarters or more of the 
balance of customer decisions. To com-
pete effectively, Japanese companies 
have relied on technological innovations 
and an emphasis on quality differen-
tials, because they realise price cutting 
can be taken only so far if average costs 
are to be covered. This strategy prob-
ably explains the apparent pre-occupa-
tion of Japanese management with the 
product itself rather than with financial 
management. The neglect of these 
supply side considerations has led to the 
UK importing relatively sophisticated 
up-market products and exporting basic 
down-market goods. 

A National Economic Development 
Council paper recently concluded that 
improvements in non-price competitive-
ness, and the consequent effects on UK 

Table 3 
Industrial specialisation by country 

us Japan EEC UK Germany France 
Total 

High research intensity 1.1 1.4 1.0 0.6 1.5 1.2 
Aerospace 1.7 0.7 0.7 0.5 1.7 
Office equipment 1.8 0.4 0.2 0.2 0.2 0.3 
Electronics and appliances 0.8 2.1 1.0 0.9 1.2 1.2 
Instrument engineering 1.6 1.3 0.2 0.6 
Speciality chemicals 0.7 1.1 1.6 0.8 3.0 1.0 
Pharmaceuticals 1.5 0.6 0.5 0.9 0.7 0.4 
Motor vehicles 0.9 1.9 1.0 0.4 1.8 1.6 

Medium research intensity 0.6 1.4 1.2 1.2 1.8 1.5 
Industrial equipment 0.9 1.4 0.8 1.2 1.6 0.4 
Other transport equipment 0.2 1.1 0.3 0.9 
Rubber 1.0 1.2 0.9 0.8 0.5 2.8 
Building materials 0.7 1.3 1.5 2.5 4.5 
Metal manufacturing and goods 0.5 1.4 1.4 1.0 2.6 1.3 

Low research intensity 1.1 0.8 0 .9 2.0 0.2 0.5 
Textiles and clothing 0.8 2.5 0.7 1.7 0.4 0.5 
Paper and wood 1.3 0.8 0.4 1.0 0.2 
Publishing and printing 1. 1 1.1 0.6 0.4 1.5 0.7 
Food 1.1 0.8 1.0 1.6 0.7 
Drink 1.0 0.3 1.4 4.3 
Tobacco 1.0 1.5 4.7 0.3 0.3 

Petroleum 1.1 0.4 0.9 0.8 0.2 0.9 
Other manufacturing 0.6 0.4 1.2 1.6 2.6 
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trade, are capable of generating a large 
increase in employment in the future. 
Certainly this route offered more poten-
tial than focusing entirely on interna-
tional prices, and pointed the way for 
the UK being as productive as its 
competitors in internationally traded 
goods, while simultaneously returning 
to much higher employment m non-
traded areas of activity. 

Sectoral issues 

At a micro-economic level, the nature of 
the manufacturing sector's problems 
can be put into sharper focus. Examin-
ing trends by sector helps to explain 
why the income elasticities are of the 
wrong magnitude in the UK. 

Table 3 is based on an analysis of the 
world's largest industrial companies, 
806 in total. They have been categorised 
by country of the parent and by 
principal industrial activity. In addi-
tion, the industries have been placed in 
one of three groups, according to a 
measure of research intensity (ie the 
proportion of turnover devoted to re-
search and development (R and DJ. In 
the highest category, upwards of2.8 per 
cent of sales is spent on Rand D, and in 
the lowest, less than 1.1 per cent. The 
High Research Intensity (HR!) industry 
group has been the fastest growing 
internationally over the last 20 years, 
and the return on capital for the major 
companies the highest. Moving down 
the research intensity scale, growth and 
profitability fall. 

The table illustrates which countries 
have a comparative advantage in which 
industries, calculated by dividing its 
share of the industry's sales by its 

overall share of all sales. A number in 
excess of 1.0 denotes a relative advan-
tage, and less than 1.0 a disadvantage. 

It can be seen that every country 
other than the UK has a comparative 
advantage in at least three of the HRI 
sectors. The UK, on the other hand, is 
most competitive in the LRI sectors, the 
slow growing, low value-added activi-
ties. Using this approach with more 
conventional Central Statistical Office 
output and trade data highlights the 
problem. Although the HRI sectors 
have been the fastest growing in the UK 
over the last 10-15 years, this growth 
has not kept pace with the rise in world 
demand. The UK's trade balance in 
these high value-added products has 
moved from a surplus in 1980 to a deficit 
in 1985, and import penetration has 
risen from 34 per cent to 46 per cent. In 
the LRI industries, on the other hand, 
exports as a proportion of imports has 
been unchanged since 1980 and import 
penetration is currently just 21 per cent. 

This confirms the view that manufac-
turing investment in the UK since 1980 
has gone into the traditional (LRI) 
industries and has been aimed at 
reducing costs as a way of improving 
competitiveness. In the key industries, 
there has been a steady erosion of 
market share, both domestic and in-
ternational. The issues contributing to 
this poor performance are complex, and 
to rely on exchange rate adjustments to 
restore competitiveness will make only 
a modest contribution to an improve-
ment. The problems are most acute in 
the HRI industries, those which are 
probably least price sensitive: the LRI 
products, which are more price sen-
sitive, have not suffered to the same 
extent. 
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4. What needs to be done? 
If manufacturing has declined for reasons of product failure 
(in the broadest sense) rather than price failure, the decline 
will not be reversed by policy measures acting on price alone. 
In other words, improving the macro-economic environment, 
and in particular enhancing price competitiveness by 
exchange rate adjustments, will at best offer only a partial 
answer. The key question is what can be done about product 
failure, and this question can only be answered if it is 
addressed at sectorallevel. A more intensive sectoral policy is 
the only way in which the UK can stake a claim in world 
markets for the HRI industries which are essential for 
success. 

Such a policy cannot be implemented 
without support from government. The 
competition is fierce, and markets are 
not won overnight. HRI industries, 
moreover, are dominated by large 
multinational companies which have 
developed their products and markets 
over a long period. It will be expensive 
for companies to invest in new technol-
ogy which is essential; unattractive , 
unless there is a clear and continuing 
concept of manufacturing's role in a 
modern economy; confusing, ifthere are 
contradictory policies; and difficult for 
the unions to accept unless it offers the 
opportunity to improve total employ-
ment and real earnings. This is not an 
argument for an increase in govern-
ment's role as a producer of tradeable 
goods; rather, it suggests that govern-
ment has a pivotal part to play in 
creating the right climate for manufac-
turing to adjust and expand, and in 
improving the basic economic infra-
structure to support corporate activi-
ties. 

Although the key actions will take 
place at the micro level, a sympathetic 
macro-economic policy is a pre-requisite 
for success. To undertake the necessary 
modernisation, industry requires the 
incentive of a higher level of effective 

demand for domestic manufactured 
output. Private sector investment will 
not be forthcoming without the prospect 
of a period of sustained buoyant de-
mand. This will require macro-economic 
policy initiatives (on government spend-
ing, taxation, interest rates and 
exchange rates) that encom:age sus-
tainable growth but do not lead to 
balance of payments constraints or 
stoke up inflationary pressures. On its 
own, however, demand expansion will 
be insufficient. It should be complemen-
tary to the aims of an industrial policy 
which will attempt to change the way 
the economy operates and performs. 

Role of investment 

At the heart of the programme for 
manufacturing industry there must be 
measures to stimulate a major pro-
gramme of investment in new capacity, 
to raise both the quality and quantity of 
capital stock. Recent past trends and 
international comparisons indicate the 
magnitude of the task. In comparison 
with the other major industrialised 
economies, the UK has traditionally 
recorded a relatively low ratio of gross 
investment to GDP. Since 1960, it has 
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averaged Hl.4 per cent: the US is the 
only other country where the proportion 
has been below 20 per cent, while in 
Japan it has exceeded 30 per cent. 

Gross investment in manufacturing 
as a percentage of GDP in the mid-
1980s, moreover, has been at its lowest 
level since the late 1950s. Furthermor~ , 
since 1981, capital consumption llas 
exceeded new investment in manufac-
turing, and there was therefore a 
reduction in the capital stock (even 
allowing for the distortions caused by 
leasing). In each year from 1981 to 1983, 
this exceeded £1 .5 billion, and, although 
it has since declined, net disinvestment 
still exceeds £0.6 billion. The Bank of 
England has estimated that between 
1979 and 1985, the net capital stock of 
manufacturing industry contracted by 
2.75 per cent. During this same period , 
new investment in sectors such as 
banking and distribution outstripped 
capital consumption by £5 billion and £2 
billion respectively. 

Improvements in performance are 
not just a matter oflevels of investment 
but also of its quality and direction. A 
core component of a successful in-
novative investment programme is R 
and D expenditure. As has been well 
documented elsewhere, this has been 
increasing at a slower rate in the UK 
than in any major industrialised coun-
try other than the US. In addition , a 
higher proportion of R and D expen-
diture in the UK is devoted to defence , 
and the spin-off to civilian commercial 
activities has been limited . The conse-
quences are apparent from the UK's 

share of the key HRI sectors discussed 
above, and the declining competitive-
ness is as much a reflection of capital 
productivity (low capitaVoutput ratios) 
as the volume of capital expenditure. 

Investment, therefore, has a critical 
role to play in restoring international 
competitiveness in manufacturing. 
Previous governments have tried to 
increase the rate of investment through 
a range of subsidies and tax incentives, 
with varying degrees of success. There 
has, however, been no concerted effort 
to improve both the quality and quan-
tity of investment with the objective of 
raising performance. It is this combina-
tion that has eluded governments in the 
past. Total investment has at times 
been increased by government action, 
but incentives have just as frequently 
been used for low quality investment 
(witness the boom in property in the 
early 1970s). The quality of investment 
has at times been improved, notably by 
the industrial strategy of the mid-
1970s. To achieve the combination of 
the two requires both that the machin-
ery of government, in other words the 
bureaucracy, be kept at a distance , at 
one remove , from the decision to finance 
any particular investment project and 
that the weight of government support 
be behind the general programme. The 
question now is whether this combina-
tion can be achieved with existing 
institutions, or whether a new in-
stitution (or an existing institution with 
an enhanced role) is necessary for the 
purpose. 
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5. How can it be done? 
The Wilson's Committee's investigation into the functioning 
of the UK's financial institutions concluded that there was no 
evidence of any general shortage of finance for industry at 
prevailing rates of interest and levels of demand, and with 
existing perceptions of the risks involved. It expressed the 
view that industry had not been held back by an inability to 
obtain external funds (Report of the Committee to Review the 
Functioning of Financial Institutions (Wilson Committee), 
Cmnd. 7937, 1980). 

In their submission to the Wilson 
Committee, the clearing banks justified 
their emphasis on short-term lending to 
industry in terms of the constraints 
placed on them , by the need to honour 
agreed lending facilities, and also by 
competitive forces which had eroded 
their market share of lending. In 
practice, the clearing banks believed 
that bank lending was used to finance 
fixed investment as well as working 
capital since a good deal of overdraft 
lending was in fact term lending with 
limits regularly revised. Their general 
view was that investment had not been 
held back by lack of finance nor had the 
total amount lent, or its allocation 
between sectors, contributed to the 
general economic decline. 

Underlying the specific points made 
by the banks was the assumption that 
the decision to raise funds to add to the 
capital stock of industry depended 
essentially on the borrower not on the 
lender. It was also related to the rate of 
return which the borrower could secure 
from the productive use of the assets. 
The problem for manufacturing indu-
stry in the banks' view, therefore , was 
that the real pre-tax rates of return on 
manufacturing were lower in the UK 
than elsewhere, and this had had a 
discouraging effect on the demand for 
capital for new investment. 

Pre-tax rates of return on manufac-
turing have improved since the publica-

tion of the Wilson Committee's report 
and are currently the highest for a 
decade yet investment has not respon-
ded. Some of the fundamental questions 
raised by Wilson are being asked of the 
banks once again , often by industry-
in particular, the cost of capital and the 
extent of banks' willingness to lend long 
term have become important issues . 
Industrial banks in other countries 
provide facilities on more favourable 
terms than the clearers are able or 
willing to do in the UK. 

Cost of capital 

In the UK, nomina l interest rates 
peaked in 1980-1, and are now not 
significantly higher than in many Euro-
pean countries. The problem, however , 
is that after adjusting for inflation, real 
interest rates are higher: currently, the 
UK is the only major industrialised 
country with real interest rates to the 
corporate sector above 10 per cent. This 
clearly adds to the real cost of investing 
for UK companies and reduces the profit 
margin . 

Detailed analysis of the importance of 
the cost of capital in international 
competitiveness has been undertaken 
by two Americans, G. Hatsopoulas and 
S. Brooks. Their study concludes that 
over the past 25 years, American 
manufacturers have paid three times as 
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much for capital as the Japanese. The 
result is that investment per worker is 
twice as high in Japan than in the US, 
and much of America's loss of industrial 
competitiveness is attributed to the 
high cost of capital (G Hatsopoulos and 
S Brooks, The gap in the cost of capital: 
causes , effects and remedies. 1986). Two 
other Americans , D. Bernhelm and J . 
Shaven, have argued that domestic 
credit market conditions are the single 
most important determinant of capital 
costs , even in the face of global capital 
mobility m Bernhelm and J Shaven, 
Taxation and the cost of capital: an 
international comparison, 1986). 

The clear message from these two 
analyses is that the cost of capital is 
important and this problem should be 
attacked. The Wilson Committee con-
cluded that there was no shortage of 
funds "at prevailing rates of interest", 
but it is apparent that the rate of 
interest needs closer attention. It is 
equally obvious that the clearing banks 
have obligations to shareholders which 
preclude them from subsidising loans to 
industry. Since the general level of 
interest rates are largely determined by 
macro-economic factors , moreover, new 
sources of lending to manufacturing at 
cheap rates must be sought. 

Long-term finance 

The length of loans is also an important 
factor . Comparisons have been made 
between the banks' willingness to lend 
for 20-25 years for mortgages but their 
reluctance to make similarly long-term 
advances to industry. A loan over 20 
years rather than 5 has obvious cash 
flow advantages to the borrower, and 
can reduce the risk (the likelihood of 
default). The banks claim that more of 
their advances have been medium/long 
term, certainly since the publication of 
the Wilson Committee's report. Of the 
UK clearing banks' advances to UK 
non-personal customers in 1986, how-
ever, only 13 per cent were for a period 
of 5 years or more, whilst 50 per cent 

was on overdraft, and a further 21 per 
cent was for less than 12 months. 

Although the banks have responded 
to a limited extent to the Wilson 
Committee's recommendations (par-
ticularly in their attitude to small and 
medium sized firms), the failure of the 
corporate bond market to revive means 
that financing long-term investment, 
even for larger companies, remains 
difficult and perplexing. The overdraft 
remains the single most important 
instrument the banks offer industry, 
and its significance has grown during 
the 1980s. It is hardly the most appro-
priate method of financing long-term 
investment, nor is it intended to be. 

Despite these criticisms, little would 
be gained from redirecting the banking 
system, even if it were possible. Not only 
would a different kind of bariker be 
required, but there would be a serious 
risk of damaging the international 
competitiveness of the banks. Between 
1974 and 1985, when manufacturing 
production fell by an average of 0.8 per 
cent per year, the output of the banking 
and financial community rose at an 
average annual rate of 6.2 per cent. 
Medium and long-term projections 
show a slowing down in the rate of 
growth of the financial sector, but it is 
nevertheless expected to grow two or 
three times faster than manufacturing. 

In employment terms, this sector is 
significant, with over 2 million people in 
1986 (almost half of whom are female), 
and expanding. This is equivalent to 
some 40 per cent of the manufacturing 
labour force , which is contracting. The 
financial services sector appears to be a 
good, as well as a large, employer, with 
average pay above that of most other 
industries. 

The same is true of the wider range of 
financial institutions. The overall net 
earnings of all UK financial institutions 
in 1985 was £7.6 billion which covered 
almost 75 per cent of the deficit on 
non-oil visible trade. Even more strik-
ing is the huge growth in credits 
attributable to banking activities. From 
£4.4 billion in 1975, these rose to £41.6 
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billion ten years later, a rate of increase 
three and a half times faster than 
non-oil visible exports. The UK ranks 
amongst the world 's leading exporters 
of financial services, a position any 
future government would be anxious to 
maintain. 

Redirecting the machinery of those 
institutions, if it means diverting their 
attention from international business, 
would be to put at risk an industry 
which is basic , and therefore likely to be 
self-defeating as a policy measure . 

Nevertheless, there is an increasing 
feeling that the gulf between industry 
and finance is widening. Several claims 
are made against financial institutions, 
particularly those forming what is 
known as the "City". It is said that UK 
banks have been too preoccupied with 
the financing of overseas trade and 
other international activities to ensure 
an adequate supply of investment 
finance for domestic industry; that by 
their preference for short-term rather 
than long-term lending they have for-
ced lower gearing levels on companies 
than is the practice in other industrial 
countries; that they have overpriced or 
demanded unreasonable security for 
funds for small-scale or high-risk in-
novative ventures; that their tradition-
al arms-length , passive role implies a 
lack of involvement in or commitment to 
their industrial customers until pro-
blems arise, which is often too late; and , 
above all that they place a higher 
priority on short-term performance 
than long-term growth. 

There is much anecdotal and some 
statistical evidence to support these 
charges. The analysis of bank advances 
to UK residents, for instance, lends 
credence to the claim that banks' 
priorities lie in sectors othan than 
manufacturing. In 1975, 25.3 per cent of 
outstanding bank loans and advances 
were to manufacturing, a proportion 
which had fallen to 20.1 per cent by 
1983: since then, there has been a 
further decline, and in May 1986 the 
share was only 13.3 per cent. There has, I 
however, been a corresponding rise in 

the proportion of loans going to the 
personal sector, from 13.6 cent to 26.1 
per cent between 1975 and 1986. Loans 
to other financial institutions have also 
increased in relative importance, while 
the proportions accounted for by con-
struction and government and public 
utilities have fallen (the latter reflecting 
privatisation ). 

Market-based v bank-based 
system s 

The institutional environment in which 
banks in the UK and in the other major 
industrialised countries operate help 
put the supposed inadequacies of 
British financial institutions in context. 
It also adds further weight to the 
argument that redirection of existing 
institutions would be inappropriate and 
that the establishment of a new body is 
the most effective way to promote 
industrial investment. 

The critical distinction in organisa-
tional structures is between bank-based 
and market-based systems. Bank-based 
financial systems are those in which the 
banking sector plays a major role in the 
financing of industry , whilst the securi-
ties market is neither very active nor 
well developed. In contrast, market-
based systems are those in which the 
securities markets are both highly 
active and provide a major source of 
finance for industrial companies, but 
where the banking sector plays a less 
dominant role. 

Bank-based systems are a feature of 
the industrial environment in Japan, 
West Germany and France, whilst the 
UK and US are the most obvious 
examples of market-based systems. In 
general, relations between banks and 
industry are closer in countries with 
bank-based systems. The effect dif-
ferent systems can have on the 
corporate customer was highlighted in 
an article by Will Hutton in The 
Listener (13 February 1986), contrasting 
the experiences of two major motor 
vehicle manufacturers , BL in the UK 
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and Toyo Kogyo in Japan, manufac-
turers of Mazda, when both ran into 
financial trouble in 1974. 

BL was then producing 1.2 million 
cars a year; Toyo Kogyo 750,000. The 
Japanese company was more in debt 
than BL, losing more money, had far 
greater unsold stocks and an obsolete 
product range. Yet today, BL (now 
Rover) produces fewer than a million 
cars, whilst Toyo Kogyo's annual 
production is three times higher. Criti-
cal to the subsequent histories of the 
companies were the attitudes shown by 
their principal bankers in 1974. In the 
UK, the banks refused to put more 
money into BL when the debt equalled 
the shareholders' equity. The govern-
ment assumed responsibility for fund-
ing the company and a long-delayed 
recovery programme was put into 
effect, but on a much reduced base. In 
Japan, when Toyo Kogyo's debts ex-
ceeded equity by four to one, the main 
bank was instrumental in putting 
together a radical plan for restructuring 
the company, which included substan-
tial new investment. The results are 
reflected in the current production 
figures of the two companies. 

This may be an extreme example. 
There is however ample evidence at the 
other end of the size scale to support the 
view that the banks' arms-length rela-
tionships with their corporate cus-
tomers have not served either party 
very well. In 1981, the government 
introduced the Small Business Loan 
Guarantee Scheme, the purpose of 
which was to provide potentially profit-
able (small) firms with access to funds 
for projects that did not attract financ-
ing from conventional sources. A review 
of the scheme, undertaken by a firm of 
chartered accountants on behalf of the 
Department of Trade and Industry, was 
critical of the support banks were able to 
give companies in this context (Robson 
Rhode , A study of business financed 
under the Small Business Loan Guar-
antee Scheme, DTI, 1984J. 

Acknowledging that the banks offer 
the ingle mo t direct route for influenc-

ing and contacting (smallJ businesses, 
the report concluded that "many man-
agers ... saw the administration of their 
branch, and the volume of transactions 
through their branch, as precluding 
giving small businesses special atten-
tion . (TJheir ideas of how to cope were 
often limited .. . ". Equally critical was 
the conclusion that "only a minority of 
bank managers are suited to lend at the 
fringe of commercial prospects ... ". 

The National Economic Development 
Council's Committee on Finance for 
Industry's report on 'Lending to Small 
Firms' also had some harsh criticisms to 
make of the financial literacy and 
judgemental skills of many branch 
managers (NEDC, Lending to small 
firms 1986, External capital for small 
firms 1986). 

In many respects, these criticisms are 
understandable , and from the bank's 
viewpoint defensible. As the corporate 
market is changing, so are the banks 
trying to restructure their own activi-
ties in response. Separating the high 
street retail business from the corporate 
customer is a fundamental issue which 
all the clearers are examining, but none 
has yet grasped. The role of the 
manager, the nature of the relationship 
with the corporate customer and the 
key products the banks have to offer will 
all be affected by how the restructuring 
is implemented . 

This is not to criticise the banks, but 
to argue that, in spite of their tradition-
al links with UK industry and their 
comprehen ive geographical network of 
branches, they may not be the most 
appropriate institutions for spearhead-
ing the drive to improve industrial 
performance. The arms-length relation-
ship which is an almost inevitable 
consequence of the market-based sys-
tem has not encouraged traditional 
clearing bankers to understand indu-
stries or to evaluate a lending 
proposition on anything but a 'gone-
concern' ba is. The clearer ' high co t 
base precludes the development of 
proper relation hip management for all 
but the mo t profitable accounts, while 
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the spread down-market of multi-bank-
ing has made it harder for a bank to 
develop a special lead bank relationship 
with its larger corporate customers. It 
is, in addition, still largely the case that 
the bigger companies, usually with 
Head Offices in London or the South 
East, get the best service from the 
banks, yet these are often the least 
profitable accounts, and ones which do 
not need high-level account manage-
ment. 

'Short-term ism' 

In the case of financial institutions 
other than the clearing banks, the 
criticism that is most fiercely advanced 
by industry relates to the time horizon. 
'Short-termism' was a subject which 
provoked intense debate at the CBI's 
last National Conference in November 
1986. The City had few supporters from 
industry , and it had to rely on represen-
tatives of the banking sector to defend 
its record. "An obsession among finan-
ciers with bottom-line results" was the 
charge most commonly levelled against 
financial institutions, and respected 
City commentators have identified a 
growing tension between industry and 
finance. 

In some ways, the timing of this 
changing climate is strange. In 1985, 
non-North Sea industrial and commer-
cial companies' profitability increased 
for the fourth successive year, whilst 
the pre-tax rate of return, at 8 per cent, 
was the highest since 1973. In addition, 
the de-regulation of financial markets 
has intensified competitive pressures 
within the City, and supposedly given 
companies easier and cheaper access to 
funds. The point has already been made, 
however, that improved corporate per-
formance has not resulted in a 
corresponding increase in investment in 
new assets, and part of the explanation 
for this has been attributed to the 
attitudes of the City, particularly the 
short-term view taken by the market-
based institutions. 

Although investment in new assets 
has. stagnated, there has been a surge in 
expenditure on the transfer of owner-
ship of existing assets . Merger activity 
has gathered pace during the 1980s, 
and in 1985, the value of takeovers by 
industrial and commercial companies 
was £7 .1 billion, the highest figure for a 
decade and equivalent to 90 per cent of 
new investment in manufacturing. 
These mergers often reduce capacity, 
and are increasingly of the 'cong-
lomerate' type owing more to financial 
sleight of hand than industrial logic . 
This has implications for any serious 
programm.e to increase and improve 
industrial investment and competition 
policy will have a role to play here . 

The financial system in general does 
not encourage organic growth by 
companies. On the contrary, it puts 
pressure on them to ward off predators 
by putting the short-term interests of 
shareholders (other large institutions) 
ahead of the longer-term development 
of the company. The threat of a 
takeover is a constraint to growth, since 
faster growth requires companies to 
retain a higher proportion of profits. 
The resulting lower dividend leads to a 
lower relative share price , thus increas-
ing the likelihood of acquisition. If, on 
the other hand, growth is financed by 
external borrowings , it increases debt in 
relation to equity. In a period of high 
interest rates, high gearing ratios make 
for potential danger if profits fall. 

Conclusions 

The UK's financial system, whilst 
efficient and internationally com-
petitive, is not able to respond to the 
needs of manufacturing industry. The 
historical development of British finan-
cial institutions has encouraged an 
arms-length relationship with all but 
the largest of their corporate customers, 
whilst there has been an increasing 
tendency in recent years to take a 
short-term view of lending oppor-
tunities. This has come at a critical time 
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for manufacturing industry, when 
domestic and international pres<;ures 
have increased the need for a more 
sympathetic response to its problems. 
The need for a more integrated ap-

proach between industry and finance is 
highlighted if the practices common 
amongst the UK' principal industrial 
competitors are con idered. 
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6. What is done elsewhere? 
In the UK's market-based financial system, the three key 
sectors of government, industry and finance all appear to 
pursue their interests separately. There have been few 
peacetime attempts to develop a framework around which all 
three could coalesce, and no agreed objective of national 
interest. The arms-length relationship between industry and 
banks extends to industry and government and to banks and 
government. In this environment, government leadership is 
regarded as interference or intervention, and attempts to 
change behaviour or attitudes amount to little more than 
exhortation. 

In most other European countries , 
and (especially) in Japan, there is a 
greater integration of the various sec-
tors of the economy. Government 
involvement in the running of the 
economy at the micro-economic level is 
more readily accepted, and as a conse-
quence more effective. This involve-
ment is usually termed 'industrial 
policy', at the core of which is the 
government's ability to promote, sti-
mulate and regulate industrial develop-
ment through the financial system. 

It is the bank-based financial systems 
which are the most integrated. In some 
of these countries, the government 
takes the lead in defining the long-term 
objectives , whilst in others it adopts a 
lower profile, preferring to operate 
obliquely and indirectly. These coun-
tries have recorded faster rates of 
manufacturing growth than the UK 
over a long period , and it is believed 
increasingly that part of this success is 
attributable to the integrationalist ap-
proach that is adopted. 

In spite of the fact that the UK was 
the first to industrialise, and that its 
financial system has long been amongst 
the most sophisticated in the world , the 
two sectors have operated independent-
ly and developed separately. It was 
perhaps because the UK was the first to 
industrialise that this happened. Indu- 1 

stry was funded initially by private 
capital and subsequently by internal 
funds arising out of high profits. For 
their part, the banks developed their 
interests elsewhere since it was ap-
parent that industry was able to grow 
without their help. 

From the outset, industrial develop-
ment in the major European countries 
was more co-ordinated than in the UK. 
This involved closer links between the 
industrialists and the financiers , to the 
extent that new institutions were esta-
blished to meet the needs of industry or 
special skills developed by the large 
commercial banks. Thus, industrial 
banking can be a service provided by a 
general bank as much as a specialised 
institution engaged exclusively in indu-
strial banking. It is, however, the 
special credit institutions in continental 
Europe and Japan which have been a 
conspicuous feature of their systems. 
This is a 20th century phenomenon , 
born out of the general industrial 
banking which emerged in the last 
century. Whilst the role and organisa-
tion of each of these special credit 
institutions is determined by the unique 
financial and industrial structure in 
each country, there are fea tures com-
mon to most of them: 
e there is formal state direction and/or 

financing ; 
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e the credit institutions have con-
centrated largely on providing long-
term loan capital to companies, 
rather than equity finance; 

e re-developing existing enterprises is 
the focus of the activities, rather than 
promoting new businesses; 

e small and medium sized enterprises 
are as, if not more, important than 
the larger companies; and 

e the special credit institutions are 
more lending than deposit-taking 
bodies, raising much of their finance 
at long maturities. 

In some ways, the distinction between 
the industrial banking services 
provided by the general banks and the 
facilities offered by the special credit 
institutions is an arbitrary one. The 
demarcation is even more blurred in 
some countries where the special credit 
institutions work entirely through the 
banking system. Since much of what is 
being proposed for the UK, however, is 
based on the special credit institutions, 
the distinction is worth making. It 
should, nevertheless , be remembered 
that these bodies do not represent the 
sum of industrial banking expertise in 
any one country, but they can be 
regarded as the catalyst around which 
the relationships between industry, 
finance and government revolve. 

Structural characterist ics 

A summary of the operations of the 
major credit institutions in the leading 
industrialised countries is given in the 
Appendix. The structure of each of these 
organi ations is determined largely by 
the peculiar financial and industrial 
environment in that country, and any 
similar body in the UK must be 
organised in a way which takes into 
account this country' in titutional 
framework. There is, therefore, no 
single foreign example which can be 
transplanted in the UK. The brief 
ummaries of the main characteri tics 

of these other long-term credit in-
stitutions,however, reveal the general 
factors which have contributed to their 
success. 

In terms of status, ownership and 
control, the credit institutions function 
most successfully where there is a close 
relationship with the state on policy 
issues but autonomy on operational 
matters. Since the state is, in most 
cases, a major provider of funds and sets 
the national economic objectives, a close 
relationship on policy matters is essen-
tial. Independence at the operational 
level is just as critical because the 
institution: 
e needs to be able to reject bad proposi-

tions and poor quality borrowers; 

e has to maintain its credibility with 
other financial institutions; 

e needs to minimise bureaucratic de-
lays and political interference; and 

e has to ensure continuity when 
governments change. 

Although their precise legal status 
varies, the major credit institutions in 
Europe and Japan qualify under both 
criteria. The three Japanese banks are 
all in private hands, having once been 
government-owned, but they continue 
to enjoy a very do e relationship with 
the state. In Germany, the KfW is 
owned by the government, but its 
independence is undoubted. CN in 
France is privately owned and has its 
shares traded in the Stock Exchange, 
but enjoys special legal provisions and 
has a number of top posts filled by 
government appointment. 

Lend ing policy 

The central role of the credit in-
stitutions is to provide general support 
for industrial investment by lending 
funds of medium and long-term maturi-
ties at a cost which is generally below 
the prevailing market rate. In Japan , 
loans are, on average, for 5-7 years, 
from the KfW for 4-10 years and in 
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France, the CN lends from 10-15 years. 
Just as the financial institutions 

argue that it is inappropriate for them 
to borrow short and lend long, so 
industrial companies can claim it is 
unwise for them to borrow short in order 
to invest long-term. Since floating rate 
finance makes the calculation of returns 
on investment hazardous, the availabil-
ity of long-term money at fixed rates is 
considered to be a necessary investment 
incentive. These are services the credit 
institutions are able to offer, together 
with the important interest rate 
subsidy. 

This should not be taken to mean that 
these banks lend to any applicant. An 
integral part of the institutions' opera-
tions is the closeness of the relationship 
they develop with the borrower. There 
is often active monitoring of company 
performance, to the extent of involve-
ment in discussing management plans 
and exerting direct influence over 
corporate policy. Some of these loans are 
made against targets for specific objec-
tives (eg exports) or after the sub-
mission of a plan detailing the 
company's future activities. 

Markets and products 

Most of the credit institutions have a 
specific remit to support sma!Vmedium 
sized enterprises (SMEs). In most coun-
tries it is felt that the larger enterprises 
have easier access to equity markets. In 
Germany, for example, 70 per cent of 
the KfW's domestic investment loans 
are to SMEs: other institutions, such as 
the lndustriekreditbank AG-Deutsche 
lndustriebank, are also involved in this 
sector. In France, the CN focusses on 
larger companies, but there are 15 
Societies de Developpement (SDR) and 
the CEPME which compete fiercely for 
the small!medium firms . It is estimated 
that CN has a 45 per cent share of 
long-term loans to industrial and com-
mercial sectors, CEPME 35 per cent and 
the SDRs 18 per cent. The situation is 
similar in Japan , where there is a host of 
smaller banks specialising in SME 

financing. 
The emphasis of the credit in-

stitutions' activities is on providing 
long-term loans for investment. Few are 
interested in taking direct equity stakes 
in borrowing firms . Similarly, these 
institutions do not provide funds to 
rescue ailing companies, concentrating 
instead on investments which have 
long-term potential. In the major Euro-
pean countries, there are other publicly-
funded institutions which are prepared 
to take a stake in a company or help it 
through short-term difficulties, in rath-
er the same way as the National 
Enterprise Board tried to do in the UK 
during the 1970s. 

Advice is an important service offered 
by these institutions. They have de-
veloped industrial expertise in dealing 
with borrowers and in approving loans. 
Large research departments are a 
common feature which can advise not 
only on the economic environment in 
which companies operate, but also on 
the development of standard loan con-
tracts and rules for security. The credit 
institutions' approach to lending is 
based on whether or not expected cash 
flows will be sufficient to cover interest 
and capital payments. British banks, on 
the other hand, tend to adopt the 'gone 
concern' or 'carcass' evaluation, which 
reg_uires no industrial expertise or 
understanding of the borrower's busi-
ness: it is a decision reached at arms 
length, based on accounting valuations 
of a company's assets. The cash flow 
approach does not mean no security is 
taken. The collateral, however, is main-
ly a protection of the bank's position 
against the borrower or other creditors: 
the decision on whether or not to lend 
does not depend on the security. The 
cash flow approach is meant to en-
courage companies and projects with 
good future prospects and additional 
criteria are designed to encourage 
investments which meet national ec-
onomic objectives. 

Equally important is the credit in-
stitutions' role as advisers to govern-
ments. Their close contact with compa-
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nies and their understanding of 
industry and finance places them ill a 
unique position for advising on indu-
strial policy issues. The Japanese banks 
and CN in France have been most 
closely involved in such discussions . 

It is hard to assess quantitatively the 
impact these banks have had on invest-
ment. Some indication can be obtained 
from a survey undertaken by Ger-
many's KfW of its corporate customers 
in 1983. This revealed that only 20 per 
cent of respondents would have carried 
out the project in the same way had they 
not received favourable loan finance. Of 
the remainder, 70 per cent reported that 
they would have cut down their invest-
ment plans or postponed the project 
without KfW assistance, and 10 per cent 
claimed the project would not have been 
carried out at all. The three most 
commonly cited reasons for using the 
KfW were low interest rates, the length 
of the loan and the fact that the rate was 
fixed. The majority of respondents 
regarded the procedure for loans as 
straightforward , which encouraged 
them to apply, and it was also felt that 
lower interest rates were preferable to 
investment grants or allowances. 

UKgap 

There is no UK equivalent for the credit 
institutions that have been described 
here. The nearest approximation is 
Investors in Industry Group (3i), which 
acts as the holding company for the 
Industrial and Commercial Finance 
Corporation (ICFC), Finance Corpora-
tion for Industry (FCD, Finance for 
Shipping (FFS), and other subsidiaries 
involved in leasing, property and con-
sultancy services. 3i owns substantially 
all the investments and other assets of 
the group, and carries on the group's 
investment activities in the UK. 

ICFC and FCI were formed in 1945 at 
the request of the Labour government, 
and in 1973 the holding company 
Finance for Industry was formed, which 
in 1983 was renamed Investors in 

Industry. It is owned by the Bank of 
England (15 per cent), Bank of Scotland 
(3 per cent), Barclays (18.8 per cent) , 
Lloyds (13 .7 per cent), Midland and 
Clydesdale Banks (18 per cent), Royal 
Bank of Scotland (7.6 per cent), Nation-
al Westminster (23.7 per cent) and 
Waterloo Trustee Co. (0.1 per cent). The 
group operates under five divisions, 
ICFC, Head Office, Ventures , Shipping 
and Energy, and Property. Sharehold-
ers' funds in 1986 amounted to £277 
million and total liabilities were £1,877 
million on which a surplus (after tax and 
interest) of £29.7 million was earned. 
Gross investment in the year was £318 
million. 

The group provides permanent and 
long-term investment capital, as well as 
advice, to businesses of all types. These 
facilities are provided through specialist 
groups, with particular skills in dif-
ferent market segments, either direct or 
through its network of 23 regional 
offices. 3i's long-term investments come 
in many different combinations of loans 
and shares, and it also provides hire 
purchase, leasing and guarantees. The 
present government's emphasis on and 
fiscal support for the establishment of 
new businesses and the accumulation of 
private capital has proved the stimulus 
for the growth of new venture capital 
and Business Expansion Scheme funds . 

On the surface, it appears that 3i 
fulfills a similar function to the Euro-
pean credit institutions. There are, 
however, critical differences in its 
operations which sets it apart from its 
European counterparts. 

In the first place, the ICFC was not 
welcomed by the British banks other 
than the Bank of England: it was 
imposed by government, and for many 
years did not enjoy a close relationship 
with its parents. In 1959, it was able to 
raise money on its own by means of 
quoted debenture and loan stock issues, 
since when it has become totally in-
dependent of the state and the banks. In 
raising funds, however, 3i receives no 
interest subsidy. None of its borrowings 
are guaranteed, either by the govern-
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ment or the shareholders (except 
European Investment Bank or Euro-
pean Coal and Steel Community funds). 
The group also has to pay tax and 
dividends, all of which means that its 
lending rates must cover its own cost of 
funds plus the required margin. There is 
therefore no scope to offer any form of 
substantial lending at below market 
rates. 

In other areas also there are impor-
tant differences. 3i takes deposits from 
the general public and is involved in 
equity financing, neither of which are 
common in Europe. Its independence of 
both the banks and the state means it 
does not have the important advisory 
roles played by its European and 
Japanese counterparts. In addition, its 
loan appraisal techniques, whilst pay-
ing more attention to the company's 
future prospects and development than 
the clearing banks, still places a high 
priority on taking appropriate security. 

The most important difference bet-
ween 3i and the European credit 
institutions is the scale of operation. 
The volume of lending by 3i is small by 
international standards, perhaps one-
tenth of the size of Germany's KfW. In 
the year ending March 1986, it made 
914loans, over half of which were in the 
£20,000-£200,000 range . The number of 
loans in 1986 compares with 1,076 by 
the group in 1982 and with KfW's 
20,000 a year. 

The general view of 3i is that it is a 
well-managed, efficient and sound 
credit institution. In view of its limited 
size , however, it has not had a major 
impact on investment, and its opera-
tions are closer to those of the British 
clearers than the KfW or CN. There is a 
clear distinction between a small , well-
managed credit institution serving a 
well-defined market segment and large 
institutions designed as instruments of 
national policy. 
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7. An investment bank for 
the UK 
The analysis in previous chapters leads to several con-
clusions. First, the long-term decline in British manufactur-
ing is not inevitable; it can be reversed, but not with 
short-term policies and not by relying solely on macro-
economic adjustments. Second, an essential feature of 
manufacturing resurgence will be a shift of emphasis from 
LRI industries to HRI industries. Third, this shift will only be 
achieved by a carefully studied sectoral policy. Fourth, an 
essential feature of this policy will be a programme to 
increase the quantity and quality of investment at the same 
time. Fifth, existing financial institutions are unable to lead 
this programme, although they may contribute to it. 

It follows that a specialist institution 
must be devised to perform the essential 
function of leading the investment 
drive. To judge from examples in other 
countries, such an institution, to be 
successful, must be able to offer longer-
term finance in substantial amounts, at 
an overall cost equal to or lower than the 
market and with payback arrange-
ments to suit the borrower and the 
projected timing of returns from a given 
investment project. It must a lso be able, 
by virtue of its expertise, to advise on, 
evaluate and assist in industrial invest-
ment plans, with techniques of risk 
assessment that search beyond the 
balance sheet and immediate security 
and that understand the future threats 
and opportunities faced by companies. 
Finally, it must be able to link its 
lending and investment activities with 
the overall strategy for industry follow-
ed both by central government and by 
organisations such as regional develop-
ment agencies and local enterprise 
boards which will be increasingly impor-
tant in promoting projects based on the 
strengths of local communities. The 
British Investment Bank (BIB) as 
proposed by the Labour Party will be 

such an institution . 
The proposal for such a bank is 

certainly not the first of its kind . A 
National Investment Board to direct 
investment was in fact proposed in 
1918, and "was Labour Party policy for 
most of the inter-war period. More 
recently, the subject was also debated at 
length by the Wilson Committee, which 
managed to split three ways over the 
need for a new institution. While 
subsidising the cost of capital was felt by 
the Committee to be an acceptable (but 
not unanimously popular) method of 
trying to improve the competitiveness of 
British industry, the idea of a new bank 
to finance investment attracted fierce 
opposition. There were, in particular, 
three basic objections to the idea; firstly 
that if the projects promoted by the body 
concerned were profitable, they would 
be financed by existing institutions, 
especially if finance at the same sub-
sidised rates was available; secondly 
that the new institution would operate 
at a loss and thus be a waste of 
resources; and finally that if subsidised 
finance is all that is required , arrange-
ments already existed under the 
Industry Act for giving subsidies by 
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means of interest relief grants. 
Since the publication of the Wilson 

Committee's report, the UK has ex-
perienced its deepest and most prolon-
ged post-war recession. Manufacturing 
competitiveness has continued to de-
cline, unemployment has risen and the 
banks have become more remote from 
their industrial customers. A new and 
more radical approach is required than 
Wilson was prepared to recommend, one 
which is born out of the Note of Dissent, 
signed by the Chairman (Wilson) and 
the trade union members (Lord Alien 
and Messrs. Jenkins, Mills and Mur-
ray) . This called for a new investment 
facility , jointly funded by the in-
stitutions and the public sector, and 
managed by a tripartite steering 
committee. 

This proposal now has been adopted 
by the Labour Party and is an integral 
part of its programme to revive the 
manufacturing sector. But new ideas on 
funding a British Investment Bank and 
on its activities make the scheme more 
original and radical than its predecess-
ors . 

In the preparatory work leading up to 
the announcement of the BIB proposal, 
four questions were considered in some 
detail: 
e What should be its relation with 

government and other financial in-
stitutions? 

e How will the bank be funded? 
e What will it actually do? 
e Should the institution be an existing 

one or one newly set up? 
The answers to these questions were 

to a certain extent left deliberately 
imprecise, as is bound to be the case 
when setting out Party policy in digest-
ible form. It is worth developing further 
the thoughts that were expressed at the 
time, and incorporating modifications 
which have resulted from the discussion 
of the major proposal after it was 
launched. 

In its relations with government, the 
Investment Bank will have to tread a 

difficult path, and there is no virtue in 
disguising this. Government will wish to 
impose its objectives on the Bank, and to 
a certain extent must be able to do so. 
Nevertheless , the Bank must be the 
decision maker. The only way to resolve 
this problem is by means which have 
been used in guiding the Office of Fair 
Trading (under the Fair Trading Act 
1973) and the Price Commission (under 
the Price Commission Act 1977). In 
these cases, Parliament set out criteria 
for the operation of those institutions 
when it passed the legislation. The 
criteria were sufficiently rigorous to 
direct attention, but sufficiently flexible 
to allow operational decisions to remain 
with the OFT and PC respectively. In 
the case of the Investment Bank, it 
might well be desirable to leave the 
criteria to subordinate legislation rath-
er than primary legislation, to allow for 
changes as and when different general 
objectives appear relevant, as they 
surely will over time. That, however, is 
a matter of convenience rather than 
dogma. 

The Investment Bank's relations 
with other financial institutions will 
depend to some extent on the ownership 
and funding of the Bank itself. There is 
no self-evident reason why the Bank 
should be a wholly-owned state entity. 
A mixed ownership would be perfectly 
feasible, and give perhaps greater 
protection for the independence of its 
decisions. On the other hand , a wholly-
owned entity would be closer to the 
objectives of government. There are 
only two principles which are essential: 
first, that control of the Bank rest firmly 
with the government or a government 
agency (the analogy of the French 
Credit National is relevant here) ; 
second, if there is to be mixed owner-
ship, the activities of the Bank that 
involve investment or lending on other 
than free market criteria should be 
clearly stated and should attract the 
appropriate government subvention or 
guarantee (the analogy here being the 
schemes devised to identify the social 
element in the railway system or rural 
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bus system and to subsidise that in 
isolation). 

The problem of funding the Bank is 
linked to its ownership. In its most 
simple form, it is tempting to see a direct 
relationship between the funding of the 
Bank and the Labour Party's proposals 
for the repatriation of portfolio capital. 

Repatriation proposals 

These proposals (often referred to as a 
limited form of exchange control) are 
designed to restrict overseas invest-
ment by pooled investment schemes and 
individuals, though not by companies 
with operations abroad. Pooled invest-
ment schemes comprise pension funds, 
life assurance funds, general assurance 
funds, charities, investment and unit 
trusts and major companies with large 
portfolios. Under a Labour government, 
'fiscal privileges' will be removed from 
institutions (and possibly individuals 
and charities) which do not reduce the 
proportion of their assets held overseas 
to comply with a new quota (this is 
assumed to be 5 per cent, the levy which 
applied up to the abolition of exchange 
controls in 1979). 

Most of the pooled investment 
schemes enjoy some tax advantages 
which would be affected by the introduc-
tion of Labour's repatriation proposals. 
Occupational pension funds, for in-
stance, would lose tax exemption and 
the employees right to deduct contribu-
tions; life assurance funds would lose 
the right to issue qualifying policies; 
whilst investment trusts would no 
longer have a special capital gains tax 
rate and their share would be treated as 
'foreign securities'. 

This policy has certain merits of its 
own, not least on the balance of 
payments. It may, however, be linked to 
the Investment Bank proposals. In one 
version, pooled investment schemes 
would not only have to conform to the 
repatriation requirements, but would 
also have to invest a proportion of their 
total funds ("roughly equivalent to 

average repatriation and future reten-
tion") in loan stock of the British 
Investment Bank. Institutions will have 
to maintain the ratio of their BIB 
investments to other assets at the level 
prevailing when repatriation was com-
plete. The BIB loan stock will be priced 
at market rates, be guaranteed by the 
Bank of England, not be subject to 
stamp duty, and be treated in the same 
way as gilts for capital gains tax. It is 
intended that it will trade alongside 
gilts with equivalent liquidity. 

These proposals have. not surprising-
ly, attracted a great deal of public 
comment, principally from academics 
and City institutions. Detailed analyses 
of the technical aspects of the repatria-
tion proposals have been undertaken by 
authoritative bodies such as the. Stock 
Exchange and the Institute for Fiscal 
Studies (IFS). Whilst neither institution 
supported the Labour Party's proposals, 
both were generally sceptical of their 
likely effectiveness rather than hostile 
(Stock Exchange, Opposition parties' 
plans for the City: their content and 
effects, 1986. Institute for Fiscal Stu-
dies, Capital controls. The implications 
of restricting overseas portfolio capital , 
1987). 

The IFS examined various aspects of 
the proposals, including enforcement, 
the likelihood of countervailing out-
flows, the possibility of the institutions 
taking pre-emptive action and the 
effects on the financial sector. It con-
cluded that none of these were likely to 
prove significant obstacles to the imple-
mentation or effectiveness of the 
scheme. More importantly, it argued 
that the inflows of capital should 
prevent the exchange rate falling too far 
and/or too quickly, thus promoting 
greater stability in the foreign exchange 
markets and containing inflationary 
pressures in the UK. The effect of the 
repatriation policy on the balance of 
payments would be such as to remove a 
constraint on domestic expansion, 
which is one of the macro-economic 
pre-conditions for a successful indu-
strial policy. The effect of the repatria-
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tion policy, therefore, is to reinforce the 
main thrust of the industrial strategy. 

The link between the repatriation 
scheme and BIB funding might, on the 
other hand, be less direct than that set 
out in its most simple form. In the case of 
a mixed ownership of the Bank, an 
equity interest would clearly qualify as 
an appropriate investment for repa-
triated funds. Moving on from there, it 
would be equally possible to devise a 
further extension under which invest-
ments made alongside the BIB, and 
under BIB leadership, would also quali-
fy. To give an example; suppose that the 
BIB were to undertake at government 
invitation the arrangement of the fi-
nance of a project such as the Severn 
Barrage; instead of putting up all the 
funds itself, the BIB might wish to 
syndicate the financing, and it might 
look to those pooled investment 
schemes with excess amounts of repa-
triated funds. The commercial decision 
would, of course, rest with the outside 
investors, but it would be perfectly 
possible to arrange for such invest-
ments to replace an investment in BIB 
loan stock as qualifying under the 
repatriation arrangements. A variety of 
formulae of this nature could be devised. 

The funding of the BIB would 
therefore only in part come from repa-
triating funds, and those funds would 
only be invested in part in the BIB, 
either as equity or in loan stock. But 
even BIB loan stock must be distin-
guished from gilt-edged, since it would 
be absurd if the creation of the BIB, and 
the issue of possibly large amounts of its 
loan stock, were simply to result in a 
diminished institutional appetite for 
gilt-edged stock; if, in other words, 
institutions were to perceive BIB stock 
as a gilt equivalent, and include it as a 
gilt when assessing the proportion of 
their portfolios that they wished at any 
one time to see in government stock. 
The distinction between gilts and BIB 
loan stock would seem to be best 
achieved by introducing an equity 
element into BIB stock. This could itself 
be done by giving investing institutions 
a right, along with their subscription to 

stock, to buy into the underlying BIB 
investment at a preferential price , 
which in turn requires the BIB to 
ensure that its investments are not all , 
or even predominantly, straight loans, 
but have an equity feature. This, of 
course is a common feature of 3i 
operations, and there is no reason why it 
should not be adopted by the BIB. 

British Investment Bank 

As to what the Investment Bank would 
actually do, it is important to emphasise 
that the Labour Party's proposal for an 
Investment Bank is a response to the 
parlous state of British manufacturing 
industry, the observed weaknesses of 
the financial services available to pro-
mote investment and an understanding 
of how similar institutions operate in 
other industrialised countries. Critics 
have flippantly dismissed the idea as yet 
another in a long line of institutions set 
up by Labour governments to solve all 
the country's long-term problems at 
once (for example, J Scouller: Old Hat, 
or Son of NEB: A critical view of the 
Labour Party's proposed National In-
vestment Bank, Department of Econom-
ics, University of Strathclyde, 1986). 

It would , however, be a mistake to see 
the BIB as merely the re-incarnation of 
earlier devices. Its role is a specific one, 
to raise the rates of fixed capital 
formation in the private sector, and it 
will be encouraged to become "close to 
the industry, sensitive to its needs and 
conversant with its problems and pros-
pects" as Roy Hattersley has said. The 
proposal recognises, moreover, that 
there are critical problems on the supply 
side of industry , which traditional 
demand stimulation will do little to 
correct. It also accepts that profits in 
manufacturing have been too low to 
justify higher investment. Whilst a 
government can do little to improve the 
return on investment, it can reduce the 
costs , thereby improving the margin. 
Subsequent investment could , 
therefore , be financed from higher 
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profits. This sensitivity to the role of 
profits also marks a change in approach 
from the Industrial Reorganisation 
Corporation and the National Enter-
prise Board. 

The role of the Bank will be to 
complement existing sources of finance. 
Its operational guidelines will be set by 
Parliament and it will be expected to 
consider sympathetically requests for 
loans to support a wide range of 
activities. These will include, in the 
initial phases at least, funding for major 
infrastructure projects . There is no 
reason at all why such projects should 
not be viable in commercial terms: the 
Manchester sewers (to mention a now 
famous example) could easily be finan-
ced with the security of attached 
revenue from the rates. The BIB will 
raise funds and act as a catalyst for 
private sector financing for such large-
scale projects. Its activities in mobilising 
private sector funds for socially desir-
able public sector building is analogous 
to the work of many development 
banks, of which the World Bank is the 
best example. This Bank's full title is , of 
course, the International Bank for 
Reconstruction and Development, and 
it has both financed projects itself and 
made lines of credit available to local 
development banks (some 70 Develop-
ment Finance Companies in more than 
40 countries) for on-lending to enter-
prises in the industrial sector. Concep-
tually the activities of development and 
industrial banks are the same. Indeed, 
reconstruction and development could 
be taken as the main theme for the BIB. 

There will, in addition, be substantial 
spin-offs for a large number ofUK firms 
from these major projects. The whole 
range of suppliers to the construction 
and civil engineering industries could 
benefit from an increase in activity, if 
they are competitive. The building 
materials sector traditionally records 
lower than average import penetration, 
and thus most of the higher demand 
should be met from UK sources. At the 
firm level , however, increased invest-
ment may well be necessary to ensure 

that its products are competitively 
produced: the BIB will be in a position to 
fund such investments. 

The Bank will also be supportive of 
UK companies bidding for government 
contracts in other areas, such as elec-
tronics and aerospace, which are at the 
forefront oftechnological change. It is in 
the HRI sectors that the UK's interna-
tional performance has deteriorated 
most markedly. Improved competitive-
ness in these sectors, to which increased 
investment will make a major contribu-
tion, should help UK firms in export 
markets as well as raise domestic 
performance. Finally, as a Labour 
government pursues a more expansion-
ary macro-economic policy, the demand 
for investment funds should come from 
many other sectors of manufacturing 
which offer potential export, import 
substitution, employment or regional 
benefits. 

In short, the BIB can be expected to 
provide the same sort of facilities to UK 
firms as does 3i, but on a greatly 
expanded scale, and adopting more 
flexible approaches to pricing, loan 
maturities and credit assessment. The 
fact that lending will be below market 
rates implies that the Bank will run an 
accounting deficit. This will be the 
government subsidy to industry and 
will be the only item in the Bank's 
balance sheet calculated as public ex-
penditure. It will be a direct charge on 
the Exchequer and reviewed annually 
by Parliament. 

A low interest loan is the generic title 
for a range of products, and the precise 
'subsidy' can be structured to suit an 
individual firm's specific needs. The 
package could, for example, involve 
straight lending at soft rates, lending 
which is convertible into equity capital, 
participating loans or finance related to 
the success of the project, some of which 
could have options for 'capital holidays' 
or for the capitalisation of interest. Thus 
firms with balance sheets insufficiently 
strong to raise adequate levels of debt 
finance from conventional sources, and 
with past track records which discour-
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age new equity subscribers, will have· 
access to funds to develop potentially 
profitable activities. 

It is not only the interest subsidy 
which differentiates the BIB's products 
from those of the other institutions. The 
emphasis will be on term lending, an 
area which accounts for a relatively 
small proportion of the clearing banks' 
activities, and there will also be a 
conscious effort to link repayments with 
the timing of income from the invest-
ment. The BIB will give special 
consideration to sma!Vmedium sized 
companies. This is a market segment in 
which the clearing banks earn the 
highest margins, and is, therefore , 
where the benefit of the subsidy will be 
most marked. A final difference relates 
to fixed rate lending, common in Eur-
ope, rare and expensive in the UK but 
critical for corporate planning; it will be 
an important feature of the BIB's 
product range. 

This approach should do much to 
increase the rate of investment. It will 
not, however, help improve the quality 
of the investment or raise the productiv-
ity of capital. This objective will be 
tackled by the relationships the BIB will 
develop with UK companies. The credit 
assessment procedures to be adopted 
will rely less on the 'gone concern' 
approach so typical of the traditional 
financial institutions , or on the taking of 
security. Rather it will be based more on 
an understanding of the industrial 
environment in which the company is 
operating, of the market prospects and 
the company's strengths and weak-
nesses. This implies that the BIB will 
use industry specialists in its assess-
ments, who will also advise the company 
on the viability of its proposals. As the 
BIB's portfolio increases, so will the 
quality of the inputs from its industry 
analysts. 

A second way in which the Bank can 
influence the quality of investment is to 
ensure that each loan application is 
accompanied by a project plan. This 
again is standard practice in industrial 
banks in Europe, and there are a 
number of areas for inclusion in such a 

plan, ie product and market strategy, 
location, employment levels and con-
ditions (including equal opportunities 
policies), pricing policy, financial projec-
tions, including cash flow forecasts, 
profit and loss accounts, past and 
present trading accounts, future invest-
ment, technological innovation and 
training and re-training policy. 

These are not, moreover, the areas on 
which critics of the proposal have 
focussed. Serious and thoughtful com-
mentators, such as Professor Alan Budd 
(of the London Business School) and the 
IFS, whilst accepting that some form of 
investment subsidy can be justified, 
doubt the necessity to set up a new 
institution to help direct the subsidies 
(Professor A Budd. Do we need a 
National Investment Bank? National 
Westminster Bank Quarterly, August 
1986). The IFS suggests the cost of 
finance could be subsidised in more 
familiar ways, through the corporation 
tax system, by payment of subsidies 
related to financing costs or by payment 
of investment grants. 

This is because the IFS appears to 
doubt the feasibility of improving the 
quality and quantity of investment at 
the same time. The likely response of 
the volume of investment to interest 
rate subsidies is questioned , largely on 
the basis of econometric analysis and 
the response to enquiries such as the 
CBI's Industry Trends Survey. These , 
however, are based on the traditional 
industry-City-government relation-
ships, and it is part of the Labour 
Party's policy objectives to change these 
relationships: past trends in the interest 
sensitivity of investment demand may 
not be the best guide to the future in a 
new environment. 

The question remains whether it 
makes sense to set up a new institution 
de novo or whether an existing in-
stitution, suitably modified , would fit 
the bill. To a large extent, the answer is 
a matter of timing. It is a long and 
difficult process to set up a new banking 
institution. Qualified staff have to be 
recruited , premises found , accounting 
and control systems established, and so 
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on. On reasonable expectations, it 
would take three to five years before 
such an institution, starting from noth-
ing, would be able to assume the role 
cast for it in this pamphlet, and mdeed 
in Labour Party policy documents. 

There is only one existing institution 
that comes anywhere near the require-
ment: 3i. Although it is small in relation 
to what will be expected, and fits 
uneasily into the existing cast of 
financial institutions, 3i has the bas1c 
essential infrastructure that the British 
Investment Bank will need, as well as 
the all-important regional network. 
Furthermore, if a publicly-owned or 
controlled investment bank were to be 
created successfully, it would render the 
present 3i virtually useless. Finally, it 
would appear from the public comment 
that some of the private sector share-
holders of 3i are, to say the least, 
footloose, and it is too valuable an 
organisation to be left hanging in the 
air. 

Conclusion 

The proposal to establish a British 
Investment Bank is a radical response 
to Britain's manufacturing decline. It 
should be seen as an integral part of 
Labour's overall programme for indu-
strial revival, which tries to adopt the 
best of successful foreign practice into 
the UK's unique environment. 

Above all, and as a final word, the 
psychology is right. BIB will, and must, 
be an organisation that w1ll help suc-
cess, without being shy of helpmg 
entrepreneurs to achieve that success 
and reap the rewards. The general 
criticism of Labour's policies, that they 
concentrate on redistributing the cake 
rather than increasing it, can be shown 
to be mistaken, and the investment 
bank proposal is one initiative to show 
it. The political will is there. All that IS 
needed is to put it into practice. 

28 • Fab~an tract 518---------------------------



Appendix: The major credit institutions 
JAPAN 
Industrial Bank of Japan (IBJ) 
Long-Term Credit Bank of 

Japan (L TCB) 
Nippon Credit Bank (NCB) 
The long-term credit banks specialise in 
providing 5-7 year funds to Japanese 
industry. These are wholesale banks, 
established in the 19th century by the 
government, and have been the main 
source of finance for the major sectors of 
the economy. These banks raised funds 
by issuing debentures sold to the City 
banks at below market rates. They only 
accepted deposits from corporate clients 
and government, not from the public. 
Until the early 1970s, the three credit 
banks channelled loans into industries 
considered by the government to be 
essential for Japan's economic develop-
ment. Although now privately owned, 
they enjoy a special relationship with 
government , and exercise considerable 
influence in the formulation of policy. 
The three banks have responded to the 
changing environment since the early 
1970s by placing more emphasis on 
helping customers (with advice and 
money) to move into higher value-added 
activities . They also act as lead com-
mission banks for the issue of new bonds 
and as underwriters of government 
bonds. 
The three banks are very large: the IBJ 
is the 18th largest bank in the world, 
LTCB the 25th and NCB the 55th. The 
IBJ accounts for 40 per cent of the loans 
and discounts extended by the three. 
Each also has interests in particular 
sectors, eg the IBJ is traditionally 
strong in the heavy industries, whilst 
the NCB has concentrated on compa-
nies with less than 500 employees. 
As the nature of the Japanese financial 
market changes , the long-term credit 
banks have entered international 
money markets. Syndicated loan , bond 
underwriting and project finance are 
becoming increasingly important areas 

of activity. The project financing is 
obviously a spin-off from their relation-
ships with Japanese companies. 

WEST GERMANY 
Kreditanstalt fur 

Wiederaufbau (KfW) 
The KfW was established in 1948 with 
one of its main tasks to administer the 
European Recovery Programme Loan. 
It has capital of DM1 ,000 million , of 
which 80 per cent is provided by the 
Federal government and the rest by the 
Land er governments. The board of the 
KfW is made up of government minis-
ters, board members of other German 
banks, trade union leaders and re-
presentatives of industry. It is a bank 
whose functions are largely politico-
economic. 
The KfW raises funds by means ofloans 
and bond issues , and also receives 
grants directly from the Federal 
government, particularly in relation to 
government regional programmes. As 
the central credit institution , the KfW 
works closely with the commercial 
banks and serves as a link between 
public budget , the capital market, the 
credit system and the investing busi-
ness world . 
The Bank lends up to 10 years, at below 
market rates and at fixed rates. Prema-
ture repayment is possible at any time 
and follow-up loans are available if 
companies need to spread repayments 
over a longer period . It never lends 
directly, but through the medium of the 
firm's house bank: the KfW, however, 
takes security from the borrowing 
firms. For large loans (DM300,000+ ), 
the KfW provides 50 per cent of the 
funding, and for smaller loans, up to 
two-thirds . 
Programmes include loans to facilitate 
structural adjustments in individual 
sectors, loans to mitigate the specific 
financing problems of small/medium 
sized businesses in order to increase 
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efficiency and competitiveness, and 
long-term finance for the exports of 
capital goods. Other programmes are 
concerned with the improvement of the 
regional economic structure, the ac-
quisition of data-processing equipment, 
environment protection and shipyard 
assistance. 
The KfW is the lOth largest bank in 
Germany. In 1985, it had assets of 
DM86.8 billion. Its loan commitments 
exceeded DM13 billion, of which two-
thirds was for domestic investment 
purposes. About 20,000 investment 
projects a year receive assistance. In 
1985, the KfW made a surplus of 
DM149 million on its operations. 

FRANCE 
Credit National (CN) 
Founded in 1919, Credit National be-
came the main provider of long-term 
investment finance in France in the 20 
years after 1945. Owned privately, CN 
nevertheless operates as an instrument 
of public policy. It has a board made up 
of civil servants and relies on the French 
Treasury for permission to raise funds 
on the bond market. 
CN lends long-term on its own account, 
is a guarantor of medium-term bank 
lending to industry and carries out 
various lending operations as an agent 
of government. Funds are provided for 
the development of new technology and 
for the automation of production 
processes. CN lending is subsidised by 
up to 5 per cent by government. In 1983, 
commitments amounted to almost £2 
billion. 
As important is CN's role as a key 
advisor to the rest of the banking 
system and government on industry. 
Many of the financial yardsticks applied 
by French banks to industrial loan 
analysis were developed by CN which 
has an extensive statistical, advisory 
and liaison function with the govern-
ment, public authorities, banks and 
industry. The Bank has close relations 
with both the Treasury and the Indu-
stry Ministry, and is usually consulted 

on legislative measures which will effect 
industry. 
Although its pivotal role had declined 
since the early 1970s, following changes 
in banking regulations and the impact 
of recession, CN continues to make a 
significant contribution to French indu-
stry. It currently meets some 10 per cent 
of industry's borrowing needs. About 50 
per cent of French industrial invest-
ment is self-financed, with CN provid-
ing 15 per cent of the balance. It meets 
roughly 30 per cent of long-term indu-
strial borrowing needs and makes 
1300-1400 loans a year. 

SWEDEN 
State Investment Bank (SIB) 
The SIB was founded in 1967, and is 100 
per cent owned by the state. Its role is to 
provide long-term financing of produc-
tive investments and has assets m 
excess of £0.5 billion. The board of 
directors includes representatives of 
industry, commercial banks, trade 
unions, management organisations and 
government. 
The Bank specialises in providing 
medium and long-term credit at fixed 
interest, but with an interest rate 
adjustment clause. It adopts a flexible 
approach to collateral: in some cases, 
none is taken or loans made on the basis 
of a negative pledge. The SIB also 
provides loans on a fixed rate/profit 
sharing basis or convertible loans, and 
the repayment schedule can be struc-
tured to meet the cash flow projections 
of the investment project. 
Although it is assumed that the SIB 
operates according to the normal 
profitability criteria of commercial 
banks, it enjoys much greater freedom 
in the evaluation oflong-term risks and 
demands for bonded security. Through 
a subsidiary, the SIB gives financial and 
moral support to socially desirable 
industrial mergers; it co-operates close-
ly with 24 regional development funds; 
and it acts as the contact point for 
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foreign companies wanting to raise 
funds for investment in Sweden. 

BELGIUM 
National Company for 

Industrial Credit (NMKN) 

The NMKN (or SNCI in French) is one 
of the earliest special credit institutions, 
and was set up in 1919. It has evolved 
into one of the major credit institutions 
in Belgium. Its objectives are to promote 
the restructuring and development of 
Belgian industrial and commercial 
firms and to stimulate the development 
of new products and new technologies. It 
does this through the provision of 
medium and long-term credit. It does 
not take equity participation in compa-
nies; this is the function of the National 
Investment Company (NIMJ. 
The NMKN/SNCI accounts for a sub-
stantial proportion of total bank credit 
in Belgium. Although the commercial 
banks have increased their share in the 
medium and long-term credit market 
since the early 1970s, over 20 per cent of 
total bank credit in Belgium is attribut-
able to the special credit institution. 

NETHERLANDS 
Nationale lnvesteringsbank 

(NIB) 
Founded in 1945 as a bank for recovery 
and reconstruction , it became the NIB 
in 1963. Dutch commercial banks have 

traditionally been reluctant to provide 
long-term credit for industrial projects, 
and the role of the new bank was to fill 
this gap. The NIB is owned by the 
government (50.3 per cent) and the 
Dutch banks and financial institutions. 
It borrows and lends on its own account 
and operates the governments' subor-
dinated loan scheme. The Dutch bond 
market is the main source offunds, with 
some finance coming from loans from 
institutional lenders and a small 
amount from the state. 
The NIB provides long-term credits for 
manufacturing industry but does not 
compete with the commercial banks, 
which are shareholders in the Bank. 
Loan applications are evaluated by the 
Bank's industrial as well as financial 
experts, who also advise on the most 
appropriate form of package. The Bank 
can provide 5-15 year loans, subor-
dinated loans or credits at its own risk or 
the government's (the state accepted 
risk accounts for over 75 per cent of 
outstanding loans and guarantees). The 
largest proportion of the NIB's lending 
is for medium sized companies. 
The NIB is the major agent of the Dutch 
Government in the implementation of 
industrial policy. Its activities have in 
recent years been extended to include 
financial assistance to failing companies 
under the Special Credit System. This 
allows the NIB to grant long-term 
credit, guaranteed by the state, to 
private companies which have short-
term problems but promising long-term 
prospects . 
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Mow read 

Have markets a role to play in realising 
socialist values of equality and justice~ Or are 
they so seeped in capitalist values that they 
should be abolished~ These are some of the 
questions discussed in this pamphlet by 
members of the Socialist Philosophy Group. 

" ..• Nobody who wishes to contribute 
to the debate about the future of 
Socialism should say another word 
until they have read it." 
- Peter Kellner 

••• 
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An Investment Bank For The UK 

Britain's manufacturing sector has been in decline for over 20 years. The authors of 
this pamphlet argue that this is neither inevitable nor desirable but requires a 
concerted national effort led by the government to ensure that UK industry is able 
to meet the challenges which face it. 

It is necessary for government to pursue long-term policies and essential to 
stimulate investment over a long period. But industry also needs a bank which is 
sympathetic to the longer-term perspectives required to sustain a period of growth. 
The authors examine the investment institutions of other leading industrialised 
countries and show how they are able to provide general support for industrial 
investment. They argue that a similar organisation should be set up in the UK as 
an integral part of a Labour government's overall strategy for industrial recovery. 

A British Investment Bank would stimulate a major programme of investment in 
new capacity to raise the quality and quantity of capital stock. Complementing the 
existing sources of finance , the Bank would be expected to consider sympathetically 
requests for loans to support a wide range of activities including: 
e projects/businesses in industrial sectors which are identified as high growth 

areas ; 

e projects with significant regional importance and employment potential; 
e businesses with significant export or import substitution potential; 

e major infrastructure projects. 

A key instrument of the Bank would be low interest loans, the precise terms of 
which would be varied to suit individual firms' specific needs. These would include 
options for capital holidays or capitalisation of interest, loans convertible into 
equity share capital and other mechanisms for matching repayments to cash flows. 

Fabian Society 

The Fabian Society exists to further socialist education and research. Since 1884 it 
has enrolled thoughtful socialists who wish to discuss the essential questions of 
democratic socialism and relate them to practical plans for building socialism in a 
changing world . Beyond this the Society has no collective policy. It is affiliated to the 
Labour Party. Anyone who is not ineligible for membership of the Labour Party is 
eligible for full membership; others may become associate members. For 
membership and publications details write to: John Willman, General Secretary, 
Fabian Society, 11 Dartmouth Street, London SWlH 9BN. 


