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Summary and Overview

Neoclassical economics is built around static concepts of efficiency and welfare that can only be applied with great care to a dynamic and inherently imperfect world
. And economists, including most neoclassical economists, have long understood that the fact that perfect competition yields an allocatively optimal
 outcome in the purely hypothetical world of perfect competition, does not mean that competition is always a spur to efficiency in the real world. But the neoliberal revolution that has engulfed the world over the past thirty years has consisted mainly of creating a climate in which the benefits of competition were confidently asserted under an ever widening range of circumstances. Indeed, in this new world, market solutions have become the default option, so that the onus of proof lies squarely with those arguing for market interference in the public interest. But in a complex, dynamic and highly contentious world this is an almost unsupportable burden, since it is impossible to make a genuinely compelling case for intervention in such a world. Of course, it would be equally impossible to make a compelling case for market forces, but this fact is effectively obscured by such an asymmetrical – and deeply ideological – perspective.

As a result demands for the further empowerment of market actors are frequently asserted in the absence of good evidence to support the claims made on their behalf, with potentially serious consequences for the economy and for society. And the labour market is one area in which demands for the empowerment of market forces have been strong even though the supporting evidence has been weak and ambiguous. Moreover, if these demands for reform were not evidence driven, then it would be reasonable to assume that they were primarily driven by interests and ideology in which case one would not expect them to be deterred by contrary evidence. And that appears to be the case today as rising costs to labour and society in many countries are ignored, while those who benefit most from these policies seek to divide the losers by pitting the poor against the very poor, women against men, immigrants against nationals, young against old. And for the moment they appear to have been rather successful, but we are a long way from the end of history.

Meanwhile the human, social and economic costs of neoliberal labour market reform have been large and are likely to grow, while the promised benefits have been fitful and extremely unevenly allocated. But the task of building an effective opposition to these policies, in the spirit of Polanyi’s «double movement»
, has been hampered by a range of forces that have reduced the scope for social solidarity and state action at the level of the nation state but without creating any international power centre that could seriously address the task of protect labour or society against an excessive empowerment of market forces and market actors. But the costs are real and they are growing. And they are far larger and more threatening than has been fully understood by many of those currently celebrating their short term gains. Indeed, in time, these processes will generate contradictions that must eventually be resolved, though sometimes in ways that will threaten the very fabric of society.
Economic Theory and the Case 
for «Flexible Labour Markets»

The neoliberal demand for more flexible labour markets is ultimately rooted in the neoclassical idea that the resources available in a society at any given moment in time would be (Pareto) optimally allocated in a perfectly competitive equilibrium. But this conclusion only holds under the highly restrictive and unreal conditions of perfect competition. In the real world, neoclassical theory cannot provide any basis for neoliberal demands to empower market forces. Indeed, within the logical framework of neoclassical theory the theory of the second best has shown conclusively that the removal of some «imperfections»
 from a world with many «imperfections» will have an indeterminate effect on efficiency or welfare
. Which means that neoliberal advocates demanding the widespread removal of legal and other restrictions on the ability of employers to hire and fire and to determine working conditions, or on the «right» of individual workers to offer their services «more freely» in a flexible labour market
, on the grounds that this will improve efficiency «say much more than even pure theory allows them to say, and infinitely more than the applicability of that theory [to the real world] permits»
. 

As transaction cost economics has shown, the most important reasons why competition does not necessarily enhance efficiency in the real world are ultimately linked to the fact that in the real world information is always asymmetrical and imperfect, with the result that contracts are costly to write and to enforce, especially when their inputs and/or outputs are relatively difficult to quantify
. And in the case of labour markets this problem is particularly serious since the «quality and quantity» of the labour power that will actually be delivered will emerge only in the course of a complex and relatively unpredictable labour process.

Beyond this there is a second, even more powerful reason why more market determined labour contracts are unlikely to lead to more desirable outcomes. This derives from the fact that those who sell their labour power in such a market are not only «workers». They are also members of society, with many other roles and responsibilities – as citizens, parents and members of civil society – and these must ultimately be reconciled with the work obligations defined in their labour contracts. And market forces are unlikely to do this effectively, especially when employers are exposed to intense competitive pressures that will limit their ability and their willingness to enter into labour contracts that would take reasonable account of such competing obligations. The inevitable result will be a world in which labour market outcomes will be associated with «negative externalities» in the social sphere, as people find it increasingly difficult to meet their other social obligations
. 

These problems are further compounded by the fact that the demand for more flexible labour markets is closely linked to demands for the liberalisation of cross border trade and finance, and to the elimination of so-called «perverse» incentives associated with welfare state supports. And both of these parallel demands further reinforce the likelihood that more market driven outcomes will impose additional costs on society, because in weakening the bargaining position of workers they reduce their ability to insist on contracts taking adequate account of those «other social responsibilities». Moreover, the simultaneous removal of welfare supports virtually ensures that the failure to take adequate account of those social responsibilities in market outcomes will result in serious and ultimately costly imbalances and conflicts in society.

To conclude, neoclassical economics cannot provide the theoretical foundations to support the neoliberal demand for more flexible labour markets around the world. Indeed, once one takes account of the particularities of real world labour markets it is clear that this theory actually provides a basis for significant interventions in such markets to deal with their many «imperfections» and, in particular, to ensure that labour market outcomes are not incompatible with the need for workers to fulfill their many other social roles and obligations.

The Use of Evidence to Support 
the Demand for Flexible Labour Markets
If the demand for labour market flexibility cannot be based on neoclassical theory, then maybe it can be based on evidence. And it is often suggested that this is in fact the case. But a closer look at this evidence reveals it to be far too ambiguous and weak to justify those neoliberal policy prescriptions.

«Facts» alone never speak for themselves. Only when they are clearly defined and interpreted through an appropriate theoretical lens do they tell a meaningful story. And neither of these conditions is met in the mainstream economic debates dealing with the demand for flexible labour markets which revolve primarily around the question of whether labour markets are «distorted» and whether these distortions impose significant welfare losses on society.

In essence, «the distortionist case hinges on four claims about interventions: they misallocate labor, waste resources through rent-seeking, impair adjustments to economic shocks, and deter investment, thereby reducing the rate of growth»
. But the question is: misallocate, waste, impair, deter «in relation to what»? And the neoclassical answer is: in relation to a perfectly competitive equilibrium, or as Demsetz aptly termed it, «in relation to ‘Nirvana’»
. Based on the underlying «premise … that absent intervention, labor markets set wages at opportunity cost levels and determine Pareto-efficient levels of employment, work rules, training, and so on» such studies seek to find support for the «distortionist» case by trying to establish whether «intervention» has produced outcomes «that would not otherwise arise in unfettered markets».

Unfortunately for those demanding neoliberal labour market reform, attempts to estimate those distortions have been largely inconclusive. Indeed, Harvard’s Richard B. Freeman concludes his survey of the evidence used by the World Bank to support the «distortionist case» expressing surprise at the fact that «studies designed to support the distortionist [i.e. ‘neoliberal’] view of labor markets in deve-loping countries failed to make a stronger empirical case than they did»
, though he probably should not have been surprised since in the same paper he notes that in studying the labour markets of industrial countries, «the general finding that welfare triangle losses are relatively small has led many economists who accept the basic tenet of distortionism to regard the costs of labour market interventions as of se-cond-order importance». In other words, more than ten years into the neoliberal era the evidence to support the aggressive demands for labour market reform around the world still lacked the kind of empirical support that would be needed to justify such strident policy prescriptions, especially when it was well known that these were often associated with increased hardship and social tension in the short run.

What is worse is that even if economic studies had more consistently found labour markets to be distorted, this would not have provided adequate support for those policy prescriptions. First because distortions are inherently unmeasurable since they are defined as the gap between real world outcomes and those that «would have arisen» in a purely hypothetical perfectly competitive counter-factual situation. And because even if such distortions could be known to exist, neoclassical theory has nothing to say about their significance in an inevitably imperfect world
. In short the attempt to base the demand for flexible labour markets on this concept of  «distortion» is methodologically flawed in that it gives rise to spuriously empirical studies that make use of real world data but whose conclusions are ultimately dependent on how they choose to characterise a hypothetical counter-factual
.

Clearly this introduces a dangerous degree of freedom into economic debates dealing with policies that have far-reaching implications for powerful interests in society. And since it is now well known that even in the natural sciences, where evidence is generally far more robust, certain interests have inserted themselves into important scientific debates such as those about smoking and lung cancer, and fossil fuels and global warming
, it is not surprising that this has been suggested as the reason many neoliberal policy reforms may have been promoted in the absence of adequate supporting evidence
. Indeed, Jagdish Bhagwati, long a strong, eminent and articulate supporter of international trade liberalization, recently created some controversy when he concluded that: 

The mainstream view that dominates policy circles, indeed the prevalent myth, is that despite the striking evidence if the inherently crisis-prone nature of freer capital movements, a world of full capital mobility continues to be inevitable and immensely desirable. …But the claims of enormous benefits from free capital mobility are not persuasive. Substantial [welfare] gains have been asserted, not demonstrated
.

Bhagwati controversially went on to conclude that the persistence of this myth was probably due to the interests that he chose to «christen the Wall Street-Treasury complex»
. And although the specifics of that conclusion require, and deserve, further evaluation and discussion, the important point here is to emphasize the fact that our labour market policies, is not an isolated instance but applies to many of the most central policy prescriptions at the heart of the neoliberal revolution and invites a need to think seriously about the ways in which interests inevitably insert themselves into important policy debates.

This poses a serious challenge for social scientists who must, in response, redouble their efforts to find better ways of using evidence to support the policies needed to address some of the most critical challenges facing our societies today, including those arising out of current developments in the world’s labour markets. And in this case that will demand a decisive shift away from the neoclassical paradigm whose limitations prevent us from understanding the true nature of those challenges and therefore from the task of devising appropriate responses.

The truth is that the debate framed around labour market «distortions» is steri​le and unhelpful. The demand for greater labour market flexibility simply cannot rest on a demand to remove something that cannot be measured and whose removal is not even necessarily beneficial. To make progress this debate needs to move on to an entirely different methodological terrain, one on which the problems of the worlds labour markets can be more realistically and meaningfully assessed and confronted.

Evaluating the True Costs 
and Benefits of Labour Market Policy
This alternative methodological terrain is one on which theories are not built by deduction from first axioms, but iteratively, by induction, based on the historical record
. In this world model building loses its glamour and history and empirical evidence takes centre stage as economists – institutional economists, that is – become «economic anthropologists» who systematically study past experience in an effort to define alternative feasible solutions to specific economic problems
.

In such a world, labour market policy would be evaluated, and designed, as an integral part of social and economic policy. And while the need for economic growth would continue to receive attention, this would be more effectively balanced with a simultaneous concern to ensure that jobs are created and shaped in ways that are compatible with the existence of healthy, stable communities in which people can live fulfilling lives and raise children that will become the productive and responsible citizens of the future. Indeed, in the final analysis, these broader human and social objectives must be given the highest priority in that they define the framework within which labour markets must function. Ultimately, the task has to be to create a world in which people «work in order to live», not one in which they «live in order to work»
.

From such a broader perspective there are many reasons to believe that those making the case for flexible labour markets have misrepresented the alleged benefits and seriously underestimated the actual costs of those reforms.

An institutional economist setting out to evaluate neoliberal labour market reforms would begin by examining the historical record in an effort to identify feasib​le alternative ways in which societies had managed to balance the competing demands for efficiency, social stability and human welfare in the past. And in that process they would discover that a very strong case could be made that the models that emerged in the so-called «Golden Age» after WW II (roughly from 1948 to 1973) were vastly superior to today’s flexible labour market model, not only in terms of their impact on human and social welfare but even in terms of their impact on economic growth.

Success in such a framework would be defined in terms of a society’s ability to sustain a healthy balance between the economic, social, cultural and political aspects of «the social construction of work»
. And judged by these criteria those earlier models were far more successful because they created a world in which employment tended to be more stable and predictable, more often associated with career development paths, increasingly less onerous, stressful or dangerous and gene-rally better remunerated. And as a result it was more feasible for people to combine their obligations at work with their desires and responsibilities as citizens, as parents and as members of communities. And neoliberal labour market reforms have fundamentally disrupted those delicate balances for the sake of relatively short-term gains that appear to have been largely appropriated by capital, and specifically by financial capital
.

Although the progress of those neoliberal reforms has been different in diffe-rent societies because policy and policy resistance is always necessarily path dependent, the direction of change has been rather consistent and there is now enough evidence to suggest an urgent need to re-evaluate the wisdom of those reforms because a failure to do so could lead to increasingly disastrous outcomes in all too many cases.

The reason for such a pessimistic assessment derives from the belief that the enormous losses that have already been suffered by working people as a result of these reforms – stagnating or falling real wages, increased economic insecurity, intensification of work, reduced protection at work, reduced levels of social protection, reduced opportunities for political representation
 – almost certainly do not represent short-term pain for long-term gain, as neoliberal advocates like to think. Instead, they frequently represent the beginning of a self-reinforcing process of social polarisation and eventually, disintegration as they undermine existing social, cultural and political networks
 and force more and more working people into more precarious economic situations, in casual jobs or in the world’s rapidly expanding informal sectors, thereby undermining their capacity for coherent political resistance to the interests driving this process, allowing them even greater freedom to pursue those same policies in spite of their evident short-comings.

Ultimately this process can threaten the very fabric of society by its impact on birth rates, on death rates, on the stability of families and communities and on the capacity and willingness of citizens to internalise the shared value on which social harmony depends. And while direct causal links are difficult to establish in a complex world, there is little doubt that the comprehensive casualisation of labour in a world in which the incomes of a few have risen beyond all reason or comprehension, will tend to contribute to human and social developments that must eventually become unsustainable. And so, around the world there are reports of «an epidemic» of work-related stress and depression
, of falling birth rates and disintegrating families and communities, and of a declining willingness to internalise the values of society and the responsibilities of citizenship
. 

In many countries of the developing world, the social fabric has by now been torn beyond repair, and such situations are never easy to reverse. And the threat is real, even in societies that still seem far removed from such a disastrous result. The problem lies the direction of change and in the fact that those changes can become self-reinforcing making it increasingly difficult to mobilise the political forces that would be needed to reverse this neoliberal tide. But despite these difficulties, the challenge of doing that must be met, because the costs of not doing so are simply too great. 

The ultimate task is to harness market forces by embedding them in socially and politically constructed frameworks that will not stifle their potential for positive change, while curbing their dangerous centrifugal tendencies and forcing them to operate within limits that must be defined and enforced by each society based on democratically legitimated political processes. And nowhere is this more clear than in the labour market, where the competition for jobs and for workers must be embedded within structures that take full account of the responsibilities that workers have as citizens, parents and active members of thriving communities.





































� Some conditions for perfect competition are not met in the real world for «contingent» reasons, meaning that they are not met now, but they could be met some day (e.g. the condition for atomistic competition). Others are not met for «inherent» reasons, meaning that they are not met now and could never be met in any imaginable real world (e.g. the condition that perfect information about all products, technologies, costs and prices, now and in the future, must be available costlessly and instantaneously to all market actors at all times).


� The outcome is «allocatively» optimal because the model is concerned with a static world, meaning ‘a world at a certain moment of time, with given resources, prices, incomes, technologies, preferences, etc.


� Karl Polanyi’s Great Transformation (1944) had argued that since nature, money and labour could never become pure commodities without being destroyed in the process, any attempt to subject to market forces to an excessive degree would necessarily generate counter-forces seeking to roll back that extension of market forces. And this dialectical process was christened the «double movement» by Polanyi.


� «Imperfections» here refers to aspects of reality that diverge from the conditions that must be assumed to define a perfectly competitive world.


� This well known proposition, first established by Lancaster and Lipsey in 1954, is very clearly set out and discussed in Deepak Lal’s 1973 book, The Poverty of Development Economics (full reference to be provided).


� In the United States «the right to work» has been used as a slogan in the attack on trade union rights, when it effectively means «the right to be free of trade union interference». Of course this obscures the fact that this same «freedom» also «frees» workers from trade union support in dealing with their employers! 


� Hahn is commenting here on the advice being given to Mrs. Thatcher in the early eighties.  His remarks gain more weight if one bears in mind that he was long one of the world’s leading neoclassical growth theorists and president of the International Econometrics Society.  See: Hahn F. Reflections on the Invisible Hand // Lloyd’s Bank Review. 1982. № 142. Р. 20.


� Transaction cost economics in all of its many varieties has yielded few consistent conclusions, and it is sometimes criticised for this. However, in fact, this diversity merely demonstrates that the neoclassical model’s concept of efficiency is critically dependent on every one of the many conditions that define perfect competition.  As soon as any one of these is relaxed, the number of potentially «efficient» outcomes multiplies leaving little basis for the persistent celebration of competitive markets.  


� Ironically this problem was taken very seriously in Adam Smith’s Wealth of Nations in a section asking whether there might not be a case for state intervention in education.  In fact, properly acknowledged this passage alters the entire thrust of the book’s argument, which may explain why it is so rarely cited by those who want to use the book as a neoliberal bible.


In some cases the state of the society necessarily places the greater part of individuals in such situations as naturally form in them, without any attention of government, almost all the abilities and virtues which that state requires, or perhaps can admit of. In other cases the state of the society does not place the part of individuals in such situations, and some attention of government is necessary in order to prevent the almost entire corruption and degeneracy of the great body of the people.


In the progress of the division of labour, the employment of the far greater part of those who live by labour, that is, of the great body of the people, comes to be confined to a few very simple operations, frequently to one or two. But the understandings of the greater part of men are necessarily formed by their ordinary employments. The man whose whole life is spent in performing a few simple operations, of which the effects are perhaps always the same, or very nearly the same, has no occasion to exert his understanding or to exercise his invention in finding out expedients for removing difficulties which never occur. He naturally loses, therefore, the habit of such exertion, and generally becomes as stupid and ignorant as it is possible for a human creature to become. The torpor of his mind renders him not only incapable of relishing or bearing a part in any rational conversation, but of conceiving any generous, noble, or tender sentiment, and consequently of forming any just judgment concerning many even of the ordinary duties of private life. Of the great and extensive interests of his country he is altogether incapable of judging, and unless very particular pains have been taken to render him otherwise, he is equally incapable of defending his country in war. The uniformity of his stationary life naturally corrupts the courage of his mind, and makes him regard with abhorrence the irregular, uncertain, and adventurous life of a soldier. It corrupts even the activity of his body, and renders him incapable of exerting his strength with vigour and perseverance in any other employment than that to which he has been bred. His dexterity at his own particular trade seems, in this manner, to be acquired at the expense of his intellectual, social, and martial virtues. But in every improved and civilised society this is the state into which the labouring poor, that is, the great body of the people, must necessarily fall, unless government takes some pains to prevent it. (Smith, 1776. Bk., Ch.1, Art. II) (emphasis added).


� Smith, 1776. Р. 119


� Demsetz refers to the bulk of mainstream economic analysis as «Nirvana economics» on the legitimate grounds that it is primarily concerned with comparing real economic situations to purely hypothetical perfectly competitive equilibrium states. 


� Freeman R.B. Labor Market Institutions and Policies: Help or Hindrance to Economic Deve-lopment? / Proceedings of the World Bank Annual Conference on Development Economics 1992. I.B.R.D.: Washington D.C, 1993. Р. 117–144.


� As shown elsewhere, the theory of the second best shows that neoclassical theory is unable to say the removal of such distortions would be welfare augmenting or welfare reducing.


� On occasion this problem is candidly acknowledged, as in the case of an IMF study that set out to review the evidence dealing with the impact of its structural adjustment reforms on poverty.  The study concluded confidently that these policies would reduce poverty but was candid enough to explain that these conclusions were not based on the evidence, which was entirely inconclusive, but on «deductive reasoning» in the case of their estimates of the short-term impact, and on «the axiomatic assumption that the impact on poverty is subject to a J-curve effect», in the case of their estimates of the long-term impact.  See: Heller P.S. et al. The Implications of Fund-Supported Adjustment Programs for Poverty: IMF Occasional Paper. 1988. № 58. 


� «It is shocking to learn from George Monbiot’s book Heat just how systematic the oil lobby has been about spreading a smokescreen of doubt around questions of climate change. The techniques in play were learned by the tobacco lobby in the course of the fights over smoking and health. ‘Doubt is our product since it is the best means of competing with the “body of fact” that exists in the minds of the general public,’ an internal memo from one tobacco company states. “It is also the best means of establishing a controversy”». See: Lanchester J. Warmer, Warmer // London Review of Books. 2007. Vol. 29. № 6. 22 March. Р. 3–9.


� See: Krugman P. Dutch Tulips and Emerging Markets // Foreign Affairs. 1995. July/August; Bienefeld M. Structural Adjustment: Debt Collection Device or Development Policy? // Review, Fernand Braudel Center (New York University). 2000. Vol. XXIII. № 4 on the absence of evidence to support the Washington Consensus or «structural adjustment»; Krugman P. The Case for Stabilizing Exchange Rates // The Oxford Review of Economic Policy. 1989. Vol. 5. № 3; Collier P., Mayer C. The Assessment: Financial Liberalization, Financial Systems, and Economic Growth // Oxford Review of Economic Policy. 1989. Vol. 5. № 4, on the lack of evidence for financial liberalization. 


� Bhagwati J. The Capital Myth // Foreign Affairs. 2001. Vol. 77. № 3. Р. 7.  The fact that Bhagwati is an eminent economist and an enthusiastic supporter of trade liberalization lends ad�ditional interest to these strong conclusions. 


� Ibid. Р. 7.


� Namely that shared by institutional economics, most variants of political economy (except for those «neoclassical variants of political economy» that have compounded the errors of neoclassical economic analysis by applying its flawed analytical apparatus to the study of politics and sociology), the classical economics of Smith and John Stuart Mill (once known as political economy), and the Austrian School of Hayek and Schumpeter.


� This paraphrases the definition proposed by Oliver Williamson in his seminal article on «The Institutions and Governance of Economic Development and Reform» Proceedings of the World Bank Annual Conference on Economic Development 1994, I.B.R.D.: Washington D.C. Р. 171–208.


� Of course, this dictum implies that work is necessarily a relatively unpleasant obligation or duty.  A more optimistic, or idealist, view could argue that we would ultimately wish to create a world  in which this dictum became meaningless or indefensible.


� This recalls Dani Rodrik’s recent conclusion that the evidence from the developing world suggests that the most important requirement for successful development has been a country’s «capacity to manage the distributional conflicts inevitably associated with growth and development». See: Rodrik D. The New Global Economy and Developing Countries: Making Openness Work. Washington D.C.: ODC // Policy Essay. 1998. № 24.


� Looking at the US economy, it is striking to observe that whereas the financial sector earned 8% of all profits in the early fifties, that proportion has now risen to 40%. Meanwhile real wages for production workers have stagnated for more than 30 years, while real incomes in finance and for corporate executives have risen to previously unimagined levels.


� Although there are some important exceptions to this story of labour’s declining fortunes, most of these can be found in countries where the state and society managed to resist the forces of neoliberalism to a significant degree and for extended periods of time, including in particular China, Japan, South Korea, Taiwan and some of the Scandinavian countries. On the other hand, there are also a few exceptions that prove the rule, namely relatively small countries like Ireland that have managed to prosper (for a time) based on their strategic location as an English speaking gateway to the unifying markets of Europe. The general impact of such policy reforms in the developing world were summarised as follows by a major international research consortium first put together by the World Bank:


In sum, the country studies have revealed the following: employment levels have worse�ned …real wages have deteriorated and income distribution is less equitable today than before adjustment policies were implemented …employment has become more precarious …reforms have allowed employers greater flexibility in establishing employment conditions …women have suffered the most as a result of labor-market reforms [because] they tend to be the majority of those employed in low-skill jobs …[and the] productivity and competitiveness, sought through labor-market flexibility and related adjustment policies, have not been achieved overall …productivity increases have tended to be confined to specific [export oriented] sectors or regions …[and the] benefits of growth in these limited areas have been offset by deteriorating labor conditions associated with an expansion of the informal economy, underemployment, and the shift of labor to low-productivity sectors. (SAPRIN, 2001. №  9, 10).


� This process of disintegration was brilliantly described, and predicted, in an article that appeared in the eighties discussing the impact of neoliberal reform in Latin America.  See: Ghai D., Hewitt C. de Alcantara. The Crisis of the 1980s in Africa, Latin America and the Caribbean: An Overview // The IMF and the South: The Social Impact of Crisis and Adjustment / Ed. by D. Ghai.  L.: Zed Press, 1991.


� Described as a world wide epidemic in a recent report, this has become a major concern for employers’ organizations since it has become a major direct cost to business.


� These concerns are brilliantly discussed and illustrated in John Gray’s book. The fact that Gray was once an enthusiastic and influential advisor to Mrs. Thatcher indicates that his concerns about the potentially disastrous impact of neoliberal reform was not simply based on a priori prejudices.
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