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Britain’s labour market miracle: why it matters    
   

● Flexible labour market creates plenty of jobs with low wage inflation: In days 
gone by, the UK’s recent employment surge would have triggered rip-roaring 
inflation and a need for the central bank to kill the recovery. Not this time. A 
greater proportion of the UK population are in work than at any point since 
records began in 1971, but inflation is zero. The UK’s flexible labour market, 
spurred on by continual reforms, has contributed to that result. Understanding 
how is central to identifying where the UK economy and the Bank of England (BoE) 
are heading both in the short and long term. 

● Margaret Thatcher kicked off labour market reforms by kneecapping unions, freeing 
employment to rise without causing destructive wage price spirals. She rescued the 
UK from the misery of post-war decline and the lunacies of 1970s statism, leaving an 
inheritance not just of actual reforms but an enduring shift to a more liberal 
economic approach. 

● That was the start of three decades of reform: The steps ranged from active labour 
market policies, support for female employment, pension age reform and increasing 
school leaving ages. More modest improvements sometimes go under the radar, but 
the UK has been diligently implementing reforms endorsed by the OECD recently. 

● Employment among the over 50s has surged as a result. In addition to pension age 
changes, growing private pension provision probably made early retirement harder, 
as have low interest rates. 

● EU regulations have not held back the UK labour market: The UK participation rate 
is similar to the US, which can hardly be described as a bastion of socialist 
intervention. The UK ranks fifth in the World Economic Forum Global 
Competitiveness Index for labour market efficiency. There is no evidence of a 
crushing regulatory burden being imposed by EU membership.  

● Hitting the buffers? Previous reforms help explain why strong employment has not 
boosted wage growth more: the supply of labour has risen. By encouraging firms to 
switch from capital to labour that also helps explain abysmal recent productivity 
growth. But the UK labour market is now approaching the buffers. Nearly all 
indicators signal rapidly falling slack and some suggest very little spare capacity 
remains. Employee turnover has risen well off its lows, as workers seek better paid 
alternative jobs. The pervasive risk aversion caused by the financial crisis is fading. 
We expect private sector pay growth to rise from 2.2% now to 3.0% by end-2015. 

● Near-term downside risks: While the quit rate has picked up it has not reached 
pre-crisis levels yet, which may keep wage growth sluggish. We also see a greater 
chance of slack exceeding, rather than falling short, of our estimate, in part as high 
unemployment in some Eurozone countries supports potential UK immigration 
flows, depressing workers’ bargaining power. That could allow the BoE to drive 
unemployment down below 5% without yielding much excess wage growth. 
Developments in the Eurozone will determine how long that channel can remain a 
serious break on UK wage growth, but it will probably also fade over the coming 
years as unemployment across the Channel gradually falls. 

● But the surge of older workers has stopped: Their labour force participation has 
not changed for a year now. The long structural shift may have ended. Economic 
recovery may also weigh on the cyclical element of participation. This is important. 
The BoE assumes that the aggregate participation rate rises over the next three 
years. But it would do well to hold steady and will probably fall, meaning the pool 
of available workers is unlikely to grow as fast as the central bank expects, or as 
fast as it has in the past five years. 

● Upside wage risks in the medium term (or downside risks to growth): An aging 
population would normally depress labour force growth, because older people are 
less likely to work. The structural changes in the UK, especially to pensions, have 
offset that process in recent years (in stark contrast to the US). There has probably 
also been a cyclical element to the UK’s rising participation rate, as workers 
responded to the big financial hit from the 2008 crisis. Both tailwinds to the UK’s 
recent strong non-inflationary expansion will likely fade in the coming years. 
Either the labour market will tighten more than the BoE expects (and wages could 
rise more) or the UK will have to grow slower than the BoE envisages. 
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Reforms are key for understanding the UK 

The UK’s big advantage over most other rich economies is the inheritance of a flexible 
deregulated economy bequeathed by Margaret Thatcher. She rescued the UK from the 
misery of post-war decline and the lunacies of 1970s statism, leaving a flexible and 
competitive economy. Her bequest was not just in the shape of reforms enacted but a 
radical and enduring shift to an economically liberal mind-set. So fundamental was the 
change that no government since has seriously fought it – even the current labour leader 
Ed Miliband proposes merely fiddling round the edges. 

Thatcher’s crusade to kneecap the unions remains the most high profile of her the changes 
under her watch. But that was just the start of a long period of reform which has continued 
under the latest government. The resulting flexible labour market allowed the employment 
rate (for 16-64 year olds) to recently hit a new record high of 73.3% without any sign of 
overheating (Chart 1). Wage growth remains quiescent and inflation is skimming zero. 

Understanding that background, that supply side tailwind, is vital for the BoE and markets. 
The UK labour market is, in our view, now testing the limits of those structural 
improvements. Wage growth should gradually pick up from here. But gradual is the 
operative word. The risks to our wage and inflation calls are firmly to the downside in the 
near-term. In the longer-term, the UK’s aging population will, absent further significant 
government reform, depress Britain’s labour force growth and therefore reduce one of the 
tailwinds to the UK’s recent strong non-inflationary expansion. 

That longer-term future is not set in stone. Indeed, the structural background lights a path 
forward. There is more the government can do to mobilise the country’s resources, most 
obviously by matching the female labour force participation rates of world leaders like 
Sweden (77.2% of working age women in employment or actively seeking work versus the 
UK’s 69.3%). Further pension age reform could also pay big dividends. Labour market 
reforms can take an economy only so far though. In basking in the glory of a resurgent UK 
before the financial crisis, leaders forgot to work on fostering innovation. What 
disappoints us most about the forthcoming general election is that the political parties are 
focused on austerity, on re-distributing current output rather than creating more, and 
unpicking parts of the UK’s post-1970s economic settlement, like EU membership, which 
are the source of prosperity not costs (see British euroscepticism recedes, published 27 
February 2015). That gives reasons to be cautious about the UK’s long-term trajectory. 

Three decades of reform 

Britain has the second-lowest product market regulation burden in the OECD and ranks fifth 
in the world for labour market efficiency in the World Economic Forum Global 
Competitiveness Index. It was not always thus. From a world leader in industrial strife and 
damaging economic policies in the 1970s, the UK reformed itself and took on New York for 
financial supremacy (finance is a dirty word now, but it is a high value added exportable 
service that is vitally important to the UK economy), turned around the car industry with the 
help of inward investment, developed one of the largest aerospace industries in the world 
and created enormous strength in many creative industries. 

Chart 1: Pay growth remains soft, though improving Chart 2: Rising female employment rate from the 1980s 

  

Pay growth on the right-hand axis, unemployment rate on the left-hand axis. 

Source: ONS. 
%. Source: ONS. 
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As we indicated above, the Iron Lady’s reforms were just the start of a process. Back in 
Thatcher’s time as Prime Minister, the employment rate peaked at 72.8% in 1990. That was a 
touch lower than today, but the labour market was overheating badly. The contrast to today 
could not be more stark. Inflation may turn negative in the next few months and wage 
growth is quiescent. Evidently the UK has moved on since 1990, just as in 1990 it had moved 
on from the 1970s. What were the detailed reforms that have put the UK in this enviable 
position of employing three-quarters of its working age population? 

Continuing action on the labour market 

First, Thatcher pruned back unions, reducing labour’s bargaining power and lowering the so-
called non-accelerating inflation rate of unemployment (NAIRU): the jobless total that neither 
pushes up nor pulls down on inflation. The unemployment rate averaged 4.7% in the 1970s 
and 9.9% in the 1980s, versus 5.0% in the five years before the financial crisis; yet the former 
two periods saw high and volatile inflation, and the latter very low inflation. Of course, 
central bank credibility has a vital role to play in that story, but labour market reforms 
allowed the central bank to drive unemployment down below 5% before the crisis. 

The second aspect of reforms have focused on participation in the labour force and continued 
after Thatcher’s time. Throughout the past thirty years, reducing discrimination in the 
workplace as well as modernisation, such as the increasing availability of part-time work, has 
supported rising female employment and participation rates (Chart 2). Improving child-care 
could also have played a role. The latter is worth remembering given that the current 
government has been quietly but diligently implementing a large proportion of structural 
reforms recommended by the OECD, some of which related to helping female participation 
(eg see ‘Going for growth, 2014’ OECD). 

Chart 3 shows that the UK is not far behind the Eurozone crisis countries in terms of reform 
efforts recently. Some of those changes will not boost employment rates immediately (eg 
raising the school leaving age and encouraging more people to stay in higher education may 
have the opposite effect), but should bring long-term productivity benefits. Some of the key 
participation reforms have been focused on older workers. As Chart 4 shows, employment 
rates among those aged over 50 have been rising strongly in recent years. Compulsory 
retirement ages were outlawed in 2011, which neatly matches the timing of a reacceleration in 
the uptrend of older workers employment and in their participation. The state pension age 
for women has been rising from 60 to match the male number of 65 since 2010. The current 
government has set in train earlier, further, increases to the pension age for both men and 
women. They will reach 67 by April 2028 and then rise in line with life expectancy. 

The rising importance of private pensions could also have encouraged older workers to 
stay in their jobs for longer. First, because it can be harder to retire early with a private 
defined-contribution pension scheme. Second, because the collapse in real interest rates 
may have meant potential pension payments disappointed some workers, encouraging 
them to continue working. The end result is that the participation rate of those aged 65+ 
has risen about twice as much in the UK as the OECD average since 2000, from 5.3% to 
10.3% in the latest data. Though that latter figure is still below the OECD average of 13.5% in 
2013. 

Chart 3: UK has been busily reforming Chart 4: All ages more employed, except those in education 

 

 

OECD reform responsiveness indicator average 2010/11-2012/13. Source: Economic 

Policy Reforms: Going for Growth 2014, OECD. 
Source: ONS. 
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That rise in the number of older workers helps to explain the UK’s surging self-
employment in recent years as those over 50 are more likely to work for themselves. 

While surging older workers’ employment rates are structural we should also note the 
hints of cyclical factors too. It is hard to point to structural factors that would explain the 
sharp gains in 25-49 year olds’ employment rates since 2012. They may have been spurred 
to look for jobs by the toll the financial crisis has taken on real incomes. Such cyclical 
factors could reverse (although 18-24 year olds employment may subsequently rise if 
employment opportunities remain plentiful). 

The third key event was the EU enlargement in 2004. At a stroke that gave millions of 
workers from countries much poorer than the UK the right to work in Britain. The savage 
unemployment increases in some Eurozone countries since the financial crisis boosts yet 
further the pool of workers looking to swap their current position for a job in the (now 
growing) UK. Immigration flows increased strongly after 2004, as is well known (Chart 5). 
By cutting British workers’ bargaining power, freedom of movement means any given 
unemployment or employment rate would place less upward pressure on wages: freedom 
of movement may have lowered the NAIRU and/or may have made wages less responsive 
to any capacity pressure, or slack, in the labour market. 

There have been other, smaller scale, changes over the years. Active labour market policies, 
to try and ease the jobless back to work have been tried and revised, although the OECD 
reports that the UK government spends relatively little on those types of programmes. The 
current government is attempting to over haul welfare payments to raise the incentives for 
work, and has removed some workers from the need to pay any income tax at all. There 
may have been better ways of sharpening incentives than the route the government has 
taken (raising the tax free personal allowance) but it should be congratulated for trying. 

All that reform has resulted in a world leading, flexible labour market. Indeed, Germany 
jumped on the labour market reform bandwagon in the early 2000s to end its own period 
as the sick man of Europe. The results have been even more spectacular than in Britain 
(Chart 6). It is also notable that UK participation has held up much better since 2007 than in 
the US (Chart 7).  

Hitting the buffers? 

The immediate key question for the BoE and markets is whether the UK has now reached 
the limits of those past reforms, or whether the employment rate can keep climbing. 

In our view, the UK is hitting the buffers of previous reforms. Vacancies are surging (Chart 
8). They have risen 37.4% in the past year for firms with 10-49 employees. Only the oil 
industry and estate agents have not seen vacancies rise. This suggests firms are struggling 
to find as many employees as they want at current wage rates, which tallies with increasing 
pay growth signalled by surveys (Chart 9). Those signs of a tightening labour market also 
tally with inactivity of those aged over 50 no longer falling (Charts 10 and 11). In other 
words, a key trend that has allowed rapid non-inflationary employment gains has paused.  

Chart 5: Net migration rose after 2004 Chart 6: Germany catches up, rest of Eurozone languishes 

  

Breakdown by reason does not sum to total because the ONS have revised the 

total without changing the breakdown. Source: ONS. 
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Chart 7: UK experience much better than the US Chart 8: Running out of workers? Vacancies surging 

  

Ppts. Source: ONS. 
Index, 2007=100. Small firms defined as having less than 50 employees. 

Medium 50-2499 employees and large firms more than 2500. Source: ONS. 

Many indicators of slack in the labour market have fallen very quickly in the past year and 
almost all are a long way below their post-crisis peaks. Of the ten measures of slack shown 
in Chart 12, all are below their post-crisis peaks, all have fallen in the past two years, four 
point to zero slack remaining, and seven are below their peaks registered before the crisis, 
when there was little evidence (in wages or inflation) of significant spare capacity in the UK 
economy. Underemployment and long-term unemployment remain elevated, but even the 
latter has halved its gap relative to normal in the past year. 

Job-to-job moves have also picked up markedly since 2012 (Chart 13) suggesting that 
workers are more willing to chase opportunities for higher pay. Risk-averse behaviour 
prompted by the financial crisis may have previously been stopping workers from moving 
job, even if higher salaries were on offer elsewhere. That sense of elevated risk aversion 
would stack up with still low levels of business investment (even though they have risen 
sharply from the trough reached after the recession). 

Chart 9: Surveys point to better wage gains 

 

All series shown as standard deviations from their average since 1998. REC lagged by three 

quarters, BCC unlagged. All other wage indicators lagged by one quarter. Unemployment rate on 

the right-hand axis and inverted. Pay series excludes bonuses. Source: BoE, ONS. 
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surprisingly strong through 2010-2012 but more recently have been surprisingly weak.  

 

Chart 10: Participation rate gains have stalled Chart 11: Inactivity declines for older workers reaching their limits? 

 
 

Model forecast is an out of sample forecast from a simple wage model. Source: 

ONS, Berenberg calculations 
Assumed NAIRU refers to the rate used in the wages model in Chart 12. Source: 

BoE, ONS. 

 
 

Chart 12: Labour market slack has been falling fast Chart 13: job to job moves recover 

 

 

All series shown as standard deviations from their 2000-2007 average (Q3 

2001-2007 average for the unemployment to vacancies ratio). Capacity 

utilisation, recruitment difficulties and average hours inverted. Source: ONS, 

BoE Agents. 

Thousands. Moves within and between industries, along with total moves on 

the left-hand axis. Resignations on the right-hand axis. Source: ONS. 

 

Chart 14: Wage growth has disappointed Chart 15: But still consistent with falling slack 

  

Model forecast is an out of sample forecast from Q4 2007. Source: ONS, 

Berenberg calculations 

Assumed NAIRU refers to the rate used in the wages model in Chart 12. Source: 

BoE, ONS. 
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higher pay. Productivity growth determines the size of the economic cake to be split 
between companies and workers. If it is not growing, then neither workers nor firms can 
expect their returns to grow much either. 

But the most striking aspects of Chart 14 are that wage growth remains disappointing, and 
seems to have been invariant to possibly large changes in slack recently. That highlights 
one potential explanation for weak wages: the idea that workers bargaining power may be 
low (in technical terms, the Phillips curve may have flattened). Of course, other factors 
could have been masking the impact of slack, like shifts in inflation expectations (up in 
2010-2012) or possible worker resistance to wage falls during the 2010-2012 period (wage 
deals tended to bunch around 0%, rather than there being lots of wage cuts). Also, the 
sharp upturn in wage surveys recently suggests the transmission from a tightening labour 
market to wage rises is alive and well. Still, there remains the possibility that a tighter 
labour market will not show up in stronger wages to the degree it has in the past. 

There are a number of other potential explanations for why wage growth has not picked up 
further, which may lead to more wage disappointment down the line. Specifically: there 
could be more slack than we assume; inflation expectations may have had a greater effect 
on wages than we assume; or potential immigration flows may have weighed on pay (by 
lowering the NAIRU). We do not buy the inflation expectations argument (see Three cheers 
for the ECB, published 23 January 2015). But the other factors could still give policymakers 
plenty of leeway (as far as consumer price inflation is concerned) to remain dovish for 
some time yet. And they suggest the risks to consensus inflation forecasts lie on the 
downside (that is one reason why we forecast below-consensus inflation of 1.5% in 2016. 

One emerging downside risk comes from oil and import prices. The idea here (which is the 
standard Layard, Nickell, Jackman, 1991 – the labour market bible - set-up) is that workers 
bargain over their standard of living – wages compared to the consumer price index – but 
firms bargain over their margins – factory gate prices compared to wages. When 
something drives a wedge between those two things then the inflation-neutral level of 
unemployment changes. For instance, unemployment has to increase when import price 
inflation accelerates in order to stop wages responding to the lower standard of living and 
hurting companies’ profitability. That explains why the BoE was comfortable with the 
unemployment rate rising from 4.8% in 2004-2005 to 5.5% in 2007, and also why wage 
gains did not slow in response to that. Recently falling import and oil prices mean the UK 
could, for a time, run with even lower unemployment without boosting domestic 
inflationary pressures. 

Near term downside risks, medium term upside risks 

Drawing this together, our judgement is that the labour market has tightened materially 
and will continue to do so, meaning private sector wage growth will gradually pick up to 
about 3.0% yoy by the end of 2015. In the near term the risks are to the downside given the 
still raw memories of the financial crisis, the potential for greater slack than we estimate, 
and the possibility of further gains in older worker numbers or via immigration. 

Chart 15: Participation rate will probably fall in the next few years 

 

Participation rate, %. Aging population scenario assumes that participation rates for all broad age 

groups stay constant at their 2014Q4 levels and that the population changes according to the 

statistics offices’ population projections. Source: ONS, Berenberg calculations. 
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But in the medium term there are upside risks. The key here is what happens to older 
worker participation in the labour force. As we noted above, participation of workers over 
50 years old has not changed for 12 months. Chart 15 shows what would happen to 
aggregate labour force participation if that pause continues for the next five years, and the 
population evolves in-line with the statistics offices’ latest projections. UK labour force 
growth would average 90k a year, compared to the 228k recorded over the 2009-2014 
period. This is important; the BoE expects the participation rate to rise to 63.75% by end-
2017, meaning about 550k more workers than in the scenario in chart 15. That strong 
supply outlook, to which the BoE shifted last August, in part explains why the BoE inflation 
forecasts are not higher. 

The labour market then poses downside risks to potential growth and/or upside risks to 
UK inflation in the medium-term. With continued low, even falling, real interest rates and 
further prospective pension age increases, there are reasons to believe older workers 
participation may resume its rise, offsetting some of the aging population effect on 
participation. Immigration could fill some of the gap, but probably not all of it. But that 
could equally be offset by a partial reversal of any cyclical increase in participation rates 
over the past few years. In our view, the risks to the current participation rate and the BoE’s 
assumption lie to the downside.  

In the medium to long term, it is within the UK government’s gift to implement further 
reforms that change the participation rate outlook. It was in that sense that we started out 
this note by saying that understanding the UK’s flexible labour market was key for 
identifying where the UK economy was heading in the long term, as well as the short term. 
At present, the Conservative party has, on balance, policies that might help participation 
the most (welfare changes). But the differences are not stark, supporting our view on the 
risks from the labour market to growth. 
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