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CHAPTER| Il

Our forecasts for the domesf{ic economy in Chapter |
assume the continuation |of present economic
po|icie§, and hence implicitly that the Conservatives
are returned to power at the next General Election.
Here we look at some of the|changes in policy which
might follow a Labour victory. As yet, relatively few
firm commitments Have beén made by the Labour
Party, so we cannot Imake any overall assessment of
their plans. Instead \we conélder a range of options
based on the general statements of objectives which
have been made.) The dims and priorities of a
Labour Government would differ somewhat from
those of thé presegnt Government; and a Labour
Government would consider a wider range of options
for policy change, including some that have
been ruled out explicitly by government in recent
years.

A new Government does not set up business on a
green field s|te and judging by its recent policy state-
ments, the Labour|Party, recognises this. But the
case for a ffesh lopk at economic policy is streng-
thened by [he disappointing performance of the
economy in the lastifew years. There could be radical
change in sfome afeas, but important elements of
continuity as well. Tihere is no intention of conducting
policy in thg way which has characterised previous
Labour Govirnmerjts. This is reflected in the options
we have chosen to analyse in this chapter: for exam-
ple we do not inclutle indicative planning, trade pro-
tection or incomes ,bohcy. '

We begin by discussing relations with the rest of
the European Community. The extent to which econ-
omic policy is harmonised within Europe narrows the
range of options open to a Labour Government, in
monetary policy, in industrial policy and in virtually
every branch of economic policy. We then discuss
the macroeconomic issues, starting from the firm
commitments already made for extra spending and
tax changes. We assess the trade-off between
inflation and unemployment, drawing on an analysis
using optimal control techniques in Annex A. There is
a separate section on the possible role of credit con-
trols as an additional instrument of policy. In Part Two
we consider some of the microeconomic or structural
policy options already under debate, especially the
effects of higher investment and training. The setting
of a minimum wage is discussed in Annex B. In a
chapter of this length we cannot hope to be compre-
hensive—we do not, for example, discuss industrial
relations, housing or local government finance—but
conclusions do emerge about some aspects of
Labour Party policies. Wpere possible we quantify
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these conclusions using the Institute’s model of the
UK economy.®

Policy towards Europe

In recent years the Labour Party has been more
enthusiastic about the moves towards European
economic integration than has the Government. This
is most evident in the areas covered by the Social
Charter, where the approach in Brussels is more in
line with that of the Labour Party than the Conserva-
tives in Britain. The attitude of a future Labour
Government to European integration would be influ-
enced by political developments in other major mem-
ber countries, especially France, where the strongly
pro-European policies of the Socialist Government
provide an important precedent for a future Labour
Government in this country.

Britain is now a full member of the EMS. This
means that monetary policy cannot be conducted in
this country independently of policy elsewhere in
Europe. If the system evolves, as is the declared
intention of the other member states, towards a full
economic and monetary union, then the remaining
possibility of realigning the exchange rate will be
progressively eliminated. The Labour Party was
ahead of the Government in advocating full member-
ship of the EMS. They have indicated a willingness to
contemplate a ‘new European system of central
banks’ provided that it!is ‘politically accountable’.
They would also hope to negotiate additional finan-
cial transfers, favouring the less prosperous regions
of the EC, from which the UK might gain.

The pace of progress towards EMU is currently in
question. A Labour Government elected in 1991 or
1992 would have to decide whether it wished to retain
any exchange-rate flexibility, and if so how it wished
to use it. We discuss the costs and benefits of a
realignment after the election . We assume however
that a Labour Government would wish to be less
obstructive to plans for EMU than the present
Government, rather than more.

Economic integration in Europe is not just a matter
of macroeconomic policy, although that has attracted
most attention in the last year or two. The single
market programme rules out any policy measures
which are openly, or even tacitly, protectionist. Public
sector procurement for example, where extra spend-
ing could well follow a Labour election victory, has o
be opened up to competition from other member
states. Any policies which seem to promise a subsidy
to British industry will be subject to careful scrutiny in
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Brussels. Even in the case of rates of taxation there
has to be some presumption in favour of harmonis-
ation. Special employment measures have to be

. designed in such a way as to avoid the suspicion that

they are a disguised form of trade protection. This
does not mean that there is no scope for a distinctive
employment or industrial policy under a Labour
Government, but it is a consideration which would
have to be kept in mind every time a proposal is put
forward.

Thus the process of economic integration in
Europe, and the closer policy coordination it entails,

PART ONE. MACROECONOMIC POLICY

When the medium term financial strategy was first
introducediits title had to be chosen with some care to
avoid the use of the word ‘plan’, with its connotations
of socialism. Whatever changes it made to the name
or the format of the MTFS, an incoming Labour
Government would need some medium term objec-
tives for macroeconomic policy and a framework
within which their achievement could be monitored
year by year. Unless the economic situation changes
rapidly between now and the election, the objectives
of the plan would have to include the reduction of the
rate of inflation and of the deficit on the balance of
payments.

No Government is in fact indifferent to the cost of
reducing inflation in terms of lost output or higher
unemployment. Traditionally the Labour Party has
been thought to be more concerned than the Con-
servatives to keep unemployment low, if only
because its own supporters are more at risk of losing
their jobs. This emphasis has been less evident,
however, in recent policy statements. We would not
want to suggest that policy under a Labour Govern-
ment would necessarily be more expansionary in
current circumstances than policies under a re-
elected Conservative Government. A Labour
Government which accepted an early date for EMU
would need to follow less expansionary policies than
a Conservative Government which did not. More-
over, a change of Government would add to

Table 1. Costs and yields of firm commitments

necessarily narrows the range of options open to any
Government in Britain. This has advantages for a
Labour Government, even if they would find it frus-
trating in some respects. The fear that a Labour
Government would introduce controls on trade or
capital flows for example could arise and be damag-
ing to confidence, even if the new Government has
no such intention in fact. The existence of the Euro-
pean ‘constraint’ on policy [could in these circum-
stances reassure industry and the markets in a way
that would help to underpin the strategy| actually
adopted.

exchange-rate uncertainty, perhgps for several
years, until the markets came to accipt the credibility
of new policy commitments. For that reason, other
things being equal a rather larger risf premium would
be attached to relative interest rateg| in the UK.

Firm commitments

The firm Labour party commitments for tax and ben-
efit changes are summarised in taple 1.°! Our esti-
mates are based on the assumptior| of an increase in
pensions of £5 per week for a single person and £8
per week for a married couple (in the first year after
the election). Thereafter, pensions yould be linked to
average earnings, instead of price inflation, so that
the cost of the commitment rises year by year. The
assumption for child benefit is that it is uprated to the
1987 value in real terms. No other spending commit-
ments are included in the table although the Labour
Party has made many policy statements which imply
substantial extra spending at some stage.

On the revenue side we show the estimated yield
by the end of the year ofithe increases in tax and
contribution rates to which firm commitments have
been made. (No effect is shown for the cost or yield of
changes in income tax bands as no commitments
have been made as to their width.)

Initially these firm commitments actually raise
more revenue than they spend, but this gives a
misleading picture of the implication of Labour’s

| £ million in first full year

Pensions ! 2,300

Child benefit ’ 1,200
|

Total cost 3,500

Zero-rate tax allowance 800
Limit tax breaks 120
Miras at base rate only 550
Abolish upper earnings limit on NICs 1,800
Unearned income subject to NICs 1,200

Total yield 4,470
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policy statements as a whole for the balance of
revenue and spend{ng. There are many ‘nearly-firm’
commitments to spegnd in a whole range of areas, and
few if any su'ggestions of additional means of raising
revenue. Mqreover the cost of the commitment to
raise pensions would, on its own, use up the yield of
the tax increases within a few years. The declared
intention is ‘to spgnd only what the country can
afford’, but to give a higher priority to public spending
increases than to cuts in rates of taxation. This would
make the fulfillmen| of their spending aims depen-
dent on the performpnce of the economy.

The exchange rate and fiscal policy

We assume here, as we do also in Chapter | describ-
ing ‘existing policies’, that EMU is the eventual desti-
nation, whatever party is in power. Nevertheless, the
possibility of realignment remains under the present
EMS arrangements (in Stage One), and a Labour
Government would have to decide whether to make
use of it.

There is no indication of Labour Party thinking on
this issue at present. From our analysis in previous
issues of the Review a case could be made out that
the UK has entered the ERM at too high a rate : the
UK has a current account deficit which must be cor-
rected in the medium term by a fall in the real
exchange rate; to bring that about by lower prices
rather than by a lower nominal exchange rate
requires our rate of inflation to be below the average
of the rest of Europe; starting as we do with inflation
above the average of the rest of Europe the period of
transition must be very proiracted; in the meantime
the commitment to the exchange rate may not be
believed. (Interest-rate differentials suggest that the
market also expects sterling to depreciate at some
time in the future.)

It does not follow, however, that devaluation is
inevitable. Eventually the real economy will adjust to
any level of the nominal eichange rate. Moreover,
the fact of keeping the exchénge rate fixed would, by
reinfox;'cing expectations of dtability, make the adjust-
ment to DM 2.95 quicker jand less costly. For an
incoming Labour Government to devalue on taking
office would be to risk undérmining the whole strat-
egy based on EMS membérship which is now sup-
ported, with more or less enthusiasm, by most
informed opinion in this country.

With monetary policy dependent on EMS member-
ship, any substantial policy measures to change the
pressure of demand at home must involve changing
the balance of taxation and public spending. But
even in fiscal policy decisions the range of choices is
not unlimited. The ‘inter-temporal Budget constraint’
requires that spending cannot be raised for an indefi-
nite period of time without an increase in taxation to

finance it. A temporary increase or decrease is per-
missible, however, leading to a higher or lower stock
of debt at the end. Some economists would view this
constraint as applying to the position of the public
sector; our own practice is to concentrate rather on
the position of the economy as a whole, reflectedin
the balance of payments and the stock of net foreign
assets. The implications for fiscal policy are much the
same either way.

For this reason the policy analysis shown in Annex
A considers the timing of public spending increases.
It takes it for granted that the end position must be
one of external balance. In the short run however, a
choice can be made between more or less inflation,
less or more output. The analysis shows a trade-off
or menu of choices, using the technique of ‘policy
optimisation’ applied to the Institute’'s model.

If the exchange rate and interest rates are fixed,
that is to say unchanged when fiscal policy is tight-
ened or loosened, then the scope for varying inflation
or the pressure of demand is not very great. The
average growth rate of the economy over a five-year
period and the average rate of inflation have to be
much the same irrespective of the policy maker's
priorities.

It is interesting therefore to see how the results
differ if the policy maker is also allowed to change the
exchange rate at the start of the period. A policy
maker who cares only about reducing inflation will
want the exchange rate to be realigned up, and the
eftect of that on the balance of payments will be offset
by a tightening of fiscal policy. From this point of view
the extra degree of freedom provided by realignment
is clearly advantageous. A policy maker who is more
concerned about the level of output and less con-
cerned about inflation might want to take the oppor-
tunity to realign downwards. The examples in the
Annex suggest however that the advantage to himof
doing so would be relatively small.

There is an asymmetry here. The kind of policy
maker who would want to appreciate the exchange
rate in the circumstances predicted for the mid-1990s
has to be a policy maker who is so keen to achieve
zero inflation quickly as to be indifferent to the output
cost of doing so. Hence the opportunity to raise the
exchange rate is an unmixed blessing for him. Onthe
other hand the kind of policy maker who wants to
depreciate the exchange rate by a similar amount
would be one who cares about limiting inflation as
well as sustaining the growth of output. Hence he will
feel the results of his actions as a mixture of losses
and gains.

If one adds that the danger of undermining the
commitment to the EMS is greater for a depreciation
than for an appreciation, then a case might be made
that an incoming Labour Government, even if it
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wanted to raise output and employment, would not
change the exchange-rate path substantially from
that shown in Chapter |. The implication is that
demand management could play only a small partin
its overall economic strategy.

Credit controls

In August 1988 we published a survey by Jon Shields
of the range of measures which might be introduced
1o slow down the growth of credit to the personal
sector. None of the measures was painless, but
some stood a good chance of being effective. One
possible approach would involve regulation of the
terms on which mortgages could be granted, another
was a form of tax on new credit extended. The Labour
Party has expressed interest in a variety of different
forms of credit control, some restricting borrowing,
others restricting lending. The openness of financial
markets limits the use that can be made of quantitat-
ive restrictions on the banking system of the kind
familiar before 1980.

In 1988 the Institute took the view that the most
appropriate way of moderating the growth of con-
sumer spending was to raise income tax or national
insurance contributions rather than to restrict the
availability of credit. In the event taxes were not
raised, and neither was credit restricted, with the
result that demand grew much too rapidly for several
years. Subsequently, the growth of credit has slowed
down whilst the housing market has passed from
boom to slump. Clearly the introduction of credit con-
trols, particularly controls linked to the housing mar-
ket, would not be appropriate at the presenttime. The
situation could have changed however by 1991 or
1992. One of the benefits of full EMS membership will
be a decline in UK interest rates. The housing market
should recover (sooner or later) and the growth of
consumer credit should re-accelerate.

Table 2. Effects of a reduced growth of credit to the personal sector*

Table 2 shows the effects of restricting the growth
of personal sector credit, as compared with those of
an increase in income tax to achieve a similar
reduction in consumer spepding in the medium term.
As might be expected credit control acts more quickly
and its effect is concentrated on consumer durables.
Raising income tax probably adds to pressure for
wage increases, whilst credit control probably does
not. Hence the model simulations show a better
medium-term outcome when consumer spending is
cut by restricting credit, with a lower price level and
less of a reduction in output. Concentrating the
reduction on durables means that the benefit to the
balance of payments is nevertheless greater.

The precise measures required to hold back the
growth of credit, by about 10 per cent over a five-year
period in the way shown in the simulation, have not
been specified, but if they were similar to those used
in the past they might be more acceptable as a tem-
porary expedient than as a permanent restriction on
consumer choice. Putting the restrictions on would
produce a reduction in spending as shown in the
simulation; taking the restrictions off again might pro-
duce a corresponding surge which is not shown.

At present the regulation of consumer credit is not
harmonised across EC countries, and regulation
could be introduced in this country which could
restrict borrowing irrespective of the nationality of the
lender. Other EC countries however are in the pro-
cess of liberalising their credit arrangements, so a
tightening of controls here migh{ be seen as a retro-
grade step. In the longer term, iif the EC is moving
towards a monetary union , there will be a need to
bring the methods of monetary cpntrolinto line. Rela-
tive to the present regime this cojuld involve a tighten-
ing of control over the banking system in Britain.
Increasingly, if EMU goes ahead, the control of credit
will pass from the national mone|ary authorities to the
new European central banking system.

per cent

Current

Total Stock of Stock of account of

consumer  Spendingon Spendingon  consumer non-consumer Consumer balance of

spending durables non-durables credit credit GD|’|' pfice level payments®
Quarter 4 -04(-02) -35(-05) -0-1(-02) -2:1(-0-1) -2:3(00) -0:2(—0-1) —}02 (0-0) 1-0 (0-5)
Quarter 8 -05(-03) -57(-0°5) 0-0(-03) -47(-0-1) —-41(-01) -0-2(-|0-2) 104 (0-1) 1-5(0-7)
Quarter 20 -0-5(-05) -6-8(-07) 0-1(-04) —-11-1(-02) -87(-01) -0-1(-0-3) -01(02) 2:1(1-5)

Note: (a) £ billion annual rate.

* Figures in parentheses are effecls of an increase in income tax to bring about a similar cut in consumer spending in the medium term.
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Dissatisfaction with the perfoymance of the UK econ-
omy is not just related to the excessive pressure of
demand in the late 1980s and the subsequent slow-
down in the growth rate. As well as the problems of
demand management, requiring a reassessment of
macroeconomic policy, there are underlying weak-
nesses of the supply side. These show up in a rela-
tively slow growth in output}over the medium term
and in a level of unemployment which has remained
high even at the peak of the cycle. The influences on
the sustainable growth rate and on the NAIRU, or
sustainable level of unemployment, can be exam-
ined using the framework of the Institute’'s model.

The sustainable level of output depends on tech-
nology, skills, business efficiency and the allocation
of resources, as we'l as the quantity of labour and
capital employed. The determination of the level of
unemployment in the long run is less certain. In the
Institute’'s model it is explained by the need to rec-
oncile competing ‘bids’ for factor incomes. The
NAIRU is the rate of inemployment just high enough
to induce wage bargainers to set a real wage level
that matches the income available for distribution. As
such the NAIRU risess when tax rates are increased,
or when the ;ﬁrice of imported goods rises relative to
home production.

The suppI)J side of the Institute’s model has been
extensively developed in the last few years, making it
much more useful for the analysis of microeconomic
measures of the kind discussed in Labour Party pol-
icy statements. Even so it cannot take account of the
detailed differences| between sectors of the econ-
omy. Much of what we can say about policy optionsin
this area still depends on ‘off-model’ calculations, or
simply on considerations of economic theory.

This part of the chapter is/in four sections: first we
assess the long-run Isupply-side effects of increasing
public spending instead of cutting taxation, assuming
that the policy switch has no net effect on demand.
We treat this as a microeconomic measure because
it has implications for the supply side of the economy

PART TWO. MICROECONOMIC POLICY

and the structure of output. Then we consider in tumn
policies to raise fixed investment and labour pro-
ductivity. The model cannot tell us how to organise
vocational training! But it can provide a framework for
assessing the broad effects of raising output per
head, with or without a corresponding increase in
wages. Lastly we look at the effects of ‘special
employment measures’, which could include
vocational training, and which might serve to reduce
the ‘mismatch’ between the kinds of labour in
demand and the kinds of labour actually available.

Extra public spending and taxation

There are many examples of aspirations in Labour
party statements to increase a wide range of public
spending programmes. These fall into a variety of
economic classifications: more grants and benefits
which support the incomes and expenditure of (for
example) pensioners; more aid to developing coun-
tries; more investment in the public and the private
sector; higher wages for public servants; more
spending on education and the health service; but
perhaps less spending on defence.

These increases must be financed either by bor-
rowing or by tax increases. Itis possible that a distinc-
tion could be made between capital expenditure,
which is financed by borrowing, and current expendi-
ture, which is financed by taxation (or tax cuts fore-
gone) — but since revenue is not ‘hypothecated', this
distinction is a difficult one to draw in practice.

Tabte 3 below shows the effects of an increase in
current expenditure on goods and services financed
by foregoing cuts in income tax (that is by a higher
level of taxation than there would have been if expen-
diture had not been raised). The nominal exchange
rate and the nominal interest rate are both fixed —
this being the most convenient assumption to make if
the UK is moving towards membership of an EMU.

This combination of policy measures raises GDP
in the short term, because the tax increases have
only a delayed effect on consumer spending. For the

Table 3. Economic effects of higher public spending in place of cuts in income tax*

per cenl
Tolal Average Consumer Current account of
GDP employment earnings balance of payments®  PSBR® Unemployment®
Quarter 4 0-4 0-4 1.4 -04 |05 -40
Quarter 8 01 0-4 1.7 -03 =11 —-40
Quarter 20 = 0-2 1-6 = -09 -6

Note:
* The size of the spending increase shown is quite arbitrary. The increase in income tax is scaled so as to offset the medium—term effect of higher public
spending on the balance of payments (and, incidentally, on GDP).
(a) £ billion.

(b) Thousands. |
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same reason the initial effect is to make the balance
of payments position worse. The point to emphasise
however, is that in the long run the sustainable level
of unemployment is not significantly reduced. The
supply side of the Institute’s model now takes
account of the incentive effects of income tax
changes. This offsets the beneficial effect on unem-
ployment of the changes in the composition of
demand which follow from switching demand out of
private consumption into public spending.

Fixed investment

Labour party policy statements emphasise the case
for more investment in the private sector (as wellasin
the public sector). This will come about as a result of
lower interest rates, which we would expect in the
medium term as a result of ERM entry whichever
party is in power. One of the distinctive Labour poli-
cies is the establishment of a new national Invest-
ment Bank, which would make additional funds
available for businesses which now have difficulty in
borrowing for fixed investment. Restrictions on
takeover activity are also proposed ‘within European
rules’, with a view to encouraging longer-run plan-
ning and discouraging distribution of dividends. More
generally there seems to be a greater willingness
than the present Government has shown to use
regional policy, support for science and technology
and support for small firms as a means of offering an
implicit or explicit subsidy from public funds to firms
who are trying to expand production.

The economic case for providing extra incentives
of this kind is that firms (or their bankers and share-
holders) are excessively short-sighted, or because
the benefits of investment do not accrue only to the
firms which pay the costs. It is very likely in practice
that some of the benefit of extra investment goes to
the employees of the firm in higher wages as well as
to the shareholders in higher profits.

In the Institute’s model higher investment has sev-
eral beneficial effects for the economy as a whole: it
raises the sustainable level of output, by progress-
ively raising the capital stock; it eventually reduces
the share of imports in domestic expenditure,
although investment goods themselves are largely
imported in the short run; it raises productivity and

hence real wages as well as real profits. But to get
these benefits in proportion it must be remembered
that each year’s investment is a relatively small pro-
portion of the capital stock. Thus a sustained 5 per
cent increase in investment would raise the capital
stock in manufacturing by about 1% per cent after five
years and 2'% per cent after ten yedrs (see table 4).

The new machines which embody new technology
will be more productive than thé existing capital
stock. The Institute’s model seeks to capture this
effectin a ‘vintage production funclion’. Eyen so, the
rise in productivity following a peripd of extra invest-
ment is, according to the model, mo more than pro-
portionate to the rise in capacity.

The model also predicts, based on past experi-
ence, that much of the demand foJinvestment goods
would be met by imports. With a fixed exchange rate,
the consequence would be an mcreased deficit on
the current account of the balang:e of payments. If
domestic demand had to be cut/ back to preserve
external balance the level of output and employment
would be lower. In the longer term it is possible that
higher investment would improve the balance of pay-

ments by enhancing the ‘pon-price’ competitiveness
of British industry.

The scope for giving direct assistance to UK indus-
try to improve its international competitiveness is
limited by the EC rules prohibiting protection against
imports, or implicit export subsidy. The implemen-
tation of the single market programme will make this
constraint on industrial policy increasingly effective.
It will remain possible nevertheless to offer assist-
ance to firms in certain regions, and inducements to
encourage new investment. These regions include
the whole of Scotland, Wales and Northern Ireland,
as well as much of Northern England. Thus the
emphasis on regional policy in recent Labour party
policy statements may be an appropriate one in view
of developments in Brussels.

It is impossible to make precise estimates of the
difference that an active policy of stimulating
investment in the private sector could make to the
performance of the economy. As a broad order of
magnitude the figures shown in the table above may
be a reasonable guess. A 5 per cent increase in
private investment is conceivable as a result of a

Table 4. Economic effects of extra investment in the private sector

per cent
Manufacturing Total Manufacturing Manufacturing Employmentin Average Consumer
investment | investment Capital stock output manufacturing earnings prices
Quarter 4 31 1-9 0-2 05 0-1 02 00
Quarter 8 4-6 2:6 0-4 07 0-3 02 0-1
Quarter 20 51 3-2 13 11 02 | 07 0-1
Quarter 40 4.5 48 26 21 -04 1-5 0-0
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policy change, élthough its public expenditure cost
ight be conS|derable iﬁ\n increase of about 1to 1%
ger cent in the sustaindble level of output after five
ears of such a policy shems if anything a generous
estimate of the benefits to be expected.
|

Training
In terms of standard welfare economics the case for
incentives to increase expenditure on vocational
training is more conclusive than that for encouraging
fixed investment. The benefits to private sector firms
of extra spending on training their employees are
limited by the transferability of skills between firms.
To the extent that individual workers are reluctant or
unable to meet the cost of training themselves, there
is a case for subsidy from public funds. As with fixed
investment subsidy, however, there is no way of
avoiding some ‘deadweight loss’ in the process of
subsidisation.

‘ The emphasis on the need for better education and
training in the Labour party policy statements has
received wide support. It is appropriate given the
slhortcomings of training in the UK identified in a

umber of studies undertaken,at the Institute and
ellsewhere. Itis not at all easy however to quantify the
scale of improvement which could result from new
policies or from extra expenditure.

The operative constraint on lncreasmg formal edu-
ation and vocational training for young people may
e the shortage of teachers anb lecturers. A recent
stlmate“" is that raising the rate of participation of
6-18year olds from 35 per cen} to 85 per cent would
ost about an extra £1 billion a year in current expen-
iture, and require about an extra 50 thousand teach-
rs and lecturers. It would clearly take a number of
years to build up to such a high level of participation.
The highest economic returns probably came from
|mprovmg training for this age group, but additional
resources could also be devoted to re-training work-

rs already in the labout force. ‘Uob-specific’ training
:

nn_;mrrn

_m

r retraining of adult workers is relatively cheap in
rms of teachers’ pay. but relatively expensive in
terms of hours of work lcPst to production.
As an order of magnit [Jde suppose that an extra £3
illion a year in total wete to be devoted to education
and training over a fivelyear period (including direct
expenditure and income foregone). The stock of
investment in ‘human capital’ would then amount to
£15 billion. If the rate of return were as high as 15 per
cent® the correspondipg flow of benefit would be
£2Y billion a year or about 2 per cent of GDP. This
calculation may seemtd takea generous view both of
the likely scale of extra spending on training that

could be induced over Ia five year period, and of its
rate of return. Nevertheless the overall potential for
raising

economic performance by improved

education and training could be under estimated.
International comparisons suggest that a better
deployment of existing resources could on its own
improve the quality of the labour force substantially in
the medium or long term.

The effects of better training would be to raise
labour productivity and hence the sustainable level of
output. But improvements in productivity do not
necessarily reduce the NAIRU. If the sustainable
level of unemployment reflects the process of wage
bargaining, then the outcome depends crucially on
the way in which productivity gains enter that pro-
cess. If they are simply reflected one-for-one in wage
settlements, then the process of reconciling claims to
real income is in no way assisted, and the level of
unemployment will not fall.®

In the Institute’s model productivity improvements
are normally reflected one-for-one in wages, so a
shift to a higher level of productivity would not reduce
unemployment even in the long run. This seems too
pessimistic a view to take of the results of more or
better vocational training. To the extent that
employers are persuaded to meet the cost of training,
the rise in productivity may be reflected in higher
profit margins or better competitive performance.

A cautionary note is also needed about the effects
of higher productivity on the external balance. Higher
output, even if it is the result of supply-side improve-
ments, requires a higher level of imports of materials,
which have to be paid for by more exports. In the
absence of improvements in ‘non-price competitive-
ness’ this can be achieved only by reducing export
prices (compared with what they otherwise would
have been). The consequence will be a further reluc-
tance (or inability) of firms to raise wages, thus inten-
sifying the conflict of aspirations in the labour market,
tending to raise the sustainable level of unemploy-
ment. But, if as seems likely, non-price competitive-
ness is also improved by better training, then the
macroeconomic effects will be more favourable.

A Labour Government would be heavily committed
to encouraging extra effort both on training and on
fixed investment. To the extent that it has to choose
between the two, one advantage of training is that the
immediate expenditure is almost all on domestic
resources. Teachers can be produced at home, more
readily than machine tools, it seems.

Special employment measures

A Labour Government might well take office at atime
when unemployment is rising. The discussion so far
suggests that neither their approach to macroeco-
nomic policy, nor the structural changes they pro-
pose, will quickly reverse that trend. They will need
therefore to consider which of the special employ-
ment measures now in place they wish to continue.

o e
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Increasing the numbers assisted in this way would
reduce the claimant count; its effect on the labour
| market is more difficult to judge. In the Institute’s
model the pressure of demand for labour is mea-
sured by the proportion of the labour force not work-
ing, irrespective of whether they are in receipt of
benefit or not. Thus SEMs have no effect at all on
wage pressure unless the participants are competing
for jobs with other workers. The other economic

1 effects of SEMs depend on the level of pay to partici-
" pants. If this is no more than enough to replace the
¢ benefit they would have been entitled to, then the

1 effect on household income is zero. In other words

SEMs shift the measured level of unemployment
without having any other significant effect on the
economy in the short term. The longer-term benefits
depend on the effectiveness of the training being
given, which has been discussed in general terms
above.

One aim of retraining the unemployed is to reduce
the ‘mismatch’ in the supply and demand for
Existing training programmes
{ however may be too short to have a major impact of

1 Ihis kind. (An effective ‘craft’ training programme

{ would normally take at least a year to complete.) In
{ estimating our model equation for earnings” we
1 found that a mismatch in this sense tended to raise
| average real earnings at any given level of unem-

i ployment and productivity. The model can give some
4 account therefore of the overall macroeconomic
| effects of improved matching. These effects, as one

would expect, are small but generally beneficial (see
table 5).
{ The simulation shows the consequences of reduc-
| ing real earnings in this way by just 0.1 per cent. The
effect is to reduce both nominal wages and prices by
| a more substantial amount, about /2 per cent after
five years. This improves competitiveness if the
|| exchange rate is fixed. Output is gradually raised and
| unemploymentis eventually reduced. This very grad-
ual effect on unemployment might be accelerated if

steps were also taken to reduce ‘friction’ in the plac-
ing of newly trained workers in appropriate jobs.

Statutory minimum wage

‘Looking to the future’ contains the following commit-
ment. ‘Labour will introduce a national legal minimum
hourly wage, starting at a level of 50 per cent of the
mid-point of men’s earnings (the median). Currently,
this is £3.10 an hour.’ This is explained as amove into
line with European practiqe, but it is one which is
unlikely to take place under a Conservative Govern-
ment in the foreseeable future. The motivation is not
mainly economic, although it is claimed that raising
minimum wages will help to ‘create a high skill, high
value, economy’. The effects on inflation and unem-
ployment are discussed in Annex B to this chapter.

The scale of the impact depends first on the
enforcement of the legislation and then on the effect
on the wage distribution. One of the groups mainly
affected is part-time workers, for whom enforcement
may be a problem, and whose pay may have rela-
tively little influence on that of most full-time workers.
If the scale of the impact was to raise average real
earnings by 1 to 1% per cent, this would be associ-
ated with wages 3 to 5 per cent higher and prices 2 to
3" per cent higher after about two years (for a fixed
exchange rate). Thus the inflationary cost of the pro-
posalis not negligible. Output and employment in the
medium term would be reduced by perhaps 2 per
cent. The effect on claimantunemployment would be
very small, because the majority of those losing their
jobs would not be eligible for benefit.

Narrowing the wage distribution by imposing
a statutory minimum wage might encourage
employers to offer more job-specific training, if they
were confident that the staff would not leave when
their training was complete. On the other hand the
incentive to the individual worker to enhance his
earning power by training would be reduced. Many of
those whose wages would be increased most by the
proposal would be young unskilled workers.

|

| Table5. Economic effects of reduced ‘mismatch’ in the labour market l
| per cent
Total Average Consumer
GDP employment earnings prices
1 Quarter 4 00 00 201 00
Y Quarter 8 0-0 00 -02 ! -01
01 -06 | -0-4

" Quarter 20 01
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In the longer term supply-slide measures of the kind
proposed by the Labour Party, if they were efficiently
implemented, could raise the sustainable level of
output in the UK and might also bring about a lasting
reduction in unemploymer:ﬂ. As with most supply-
side measures the time scale of their effect is necess-
arily long term. Raiéing the capital stock and improv-
ing the skills of tHe labour force both take time,
because only a small fraction of the total is renewed
each year.

The process is also an expensive one, not least
becauseiitis imposlible in practice to ensure that the
implicit or explicit subsidy is directed only to marginal
decision makers. If 'a Labour Government wishes to
divert resources to ihvestment and training on alarge
scale, then it will ngt also be able to afford for some
time all it would like to spend in other areas of public
expenditure|

Spending more on investment and training could
eventually tackle some of the underlying weak-
nesses of qhe UK economy. In the meantime a
Labour GoTernment (or any other Government)

| I

CONCLUSIONS

would face the unpleasant choice of more or less
inflation, less or more unemployment. That choice
can be exercised by delaying or bringing forward the
tightening of fiscal policy to correct the balance of
payments deficit. So long as the exchange rate is not
‘irrevocably’ fixed the option of devaluation cannot be
ruled out, but to exercise it would be to risk undermin-
ing the credibility of the Government’'s commitment to
‘financial rectitude’.

The assumption of this chapter is that a Labour
Government would opt for a strategy of maximising
the advantages of association with the rest of
Europe; we have stressed the advantage of that
approach, whilst recognising the way it narrows the
range of policy choice.

The upshot is that the economic policy differences
between the two major parties are narrower now than
they have been for about twenty years. Thatinitselfis
not unwelcome. The extent of the political differences
over economic policy in Britain in the 1970s and
1980s has been a source of weakness rather than
strength.
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NOTES

" A policy document was issued by the Labour Party earlier this year with the title ‘Looking to the future'.

@ The model simulations were carried out by Bob Anderton, Paul Gregg, and Soterios Soteri.

# This table is based on that prepared by Adrian James of NatWest (18th May 1990) but only firm commitments to spend

are included. We have uprated the tax estimates given in that paper to a 1991 tax base, but kept the levels of benefit

unchanged (since the commitment is to a fixed sum in £ per week). The proposal to make unearned income subject to

National Insurance Contributions is included in the table as one of Labour's ‘firm commitments’. It should be recognised

however that the taxation of investment income may require harmonisation as capital markets become more closely

integrated.

“ Finegold et al. A British ‘Baccalaureat’ |PPR Education and Training Paper no. 1.

® A relevant study is G. Psacharopoulos and R. Layard (1979), ‘Human capital and earnings: British evidence and a

critique’, Review of Economic Studies, vol. 46 pp. 485-503. This was based on a cross-sectional analysis of a sample of

6,783 men aged 16—64 from the 1972 General Household Survey. From an estimated earnings function, they computed

private rates of return to years of schooling, to (post-school) ‘training’ (including simple on-the-job learning) and to specific

qualifications (O-levels and A-levels). From the way in which rates of return have been computed, the social rate of return (as

customarity defined in the human capital literature) would necessarily be lower, but not by much, sinde the difference is the

cost of tuition, which is usually found to be a small proportion of the total. . ‘

Their main findings were as follows:

(a) The rate of return to 1 or more A levels (over 5 or more O levels) was between 9 and 12 per cent. (Unfortunately, no
calculations were made or were possible for the more vocational qualifications.)

(b) The rate of return to post-school training rises with the number of years of schooling: somgone with 11 years of
schooling had a 23 per cent rate of return to training, while someone with 13 years of schooling;had a return of 33 per
cent. |

These results refer of course to a period nearly 20 years ago. But they do give some support to a high estimate of the social

rate of return, especially if one takes account of the second finding—high levels of formal qualification make it worthwhile

offering on-the-job training. T

©  The point can be demonstrated algebraically. Suppose that the determination of nominal earnings is as follows:

w=p+ ag— BU

where w, p and g are the growth rate of earnings, prices and productivity respectively and U is the lgvel of unemployment.
Suppose also that prices are determined as follows:

p=aw-g)+(1—-am

where m is the growth rate of import prices. Substituting the second equation with the first, and rearranging terms, will give an
equation for the sustainable level of unemployment.

BU = (a — 1)g + (m—p) |
If productivity improvements are reflected one-for-one in earnings, « = 1, they do not also reduce the sustainable level of
unemployment.

” See Moghadam and Wren-Lewis, (1990), ‘Are wages forward looking?’, National Institute Discussion Paper no. 163.
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