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Executive Summary

Does growth still benefit the ordinary worker?

Over the last few years, many have argued that modern growth only benefits

those at the top, while those at the bottom and the middle are subject to

stagnant living standards and disappearing careers.

These fears have been significantly heightened by the coming together of

several one-off shocks in the 2000s: the financial crisis, unsustainable public

finances, an insecure jobs market, the global commodity crunch and the rising

costs of an ageing population.

The good news is that once you look past these short term factors, the

majority of the fears have been vastly overstated. Even the bottom 20% saw

their real disposable income increase by 86% between 1977 and 2013, while

income inequality has been flat for twenty years. The most important reason

for the slowdown in wage growth in the immediate years before the recession

was a higher proportion of employee compensation going to pensions and

National Insurance contributions.

Nevertheless, some recent trends in the labour market seem potentially

concerning:

® An ever increasing share of income has gone to those at the top, with the
top 1% in particular seeing their share rise from 6.7% to 14.7% between
1980 and 2010.

e Even in America, overall household incomes have grown strongly — but
there has been disappointingly slow wage growth for male earners.

e Many worry that we are on the verge of a new revolution in advanced
artificial intelligence (AI) and automation. Some economists claim it has
the potential to eliminate up to ten million or half the jobs in the UK.

Why have those at the top seen faster growth in
their incomes?

Productivity

Once you adjust for different measurements of inflation and a higher
proportion of compensation going to pensions or healthcare, there has been
no ‘decoupling’ between wages and growth in either the US or the UK.
Ultimately, pay remains fundamentally linked to productivity.

The worldwide slowdown in growth in the 1970s saw slower rises in wages
for American workers. Up until 1997 however, British workers benefitted
from catch-up growth as Britain closed the gap in labour productivity with
the US.

policyexchange.org.uk
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Skills and Substitution
©® At the same time, technology and trade have eliminated many of the

traditional middle ‘routine’ jobs that can be automated, outsourced or both.
The twenty years between 1979 and 1999 saw a roughly 400 % increase in
the number of care assistants and software engineers and a near elimination of
manufacturing jobs such as boring & drill machine setters (a 94% fall), coal
miners (a 93% fall) and grinding machine setters (86%). While there was a
substitution away from old forms of work, highly skilled workers continued to see
strong increases in their pay.

By around the mid-1990s a new agenda of welfare reform and the general
recovery in the economy ensured that initial rises in long term unemployment
and inequality flattened off. Under successive governments, welfare was
restructured to improve the incentives for and help in finding work. Meanwhile,
the combined tax and welfare system continued to ensure that inequality of
living standards was much lower than inequality of market income. The ratio
between the richest and the bottom quintile for original income is a massive 15
times, but it falls to 4 once you take into account benefits and taxes.

Superstars

While overall inequality has not increased, we have continued to see faster
growth for those at the very top of the income distribution, forming an almost
power law: the 0.01% are seeing faster growth than the 0.1% who in turn are
seeing faster growth than the now infamous 1%.

Part of the rise at the top is explained by misleading statistics, tax changes,
the rise of the City, and cultural norms shifting towards greater meritocracy.
However, likely the most significant factor behind the rise of the 1% is a new
global and digital market for superstars. We have seen similar rises in wages at
the top not just on public boards, but for private companies, hedge funds,
lawyers, athletes and entertainers. Since the abolition of the maximum wage
in 1961, top footballers have seen their weekly wage increase forty times faster
than the average wage.

The rise of the 1% is likely harmless, if not beneficial to ordinary workers.
While many picture a zero sum game in which increases in the 1% come at the
expense of ordinary families, this doesn’t seem to hold up in the data. On cross
country comparisons, there is essentially no relationship between the increase
in the share of the 1% and changes in median living standards. The increase in
the share of the 1% is compensated for by faster growth and more generous
welfare transfers.

Will a new era of technological advances put an end to
middle jobs?

Just as the Industrial Revolution replaced routine manpower with the steam
engine, will future AI see the replacement of routine service jobs? Are
checkout assistants and train drivers going the way of the typing pool or
switchboard operator?

While AI and robots may be its currently fashionable face, automation is as

old as civilisation. Societies have always sought to replace human with trade
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Executive Summary

or technology — it is how they get richer. The future is inherently unknowable,

but we can demarcate three broad scenarios:

o Rise of the Robots. Recent developments have seen machine perception
finally become reliable, allowing Als to interact in the real world without
much human help. If this continues, self-driving cars could replace taxis,
flying drones soldiers, and algorithms bureaucrats. It would be cheaper
(and safer) than ever before for the poor to play or travel or afford a
comfortable standard of living, but much harder to find a well-paid, high
quality job. A recent survey of the world’s leading AI experts concluded
that by 2050 we will most likely have a human level intelligence — and
an Al doesn’t have to be as smart as a human to still be tempting to an
employer.

o Steady as it Goes. Throughout the second half of the twentieth-century,
experts repeatedly forecast that human-level Al lay 15-25 years in the
future. Today could easily be another false dawn, with Al improvements
proceeding at much the same pace as they have in past decades. Even the
Industrial Revolution took decades, if not centuries, to transition us from
a farming to industrial to services economy.

o Rise of the Workers. Instead of just taking jobs, new technology could
make it easier for unskilled workers to be productive. A layman with
access to IBM’s Watson artificial intelligence could potentially make a
preliminary diagnosis of a patient more accurately than a doctor with a
decade of training. Technology removes the boring and monotonous work,
and makes it easier to find creative and productive jobs. However, Als will
take longer to replace some of the core human skills such as emotional
intelligence or physical flexibility.

©® Allin all, it seems plausible that many routine jobs and jobs that rely only on
navigating the physical world will gradually get automated away over the next
few decades. We are a long way, however, from a general purpose Al that could
replace social, creative or analytical work, suggesting there will continue to be
an abundance of jobs for humans for the foreseeable future.

©® While a significant shift in the labour market, this would not be completely
unprecedented — roughly, it would represent around a 30% bigger shift than
the transition we saw from manufacturing and production to services since
the 1970s. Since the advent of the welfare reform agenda in the mid-1990s,
this shift does not seem to have caused higher levels of unemployment.

©® Equally, it is possible that new technology would actually decrease inequality in
earnings by commodifying basic intellectual work and bringing many current
graduate jobs into the reach of everyone. However, given the experience of the
1980s, we cannot rule out this change leading to a significant increase in the
inequality of market wages.

Do we need the state to intervene more in labour markets?

©® There is little reason to think that greater state intervention in labour markets
would actually reverse the changes that we have seen, and in many cases it
could make matters worse:

policyexchange.org.uk | 7
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Increasing the Minimum Wage can’t guarantee a Minimum Income.

Many have suggested that we could improve the incomes of the low paid
through a significant rising in the Minimum Wage, potentially setting it equal
to the Living Wage. However, while the Living Wage has been an effective
voluntary programme for those employers who can afford it, it would have
very different effects if made compulsory.

Many of the sectors currently affected by the Minimum Wage are those
for which it has proved hardest over decades, if not centuries, to improve
productivity in. But if employers can’t increase productivity, a higher
Minimum Wage will have to be paid for by lower profits, higher prices to
consumers, slower wage increases higher up the wage ladder, or cutbacks in
non-wage forms of compensation such as training or other perks.

The standard metric for measuring the impact of the Minimum Wage is its
‘bite’, its ratio compared to the average hourly wage. According to the Low
Pay Commission, the bite across the economy as a whole for workers aged
22 and over is currently 53%. However, in specific low paying sectors such as
retail the bite of the Minimum Wage compared to the average wage is already
79%, in social care 78%, hairdressing 85%, hospitality 88% and cleaning 92%.
Across the economy, for workers with no qualifications the bite was 86%.
The latest data has the UK median hourly full-time earnings at £13.15, giving
the Minimum Wage a 49% bite on the slightly different OECD metric. Raising
the Minimum Wage to the current national Living Wage level would increase
its bite to 60%, more than twice as large as the increase over the Minimum
Wage’s first fourteen years. It would move the UK from having around a
middling bite for an advanced economy to one of the highest. However, the
current Living Wage is artificially capped to ensure it doesn’t grow too fast
beyond earnings. To achieve the actual Minimum Income Standard would
require a Living Wage 20% higher again and the equal highest bite in the
entire OECD at 70%.

Unlike tax credits, Minimum Wages are a relatively blunt tool with only a weak
impact on poverty. Many of those on the Minimum Wage do not live in poor
households at all, while over half of the benefit of a Living Wage would simply
go back to the Treasury in higher net tax receipts. A compulsory Living Wage
is closer to a tax increase than a policy to improve living standards.

The theoretical argument in favour of a Minimum Wage is that it can
help to counter imperfections in the labour market that unfairly benefit
employers. Greater automation and trade, however, are not market failures.
Higher Minimum Wages, if anything, accelerate the process of automation
— encouraging supermarkets, for example, to replace checkout workers with
machines. The more technological change disrupts the bottom of the labour
market, the more likely a high Minimum Wage is to lead to unemployment.

Copying European style labour regulation is unlikely to do away with lousy jobs.

While so-called lousy jobs certainly exist, the deterioration in the quality of
work has been greatly overstated. There is little sign that jobs are becoming
less interesting or satisfying, or that British jobs are particularly insecure. Most
British workers in self-employment or even those on zero hour contracts are

satisfied with their arrangement
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In general, markets do a much better job than governments at compensating
workers for unpleasant or risky work. Technological change is already
automating a lot of the most monotonous and boring work. Heavy handed
labour regulation risks increasing unemployment — and almost any job is
better in terms of happiness and life satisfaction than no work.

Industrial Policy won’t bring back displaced routine jobs in manufacturing or

clerical work.

Manufacturing has been in long term decline in every major economy as
technology increases productivity and consumers choose to spend greater
proportions of their incomes on services. Over half of the fall in manufacturing
in Britain seen since 1980 is explained by customers choosing to spend less
of their income on manufactured goods, rather than any change in trade or
technology. Even if Britain could turn itself into Germany, this would still only
reverse half the decline in manufacturing employment seen since 1980.

Less flexible labour markets and regulation can slow down the process of
structural change, but often make the eventual adjustment ever worse. Trying
to defy or turn the economic tide ultimately risks hurting the underlying
competitiveness of your economy and reduces the number of people in work.
Since the mid-1990s, Anglo-Saxon countries like the US, UK and Canada have
seen lower levels of unemployment than continental economies like France,
Germany or Italy. Sweden saw almost no net job creation in the private sector
over the second half of the twentieth century, with the extra one million added
to its working-age population simply absorbed by the public sector.

Higher marginal taxes at the very top won’t help in increasing incomes at the
bottom.

Increased global tax competition is already driving down top rates of Income
Tax. Even taking into account the fall back to 45p, only Portugal has increased
its top rates of tax more than Britain since 2000. Driving away the 1% is
unlikely to be in the long term interests of growth or ordinary workers.

How do we combine growth and broad prosperity?

In the long run, the best way to increase wages, income and living standards is
to continue to improve the productivity of the economy through technology
and trade. However, disruptive growth by its very nature creates in the short
term losers as well as winners. What would a free market approach to inclusive
growth look like — how do we ensure that no worker gets left behind?

Everybody in full-time work should receive a Living Income

Some have argued that in response to widespread automation our welfare
system should move towards a Universal Basic Income, or the equivalent
Negative Income Tax. This would see everyone receive an unconditional
minimum level of income from the state, which would then be progressively
taxed away. However, we are currently a long way from a world in which
there are literally no jobs, while repeated past experience has shown that work
requirements are an essential part of getting people off welfare.

policyexchange.org.uk
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The combination of a universal basic income with work requirements is

more or less the way our current tax and welfare system is already evolving.

In the very long run, our goal should be to align the thresholds for Income

Tax, Employer National Insurance, Employee National Insurance and the work

allowance for Universal Credit.

As an intermediate step, we should aim when the economy is doing better

for everyone in full-time work to receive a Living Income, effectively

bringing an end to in-work poverty. There is no perfect definition of poverty.

However, the Minimum Income Standard (MIS) — setting out what the public

believes to be the minimum level of income necessary to achieve an ‘adequate’

standard of living — is as good a definition as any of being poor.

For a single working age adult without children the MIS / Living Income is currently

set at around £270 a week. At present, a full-time worker on the Minimum Wage

after taxes and transfers only receives around 75% of the Living Income, while
around a quarter of full-time employees are currently paid below the Living Income.

As Tim Worstall and the Adam Smith Institute has long pointed out, the

difference between the Minimum Wage and the Minimum Income Standard

/ Living Wage is almost entirely due to the taxes charged by government on

work. The most straight forward way to ensure every full time worker

earned a Living Income would be to align the Income Tax and National

Insurance thresholds at the annual equivalent of the Minimum Wage. This

would in effect convert the current Minimum Wage into a Living Income.

The Government should monitor progress towards this target, releasing annual

updates on the proportion of full time workers receiving a Living Income. In

addition, the new annual tax statements offer an opportunity to make more
visible the net impact of tax changes. Each tax statement should clearly show
not just the tax paid in that year, but also what you would have paid without
changes in tax and spending policy. Employer NICs should be grouped with

Income Tax and NICs in a single section on taxes on income.

This policy could be paid for by some combination of:

e Growing government spending from 2020 to 2025 moderately slower
than growth in the economy as a whole. Growing Total Managed
Expenditure at around 1.1% in real terms a year from 2019-20 to 2025-26
would allow the Government to afford the tax changes. This is basically
what will happen automatically if you project many of the current
policy assumptions forward from 2019-20. Allowing for the higher costs
imposed by demographic changes, this is roughly equal to protecting all
departmental spending in real terms, but not increasing it faster.

o Lower the target threshold through a more generous Universal Credit.
Alternatively we could make the Living Income cheaper by passing more
of it on through Universal Credit. The tax credit system has some key
advantages over the tax system: taking into account the income of other
household members, and inherently much more tightly focused on those
in poverty. On the other hand, Universal Credit lacks the comprehensive
nature of the tax system, and raising benefits too high risks hurting work
incentives. While tax credits mostly at present seem to go to the worker
rather than employer, there is also a risk that raising them too fast could
see businesses just cutting wages in response.

10
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e Make the policy cost neutral by adjusting other tax rates. Given that
some pessimistically believe public sector productivity fundamentally
lags behind the private sector (“Baumol Cost Disease”), maintaining the
delivery of high quality services with their budgets frozen would be an
ongoing challenge. To lower the net cost of the policy package, it would
be theoretically possible to simultaneously adjust one of the main rates of
taxation at the same time as raising the thresholds. In principle this would
still see every worker earning a Living Income, while ensuring no one in
the middle was worse off. However, it would not be our preferred option
as it would not see the same reductions to the overall cost of living.

® In a world where automation accelerates and replaces many current middle
jobs, there will be significant opportunities to improve the efficiency of public
services. Equally, even if the market benefits go disproportionately to the rich,
our progressive Income Tax system will ensure tax revenues increase even
without deliberate charges to marginal rates.

® This gives us the opportunity to pass on some of the benefits in lower tax
rates and more generous benefits, creating a Living Income for everyone in

full time work.

Offer everyone a second chance to find a new career

® If the age of a job-for-life is over, we will need to make it easier to retrain and
undertake lifelong learning. At present, the vast majority of education spending
is currently aimed at the under 25s, while most attempts at improving adult
education have not proved very successful.

©® Simply expanding the current system risks wasting money on low value
qualifications. Fortunately, the same technology that is eliminating old jobs is
also providing new forms of much cheaper and more flexible education. There
will be many people for whom online education is superior to a traditional
tertiary education. Every person in Britain should have instant, unlimited
and effectively free access to accredited online courses, enabling a true
culture of lifelong learning and allowing anybody with a computer to
retrain in a digital career.

©® However, online education will not work for everyone. A range of approaches,
trials and providers will be needed for retraining. At the age of eighteen,
every individual should be given an online lifelong learning account.
This would act as the platform, portal and clearing house for other types
of financial support including loans, vouchers, financial aid, transfers from
savings, matching funds and scholarships. The current student loan system
would be integrated into this system, and third parties would be given access
to allow trials of ideas such as adult education relocation vouchers. It could
also act as a gateway into Policy Exchange’s previously proposed MyFund
personal welfare accounts, allowing individuals to use their own savings to
fund retraining. Keeping the individual in charge of their own budget will
help to ensure that spending is only directed towards high value qualifications.

Give everyone a stake in the growth of the economy
® If automation does massively accelerate, it is possible in future that a greater
share of growth will go to the owners of capital. However, that is not

policyexchange.org.uk
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necessarily the same as saying it will only go to the rich. The Government
should aim to significantly raise the level of savings in Britain, creating
a capital owning democracy. The ownership of shares and discretionary
saving should no longer be the province of the wealthy. Everybody should
have a capital as well as labour stake in the future of our economy.
Unfortunately, most current interventions designed to increase savings are
likely to be less effective for low income households. Many people are not at
all close to the ISA limit of £15,000, while past experience shows behavioural
nudges seem to be less powerful for the poor. Matching schemes such as the
last Government’s Savings Gateway or the Child Trust Fund can have some
effect, but also run the risk of high expense and deadweight.

Prize Linked Savings accounts offer the chance to randomly win a set cash
prize alongside, or in some cases instead of, a fixed interest rate. They are
in effect a combination of a lottery and a bond. In the past, they have been
used in around 20 countries including Germany, Austria, Spain, Greece, Italy,
Sweden, Switzerland and Japan. While requiring no net government subsidy,
they have been shown to increase savings, including among low income
households.

Britain’s own Premium Bonds scheme, introduced by Harold Wilson in 1956,
has seen more than 23 million people invest over £33 bn. However, while the
general principle of making savings more fun is worth building on, there is
still a lot we could do to improve the current Premium Bonds model.

The Government should pilot a new generation of Premium Bonds,
combining a successful historical model with the latest behavioural ideas.
A range of private sector banks and potentially non-profit institutions should
be licenced to trial their own ideas for an initially limited time period,
experimenting with different defaults, levels of interest, frequency and sizes
of prizes to see what works best.

12
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Introduction

Does growth still benefit the ordinary worker?
Over the last few years, many have expressed the fear that growth is no longer

‘inclusive. While capitalism may drive ever greater riches for those at the top, they

worry it no longer acts as an engine of improved living standards for ordinary

workers and families.

They have argued that Britain faces three trends hurting middle workers:

Stagnating wages. In Britain, median wages fell 2% in real terms between
2003 and 2013, while some economists argue that real incomes for average
workers in America have been stagnant for more than forty years.

The elimination of middle jobs. Technology and trade have driven a
hollowing out of the labour market, with traditional middle blue collar
jobs more likely to be lost than those at either the top or the bottom. The
proportion of British workers employed in manufacturing peaked in the early
1970s, and has since been in long term decline, falling from 25% in 1978 to
around 8% today.’

The rise of the lousy job. Even for those who have kept their job, the quality
of work may have decreased: less autonomy, lower job security and more
unpleasant work. The number of zero hour contracts looks to have more than
doubled in the last few years, while self-employment is at its highest level in
four decades.

These fears have been significantly heightened by the coming together of

several short term shocks in the 2000s:

Low growth. Most fundamentally, the financial crisis dealt the economy a
blow worth 16% of expected GDP* leading to years of stagnating productivity
and pay.

Unsustainable public finances. The 60% increase in real spending on public
services between 1997 and 2010 proved unsustainable in the event of a
downturn. The resulting 8.8% of GDP hole in the public finances led to a
decade of spending restraint, benefit cuts and tax rises.’

An insecure jobs market. Unemployment peaked in Britain at 8.5% in late
2011.°While this was much lower than some had feared, part of the price of a
more flexible workforce were cutbacks in non-wage compensation, increased
levels of zero hour contracts or self-employment, and greater worries over

job security.

1 ONS, Annual Survey of Hours

and Earnings 2013

2 David Cay Johnston, Income
Inequality: 1 inch to 5 miles,

David Cay Johnston

3 ONS, Workforce Jobs by

Industry, SIC2007

4 Author calculation of the
difference between outturn
real GDP in 2013 and real GDP
following the 1992-2007 trend

5 OBR, Public finances databank,

OBR, December 2014

6 ONS, Unemployment Rate

17+, MGSX
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7 IMF, World Economic Outlook,
October 2014

8 Jodo Paulo Pessoa and John
Van Reenen, Decoupling of Wage
Growth and Productivity Growth?
Myth and Reality, Resolution
Foundation, 2012

9 ONS, Equivalised household
disposable income, 1977-
2012/12, UK (2012/13 prices)

10 Author calculation from ONS,
Patterns of Pay, 1997 — 2013 ASHE
Results, 2014

11 ONS, Equivalised disposable
household income, 1977-
2012/13, UK (2012/13 prices)

12 Author calculation from OECD,
Quarterly National Accounts
dataset

13 Author chlculation from

Jo@o Paulo Pessoa and John Van
Reenen, Decoupling of Wage
Growth and Productivity Growth?
Myth and Reality, Resolution
Foundation, 2012

14 CBO, The Distribution of
Household Income and Federal
Taxes, 2011, November 2014

©® The global commodity crunch. A global crunch in commodity prices saw

world food prices more than double between 2000 and 2014, and energy
prices go up 256%.’

The ageing population. Employers were forced to divert an increasing
amount of compensation away from the pay packet visible to their workers.
Between 1999 and 2007, wages and salaries grew 47%, while contributions
to Employers’ National Insurance grew 67% and contributions to pension
schemes grew 98%."

The good news is that once you look past these short term shocks the majority

of the fears over inclusive growth have been vastly overstated:

©® Average living standards have not decoupled from growth. Once you look

back beyond the short term impact of the financial crisis and the world
commodities bubble — both of which are now reversing — living standards
have continued to grow strongly in Britain at every level of the income
distribution. The bottom 20% has seen its real disposable income increase
86% between 1977 and 2013.°

Some have pointed to the slowdown in wage growth in the five years
before the financial crisis, and argued that this could point to a fundamental
decoupling between growth and ordinary wages. Adjusted by RPI inflation,
real median full-time wages were completely flat from 2002 to 2007, whereas
they grew by 9% from 1997 to 2002. Adjusted by CPI inflation, however,
median wages continued to grow by 7% from 1997 to 2002.'° Similarly, real
household disposable income of the middle quintile grew by 6% between
2002-3 and 2007-8.""

While median wages didn'’t stagnate, it is true that their growth slowed
down substantially from around the middle of the last decade. One reason
for this was that the past growth had been unsustainable: wages had been
growing faster than labour productivity, part of the counter cyclical long
recovery from the recession of the early 1990s. Even more important was the
growing proportion of total compensation going to pensions or taxes, with
the wage share of employee compensation falling from 87% in 2001 to 83%
in 2007."* Between 2000 and 2007, these increased non-wage costs played
more than twice as important a role as inequality in explaining the growth of
the gap between wages and growth."?

Even in America, the level of wage and income stagnation has been vastly
overrated: on the CBO’s numbers, between 1979 and 2007 median household
income before taxes and transfer increased by at least 26%.'* (Many of the
most dramatic estimates seemingly showing long term stagnation fail to adjust
properly for inflation, changing family structures or the greater proportion of
retired workers).

Furthermore, incomes by themselves underestimate improvements in living
standards. Even if they were numerically richer, few people would want to go
back to 1970s computers, medicine or crime levels.
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Figure 1: Increase in real household disposable income
between 1977 and 2012-13 (ONS)
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©® Most measures of inequality have been flat for twenty years. While the
economic revolution of the 1970s and 1980s was a good thing overall, it
also indisputably led to an increase in inequality and higher numbers of
unemployed workers.
By the mid-1990s, however, most of these trends had levelled off or started
to fall. Neither the most common measures of inequality nor the incidence of
low pay show significant increases since then.

Figure 2: Inequality in Great Britain (before housing costs, after
tax and transfers, IFS)
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©® There is little evidence of a long term deterioration in the quality of work,
even for those at the bottom. While this is hard to measure, most indexes of
work quality show little deterioration before the arrival of the financial crisis.
Zero-hour contracts only make up very small parts of the labour market.
Much of the rise in self-employment comes from a more entrepreneurial
workforce and older workers choosing to continue working part time. While
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15 Alan Tovey, Ten million jobs at
risk from advancing technology,
The Telegraph, 10 November
2014

the pleasantness of jobs is undoubtedly very unequally distributed — perhaps
even more so than income — it is not clear that this is growing worse.

However, while these trends may have been overhyped, that does not mean

there are not real concerns over some recent trends in the labour market:

©® The 1%. Some measures of inequality have continued to rise: most notably, the share

of income going to the top 1%. On Thomas Piketty’s numbers, between 1980 and
2010, the 1% saw their share of British income rise from 6.7% to 14.7%.

Slow wage growth. While overall American incomes may not have literally
stagnated, growth in male earnings at the bottom has been very slow —only
really rising strongly in the 1990s.

Figure 3: Real US median male earnings (CBO, CPS Data,
2007 dollars)
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Rise of the Robots. Many worry that we are on the verge of a new revolution
of Al and automation, which would see even more drastic shifts than in the
1980s. Estimates by Frey and Osborne (2013) suggest that 47% of US jobs are
at risk of being automated, and ten million jobs in the UK.'®

There is no perfect definition of ‘Inclusive Growth’. However, a reasonable

working definition might be:

©® Nobody who works a full time job should be in poverty. This doesn’t just

mean they aren’t literally starving, but that they achieve a respectable standard
of living.

Everyone who wants to work should be able to find a job. If your old career
is lost to technological change or trade, you should be able to find a new line
of work.

As long as the economy is growing, everyone should at least partially share in
the benefits, and see their income grow in real terms.

In this paper, we look at four big questions:

16 | policyexchange.org.uk



Introduction

What caused the changes to ordinary wages, employment, and inequality? Is
it the result of exploitative Anglo-American capitalism, or deeper shifts in the
structure of the economy?

How likely is it that we are about to see a new wave of middle job losses and
structural unemployment as automation accelerates?

Do these changes mean that we need a new era of government intervention
in labour markets?

What would a free market approach to inclusive growth look like — creating
an economy that is both efficient but fair?

policyexchange.org.uk | 17
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2

Skills, Substitution and Superstars

Why have those at the top seen faster growth in their incomes?
There have been four main factors behind the changes in the pattern of jobs,
wages and income in the British economy:

The higher productivity of British workers.

[ ]
© The changing types of jobs available in the economy.
©® Reforms to the tax and benefit system.

o

The increasing importance of human capital.

Productivity

In a competitive economy, each worker’s compensation will be determined by
their productivity — that is, the value they create for their employer and ultimately
the customer.

Try to pay them less than this and other employers will tempt them away
with higher wages. Force the company to pay more and the job will ultimately
disappear as the company can no longer afford to operate.

In the real world, there are no perfectly competitive markets. Nevertheless,
the simple demand and supply model of the labour market remains the best
rough rule of thumb for the long term evolution of the labour market. There
is an extraordinarily close relationship between productivity and employee

compensation when compared across time, region or industry.'®

Figure 4: Changes in productivity per employee against
compensation per employee (ONS)
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* The water supply, sewerate and waste management industry has been excluded as an outlier
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In recent years, many have worried that this connection between increases in
productivity and pay no longer holds — that there has been a ‘decoupling’ between
wages and growth in both the UK and US. However, this turns out to be mostly
a statistical illusion: once you adjust for different rates of inflation and a higher
proportion of compensation going to pensions or healthcare, the gap largely

disappears. '’

Figure 5: Productivity and pay (2010 = 100, ONS)
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If employers were really exploiting their workers and not paying them their
tull worth, you would expect to see a decrease in labour’s share of GDP — but this
has been roughly flat in the UK since at least the 1990s. Equally, when you adjust
the US data for income that goes to neither workers nor business owners, such as
depreciation, it is not clear that there is any real downward trend there either.'®

Figure 6: UK labour share (% GDP, total economy database)
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In short, while it is true that median wages have risen slower than those at
the top — for reasons we will be exploring later on — there is no sign of some
fundamental breakdown of the relationship between productivity and pay.
Changes to the productivity of the economy are ultimately more important than
changes to Minimum Wages or trade unions or corporate governance.

17 Jodo Paulo Pessoa and John
Van Reenen, Decoupling of Wage
Growth and Productivity Growth?
Myth and Reality, Resolution
Foundation, 2012

18 Scott Winship, Workers Get
The Same Slice of the Pie As
They Always Have, Forbes, 16th
December 2014
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Productivity across the western world slowed in the mid-1970s — a major
factor behind the slow growth of median American wages ever since. If the US
economy had continued its 1950-70 trend, productivity per worker in 2007
would have been 47% higher than it actually was.!” American households are
among the richest in the world, but being at the forefront of developments in the
world economy gave them less room for rapid improvement.

Figure 7: US annual earnings of men and women
(CBO, CPS Data, 2007 dollars)
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In Britain, however, we have enjoyed several decades of fast catch-up growth
in productivity as we put past mistakes behind us. In 1970, British workers
were 35% less productive than American workers, but by 2007 they had halved
this gap to 17%. This helped ensure rapid growth at every level of the wage
distribution.

Figure 8: Real hourly earnings (excluding overtime) growth, full
and part-time employees, percentiles, 1975-2013 (ONS)
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The fact that a substantial gap still exists implies that there is still room for
Britain to undertake further catch-up growth, and for British workers to see their

19 Author calculation from wages rise faster than those in America. If Britain could regain the average rate
Total Economy Database, The

Conference Board
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of catch-up it saw before the financial crisis, it would take around 50 years to
catch-up with America.*

Figure 9: UK labour productivity as % of US
(GDP per person employed, TED)
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On the other hand, British catch-up seemed to stagnate from around 1997.
Why this happened is less easy to say. This period also saw a significant increase in
low-skilled immigration, which could have dragged down both productivity and
the median. However, it is striking that this period the catch-up on the supply side
of the UK economy ended as measured by independent measures of economic
freedom.

Figure 10: Economic freedom of the world (Fraser Institute)
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Given that the UK and the US now have roughly equal scores, a more
pessimistic interpretation would be that Britain is unlikely to see much further
improvement. Many other economies such as Germany or Japan have enjoyed
decades of rapid catch-up only to stall a long way before fully matching the US.

20 Author calculation from

Total Economy Database,

The Conference Board. This
calculation assumes that all the
damage from the financial crisis
proves permanent, but even in
the best case scenario where
the economy rebounds onto its
long term trend, it would sill take
around 25 years to catch-up.
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If the era of catch-up growth is truly over, it is possible that lower and middle
workers could see similar patterns to American workers in future without the
general boost of catch-up growth.

Hollowing Out
If you look at the change in the types of jobs in the economy over the last few
decades, a striking pattern emerges. The twenty years between 1979 and 1999
saw a roughly 400% increase in the number of care assistants and software
engineers and a near complete elimination of manufacturing jobs such as boring
& drill machine setters (a 94% fall), face-trained coal miners (a 93% fall) and
grinding machine setters (86%).*' In other words, we have more of the jobs at
the top and the bottom, but less in the middle. After ranking jobs by their median
wage in 1979 from lowest to highest, Goos and Manning (2003) found that the
bottom and top two deciles of jobs saw growth in their employment share. The
middle sixty percent, however, saw big falls. They described this as a polarisation
into ‘lousy and lovely jobs.’*

Similar patterns have been found in other time periods, using longitudinal as
well as cross-sectional data, and in both the US and across the vast majority of
Europe.?

Figure 11: Labour market polarisation (Goos and Manning)
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This disappearance of middle jobs — often called the ‘hollowing out’ or
polarisation of the labour market — is usually blamed on ‘skill biased technological
change’ (SBTC). Economists spoke of a race between technology and education,
with governments struggling to up-skill their workforce faster than technology
could deprecate old jobs. For much of the late nineteenth and early twentieth
Century, technology amplified the productivity of middle workers. You did not
need a degree to work on Henry Ford's production line or in a corporation's
typing pool.

With the decline of manufacturing and the rise of computers, the equation
became more complicated. New technology can be both a complement and
a substitute to workers — simultaneously making them more productive and

22 | policyexchange.org.uk
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replacing elements of their old jobs. Under SBTC, it is argued that for educated
workers the former effect dominates, for the middle the latter, and the bottom
has seen little change either way. For example, it has never been easier to build a
sophisticated financial model; the cash machine has replaced much of the work
of a bank teller; computers have had basically no effect on working behind a bar.

In recent years, SBTC has been further refined to the notion of 'task biased
technological change'.?* William Nordhaus estimates that between 1900 and
2005 the amount of computational
power per hour worked increased by
10,000,000,000,000,000 times*® —and
what computers are best at is executing
algorithms. First A, then B, then C.

Routine tasks, whether physical or
automated, could easily be automated,
while jobs that required either creativity, demand for skilled labour
social interaction or dexterous and
non-predictable physical interaction stayed put. Michaels, Natraj and Van Reenen
(2010) found that the industries with the greatest growth in ICT intensity also
saw strong increases in demand for highly educated workers and falls for middle
workers. The bottom was largely unaffected.?® Similarly, Bisello (2013), using
evidence from the UK Skills Survey find that routine middle-paying jobs, both
manual and non-manual, have seen significant falls in their share of employment.*

Alongside the IT revolution, the other major shift to the world economy in
recent decades has been the acceleration of globalisation, and in particular the
emergence of a huge new supply of low wage labour in China.

For the most part, labour economists believe that technology has played a
bigger role in changes to jobs and wages than trade. The increased demand for
skilled workers has been seen across nearly all industries and countries, both
developed and developing; changes in trade patterns seem too small to explain
what was happening to wage inequality; changes in ICT or R&D show a much
better correlation with the increase in demand for skilled workers than trade
openness.

However, what is now becoming more plausible is that trade acts as a catalyst
to faster technological improvement, which in turn tends to increase automation
and the demand for skilled labour. Bloom, Draca and Van Reenen (2011) find
a strong correlation between industries that were most confronted by Chinese
competition and technological changes, such as furniture, textiles, clothing and
toys. They estimate that China is responsible for around 15% of the technological
upgrades in Europe between 2000 and 2007.%

Is the automation and outsourcing of old jobs, then — substitution, in other
words — the main reason for changes in the labour market?

This seems to be the best explanation for the massive increases in those on
out-of-work benefits that corresponded with the UK’s transition away from a
manufacturing economy. At the beginning of the 1980s, there were around one
million people receiving the key out-of-work benefits, with very roughly around
half on Unemployment Benefit and half on Invalidity Benefit. By the latter half
of the 1980s unemployment started to rapidly fall, but the numbers of Invalidity
Benefit claimants continued to grow.

is that trade acts as a catalyst to faster

tends to increase automation and the

What is now becoming more plausible

technological improvement, which in turn
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Figure 12: Regional relationship between male inactivity and
manufacturing (1981 Census, Labour Force Survey)
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From around the mid-1990s, a new agenda of welfare reform and the
introduction of active labour market policies at least stemmed the flow.”

In Britain, Invalidity Benefit was replaced by the more restrictive Incapacity
Benefit in 1995, Unemployment Benefit by Jobseekers’ Allowance in 1996, and
the New Deal workfare scheme introduced in 2008. The combination of these
programmes at least stopping caseloads from increasing further — after a pause
from 1993 to 1997, manufacturing started to shrink rapidly again as a proportion
of the workforce — but they did relatively little to shrink the number back down
again.

Figure 13: Benefit caseloads (thousands)
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While substitution seems a good explanation for increases in long term
unemployment, it is much less clear how well it does at explaining changes in
wages.

24
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For one thing, while study after study finds the same U-shaped hollowing
out of types of jobs, this does not seem to translate into a corresponding
‘hollowing out’ of wages. As McIntosh (2013) reports in a literature review
for the Department of Business, Innovation and Skills, “there is no evidence
of a hollowing-out on the wage distribution.” Wage inequality has increased —
but the middle has still done better than the bottom. (In the 1990s, McIntosh
points out, the middle saw faster growth in real wages than the rest of the wage
distribution).

While many of the old middle jobs are going away, new middle jobs are
being created in their place — often less routine, more interesting and better
paid. Previously low skilled jobs are being given more responsibility, while high
skilled jobs are put into the reach of intermediate workers through technological
changes.

What happens to workers displaced from old, routine occupations? Some have
argued that there is a ‘bumping down’ effect in which displaced middle workers
move down a rung into low skilled jobs, reducing the wages of those below them.

This, however, seems too negative. We only have relatively limited longitudinal
evidence on displaced workers in the UK, but it seems that they migrate to
positions both up and down the wage distribution.*

If you look at the population as a whole, the situation is even more positive. The
number of workers born in the UK in low skilled jobs has fallen by 1.1 million
between 1997 and 2013, while the number of high skilled jobs has increased by
2 million. The overall number of low skilled jobs has stayed roughly constant, but
the difference has been filled by a greater number of lower skilled immigrants,
who in turn are presumably seeing significant wage growth from their native
country.*!

While technology and trade have eliminated some jobs, they have also
made workers in other careers far more productive. If you create a product
that can be scaled by digital technology — say an idea, a financial product, a
software algorithm or a film — the digital world makes it easier to multiply
your impact.

The last forty years have been a good time to be a highly skilled worker.
One way to estimate this is to use university graduation as a proxy for
highly skilled workers. Despite the massive increases in student numbers, the
premium earned by graduates still remains healthy — BIS estimates that over
their working life a male graduate will earn £168,000 more than someone
with just 2 A-Levels, and a female graduate an ever bigger £252,000.%
Graduates are in effect in a different labour market than non-graduates:
they enjoy better employment rates (87% compared to 69.5%), half the
unemployment rate (3.5% compared to 7.4%), and median salaries 50%
higher (£31,000 compared to £22,000). The trends are still more evident
if you compare postgraduates who enjoy an 87.1% employment rate, 2.5%
unemployment and £40,000 median salaries.??

While the rise in long term unemployment largely came to a stop in the
mid-1990s, the rise in the wage premium has shown little sign of stopping.
One way of looking at this, the ratio between the 90th percentile of the wage
distribution and average earnings — the 90:50 ratio — has steadily crept up. In

terms of market wages, the top 10% are continuing to pull away.
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Figure 14: Ninety-fifty ratios (ONS, IFS)
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Market wages, however, aren’t everything. If you instead look at the 90:50 ratio of
household disposable income it has been basically been flat, if not in decline. Why?

Tax and Transfers
Growth helps ordinary workers not only through wages, but also the increased
revenue it provides to governments for more generous welfare transfers.

What really matters to the living standards of households is their final incomes:
the level of income they recieve once you have taken into account employment
status, wages, taxes, welfare transfers, and other sources of income such as
savings. The ratio between the richest quintile and the bottom for original income
is a massive 14.7 times — once you take into account benefits and taxes it falls by
three quarters to a more manageable 3.8.%*

The fall in the unemployment rate which started in 1993 helped ensure market
inequality stayed flat, while the impact of the tax and transfer system further
lowered inequality.

Figure 15: Inequality in the UK before and after taxes and
transfers (ONS)
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Overall, the ONS estimates that between 1980 and 2010 the tax system
had largely a neutral effect on inequality: direct taxes like Income Tax reduced
inequality by 3 percentage points, but this was cancelled out by indirect taxes
such as VAT, which increased it 4 percentage points. Most of the reduction in
inequality instead came from cash benefits which reduced inequality by 15
percentage points.**

Box A: Is it the employer or employee who gains from changes
to taxes and transfers?

Any change to the tax, transfers or regulation ultimately has to be paid for by either
consumers, employers or employees — but it is far from always obvious who gains and
who loses out.

The legal incidence can easily differ from the economic incidence. Whether we
choose to label something an employee or employer tax — or equally a subsidy for
‘wages’ or for ‘hiring’ — is basically irrelevant in the long run to who ends up actually
getting the money.

Most economists believe that, despite the name, Employer’s National Insurance is
largely paid for by the employee rather than the employer. Around two thirds of any
cut would get passed onto the workers.?® But you would also expect around the same
effect to a similar change in Income Tax or Employee National Insurance contributions
— workers would only gain around two thirds of the benefit.

Alternatively, others have argued that tax credits are captured by employers lowering
wages. Rothstein (2008), for example, found that low-skill single mothers in the US only
kept $0.70 of extra additional dollar of the Earned Income Tax Credit, while the increase
in supply actually drove down non-eligible wages by $0.43.3’Azmat (2009) found similar
effects from the Working Families’ Tax Credit in the UK.3® By contrast, the Resolution
Foundation (2012) found no evidence that tax credits had supressed the wages of low
paid workers.

Ultimately, given the many uncertainties involved, it is impossible to perfectly
estimate the incidence of changes to labour taxes and benefits. In general, the more
elastic the demand for low paid workers and the more inelastic the supply, the more tax
cuts and higher benefits will be passed onto the workers themselves. In other words,
the more effective your welfare system is at ensuring everyone who can do so works,

the more tax cuts will get passed onto the workers.

In the future, the combined tax and transfer system is likely to continue to play
a key role in sharing the benefits of growth. Most people don'’t realise that ‘Anglo-
Saxon’ economies such as the US, UK, Canada and Australia, while they might
spend less overall on benefits, are some of the most efficient at targeting their
benefits at the poorest. According to the OECD, “The distribution of cash benefits
for the entire population is most progressive, by a wide margin, in Australia,
followed by New Zealand, Denmark, the United Kingdom, Finland and Ireland...
taxation is most progressively distributed in the United States. After the United
States, the distribution of taxation tends to be most progressive in the English-
speaking countries — Ireland, Australia, the United Kingdom, New Zealand and
Canada — together with Italy, followed by the Netherlands, the Czech Republic
and Germany.”*°
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Figure 16: Progressivity of working age benefits and taxes
(OECD, 2008)

More progressive (benefits) More progressive (taxes)

0.2 0.4 0.6

Australia
Austria

Belgium

Canada

Czech Republic

Denmark

Finland
France

Germany
Greecel

Hungary
Iceland

Ireland

1

| —

-
Italy
Japan
Korea
Luxembourg

e ——

e

-

-

Mexico

Netherlands
New Zealand

Norway
Poland
Portugal

Slovak Republic
Spain

Sweden

Switzerland
Turkey

United Kingdom
United States
OECD-24

W Cash Benefits M Tax

Despite all the fears that higher income inequality will hurt average households,
once you take into account taxes and transfers, the median household in the US,
UK, Canada or Australia is doing pretty well. On the other hand, ‘Anglo-Saxon’
economies are doing a proportionally less good job at boosting those at the very
bottom.

In short, from around the 1970s to the mid-1990s there was a one off shock
to the rate of productivity growth and the structure of the workforce worldwide,
which in turn caused a rise in unemployment and inequality.

From the mid-1990s to the arrival of the financial crisis, the combination
of faster productivity growth, welfare reform and more generous cash benefits
ensured that overall inequality did not increase.

But while this story explains the majority of the labour market, it misses out on
one trend that has been dominating much of the concern over inequality recently:
the rise of the 1%.
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Figure 17: Equivalised disposable household income in 2004
(52011, Scott Winship, LIS)
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Since around the early 1980s, the top 1% as ranked by income have seen their incomes
grow much faster than the rest of us.The top 0.5th percentile are doing better than the
rest of the 1%, and the top 0.1% significantly better than them again. While we don’t
have the data for the UK, in the US it seems that the top 0.01% percentile are seeing
their incomes and wealth grow still faster yet again. In other words, it is not just the
infamous 1% that have pulled ahead of the 99%, but the 1% of the 1%.

Figure 18: Average incomes in the UK (2010 pounds, top incomes
database)
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The rise of the 1% is not just an American and British phenomenon. Over
the last twenty years or so, we have seen rises in the income share of the 1% in
Australia, Canada, Finland, Ireland, Korea, Norway, Portugal, Singapore, Sweden,
and Switzerland.*!

On the hand, some of these rises have been much more drastic than others. The
US has seen the share of its 1% increase from 7.8% in 1970 to 19.3% in 2012,
while New Zealand has seen a much smaller rise from 6.6% in 1970 to 8.1% in
2011.The share of the 1% has remained basically flat in France and Germany.**

So, what is causing these changes? Why does it seem to be biting more in some
places than others?

Some of the most common explanations for the rise of the 1% are:

©® The rise doesn’t exist, and is the result of a statistical illusion. At the very
top of the income distribution, the distinction between labour income from
wages and capital income from investment often muddies. Capital income in
turn is both harder to accrue to the right time, and in practice to measure.
The Piketty-Saez data on which the above estimates of the 1%’s share are based
come largely from tax return data, but this excludes much of the wealth of
ordinary families such as their ISA, pension or house which is often untaxed.*
Furthermore, income only counts as capital gains when the asset is sold, and
even then the income is treated as if it was all gained in a single year rather
than only the lifetime of the asset. Richard Burkhauser, Philip Armour and Jeff
Larrimore (2013) argue that once you attempt to properly accrue capital gains
from both held and realised assets, the income of the top 5% seems to decline
by 5-25% between 1989 and 2007.* Furthermore, changes in tax law can
cause the way income is reported to shift, or a rush towards realising gains
creating a spike. The worldwide move to lower top rates in the 1980s has seen
more income show up on tax returns.

Getting perfect numbers on the incomes of those at the very top is difficult
given their small numbers, their high proportion of capital like income and
perhaps the sophistication of their accountants,. Differences in assumptions
show different trends. Nevertheless, while it may have been overstated, given
the wide variety of different sources we have, the balance of evidence is still
that there has been some increase in income concentration at the top.

©® The rise is the result of the unleashing of the City in the 1980s. The rise in
the income share of the top 10% seems to really take off in the mid-1980s,
around the same time as the ‘Big Bang’ deregulation of financial services which
catalysed the City’s take off. Bell and Van Reenen (2010) find that 60% of the rise
in the income share in both the top 10% and top 1% between 1998 and 2007
went to workers in the financial sector, largely as a result of higher bonuses.**

That bankers pay accelerated faster than the rest of the economy is not
surprising: Bell and Van Reenen also calculate that between 1995 and 2007
the industry saw a 156% rise in labour productivity, compared to 65% for the
economy. Some have argued that this increase wasn’t real — that finance was
largely acting as a parasite on the economy, making excess returns through
one way bets backed by government guarantees of too-big-to-fail. Even if
this cynical conclusion was true however, it would represent a fairly localised
problem with a specific industry than a problem across the economy as a whole.
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However, it seems more likely that the dominance of finance in the UK’s
top 1% is as much a reflection of finance’s dominance of the UK economy as
a whole than the deep cause itself. While less drastic, other British industries
such as Business Services or Health have seen increases in the share of income
going to the top. One estimate suggested that just 13% of the top 1% in
America belonged to financial industries.*® The strength of financial services
in London and New York is certainly one reason why they have seen the most
dramatic increases in the share of the 1% — but it is not the only reason.
Poor corporate governance and fat cat managers have led to a capture
of executive compensation. In his recent bestseller, Thomas Piketty argued
that the lowering of tax rates in the US and UK catalysed the rise of the
‘supermanager’ in Anglo-Saxon economies. Without the “protective barrier
[against] mischief” of ultra-high marginal tax rates, corporate executives are
incentivised into gaming executive compensation in their own interest.*

There is undoubtedly room for improvement in corporate governance
in public companies, but mathematically excessive executive compensation
doesn’t seem able to explain more than a very small proportion of the
magnitude of the rise of incomes at the top. Jim Manzi calculates that out of
the 150,000 people who make up the top 0.1% in America, very conservatively
estimated, just 27% could be described as a top manager in a public company
— and this proportion has been shrinking in recent decades.*® By contrast,
repeated other studies have found that senior management pay is strongly
related to corporate performance.* It seems unlikely to be a coincidence that
between 1980 and 2003 both the pay of American CEOs and the capitalisation
of large companies increased by a factor of six.*°
There has been a cultural change in favour of greed or inequality or
meritocracy. Even after the recent rises in executive compensation, CEOs
arguably are still underpaid from a strict market perspective. The difference
between a good and bad leader can be worth millions if not billions of
pounds — but then this has always been true for the largest companies. Perhaps
what really changed in the 1980s was a gradual loosening up of social norms
that previously shamed bosses from claiming too great a multiple over their
workforce. In the “greed is good” era by contrast, highly skilled individuals
were no longer afraid of asking for what they thought they were worth.

Cultural changes are inherently difficult to test, making this a difficult
proposition to either falsify or confirm. For what it is worth, data from the
British Social Attitudes survey seems to show little evidence that those at the top
have become hard core followers of Ayn Rand. From 1987 to 1995, the percent
of the professional / managerial class who believe that the income gap was “too
large” actually increased from 76% to 88% — before falling back to 77% by
2007 .5 If you look at the some of the most iconic super-rich such as Bill Gates,
Warren Buffett or Mark Zuckerberg, they have all pledged to give at least half
of their wealth away to philanthropic causes. It is hard, albeit not impossible, to
square this with their wealth coming from greater greed and aggression.

All four of the above factors — tax changes, the rise of finance, corporate
governance, cultural shifts — probably played some part both in the rise of the 1%

and in explaining why it has shown up most strongly in the US and UK.
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However, the most convincing argument for the rise of the 1% across a wide
variety of industries and countries is that we are now seeing an increasingly
global market for superstars. In an increasingly global and digital market, a
power law for talent continues right up to the top of the income distribution —
just as it does for companies.
Increasingly, being second best in a market does not mean just slightly lower,
but often an order of magnitude lower profits and market share than the market
leader. As venture capitalist Peter Thiel
The most convincing argument for the rise  argues, the best investment in any tech

portfolio is likely to be worth more
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of the 1% across a wide variety of industries than the rest put together. The 12 largest

and countries is that we are now seeing an tech companies are together worth
. . over 2 trillion, more than every other
increasingly global market for superstars tech company combined.® Digital
economies are creating increasing
returns to scale and network effects: there is only one Google or Amazon or
Facebook or Twitter. The ratio between the 90th percentile and the 50th percentile
in market cap for FTSE 350 companies is around nine times, and there is a further
four and half ratio between the 90th and 99th percentile.

There seems no reason why you would not see the same trends in the labour
market — and indeed we do. Kaplan and Rauh (2013) report that it is not just
executives at public companies who have seen increases in pay at the top, but also
executives in private companies, hedge fund managers, lawyers, and professional
athletes.”

In the 1950s, the best-selling author of all time Agatha Christie was estimated
to be earning around £100,000 a year,”* while a star like Humphrey Bogart
enjoyed $300,000 for a picture.’® Today Harry Potter made J K Rowling a dollar
billionaire,*® while Robert Downey Jr enjoyed $75 million for his work last year.*”
Since the abolition of the maximum wage in 1961, top footballers have seen their
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Even if superstar effects explain much of the rise of the 1%, why has this been
so much dramatic in the Anglo-Saxon economies than elsewhere? Why did this
start to take off only in the mid-1980s?

As key global hubs of the financial, creative and digital sectors — the homes of
London and New York — it is perhaps not surprising that the UK and the US have
seen stronger superstar effects than elsewhere. On timing, the 1980s saw not only
the lowering in tax rates, but also a step change in the digital revolution.

But a further factor is likely that the Anglo-Saxon economies were ahead of
Continental Europe in linking executive compensation to company performance.
Before 1980, there was little correlation between the compensation of the highest
paid executives and stock performance at the fifty largest firms — afterwards they
are nearly perfectly linked. Stocks and stock options grew from a small percentage
of total executive compensation in the 1970s to 26% for the largest 50 corporations
in the 1980s, 47% in the 1990s and then 60% by 2000-2005. By contrast, as late
as 2008 just 19% of the compensation of European executives came in stocks.*

Does the rise of the 1% matter?

To summarise, the changes in the wage distribution we have seen have primarily
been the results of greater returns to skills, substitution of routine and traditionally
middle jobs, and the inexorable rise of the global superstar.

These changes have been seen in nearly every developed country, suggesting
they are the result of deep structural forces. It is difficult to see how they can
be explained by greater greed or broken corporate governance or deregulation.
Given their more flexible labour markets and long run comparative advantage in
services it is not surprising that these trends struck the Anglo-Saxon countries
first and hardest, but every country will have contend with them at some point.

Fortunately, in terms of its impact on the ordinary worker, the rise of the
1% is relatively harmless. There is little evidence, as many worry, that superstars
are having a corrupting influence on democracy. Most studies on the impact of
money on politics finds that it has little effect.®

Others argue that higher inequality slows growth and hence the living standard
of ordinary workers — but both the theoretical models and empirical evidence
behind this remain ambiguous. Much of the literature, such as a widely quoted
2011 IMF paper, fails to distinguish between the very different experiences of
developed and developing countries.®!

Neither is it necessarily true that increases in the incomes of the 1% come at
the expense of the ordinary families, or that this is a zero sum game. Countries
with higher inequality can also see higher levels of growth, employment and
transfers.

If you look at the median income data, British workers have been doing better
than most in the growth of their living standards. While cross country comparisons
are difficult due to the large number of other factors involved, there is a small
positive correlation in advanced economies between increases in the share of the
1% and improvements in the efficiency of the economy (TFP) between 1980 and
2007 (R2 = 0.19).°* More broadly, the Manhattan Institute’s Scott Winship has
found that in developed countries market inequality is essentially uncorrelated
with living standards, with higher inequality countries if anything tending to
have higher living standards.®*

59 Yvan Allaire, Milhaela Firsirotu
and Frangois Dauphin, Inequality
and executive compensation:
Why Thomas Piketty is Wrong,
Institute for governance of private
and public organizations, 2014

60 Stephen Ansolabehere, John
M. de Figueiredo and James

M. Snyder, Jr., Are Campaign
Contributions Investment in the
Political Marketplace or Individual
Consumption? Or “Why Is There
So Little Money in Politics?”, 2002

61 Scott Winship, Overstating
the Costs of Inequality, National
Affairs, Number 15, Spring 2013

62 Author calculation from World
Top Incomes Database and Penn
World Tables

63 Scott Winship, Inequality
Does Not Reduce Prosperity:
A Compilation of the Evidence
Across Countries, Manhattan
Institute, 2014

policyexchange.org.uk | 33



No Worker Left Behind

64 Lane Kenworthy, Has Rising

Inequality Reduced Middle-Class
Income Growth?, 2013

Figure 20: Median equivalised net income (Euros, Eurostat)
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Using the data from the Luxembourg Income Studies for thirteen major
countries since the late 1970s, Lane Kenworthy finds that there is essentially no
relationship between the increase in the 1% share and changes in median living
standards.®* The faster increase in the share of the 1% is overshadowed by quicker
growth and more generous welfare transfers.

Figure 21: Relationship between changes in real disposable
income and increase in top 1% share (Lane Kenworthy;, LIS)
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While the rise of the 1% is at worst harmless to the ordinary worker, the first
two trends, skills and substitution, are potentially more serious.

As long as the economy only gradually evolves, seeking higher levels of skills
and substituting for old routine jobs, our education, welfare and tax systems will
probably be able to cope: training up the workplace, finding the unemployed new
work and moderately redistributing income.

The real question is whether we are about to enter a new era where hollowing
out accelerates again.

34
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Will a new era of technological advances put an end to
middle jobs?

Over the vast majority of human experience, wages were essentially static — a
relationship so stable that classical economists talked of the ‘iron law of wages’
preventing them from rising much above subsistence levels. Even after the arrival
of the Industrial Revolution and modern economic growth, under one plausible
reading of the data there was a thirty years pause before wages started to grow.®®

Many worry that we are now on the verge of a second Industrial Revolution.
Just as machines then replaced human manpower, future Als threaten to replace
mindpower. In the long run, this is likely to offer up a quantum leap in living
standards; in the short run, there may be a harsh transition as old forms of
employment become deprecated.

On the other hand, there have been false dawns before. Back in 1956, the
inventors of the term ‘artificial intelligence” — and significant contributors to the
modern computer age — believed that a two month, 10 man study would be
enough to make significant advances on how to make, “Machines use language,
form abstraction and concepts, solve kinds of problems now reserved for humans,
and improve themselves.” (At the time, the most powerful supercomputer
could perform around 40,000 floating-point-operations a second — that’s about
0.00001% as powerful as the latest iPhone). Even Alan Turing believed that we
would see a 30% pass rate on his famous “Turing Test’ by the year 2000.¢¢

We can demarcate three broad scenarios of what might happen in the future:

Scenario 1: Rise of the robots
“For almost 60 years, Al researchers have predicted that Al is right around
the corner, yet until a few years ago it seemed as stuck in the future as ever,”
admits Kevin Kelly, in a recent article for Wired — but this time really is different:
“Three recent breakthroughs have unleashed the long-awaited arrival of artificial
intelligence: Cheap parallel computation... Big Data... Better algorithms.”®’
Others point to the development of machine perception finally starting to work,
allowing the application of previously developed algorithms and the power of big
computing to real world data.®®

If this continues, we could see radical improvements in Al, communications
and robotics allowing the automation of the overwhelming majority of middle
and bottom jobs. Self-driving cars would replace taxi drivers, flying drones take
over for soldiers, and algorithms do the work of bureaucrats. It would be cheaper
(and safer) than ever before for the poor and vulnerable to play or travel or afford
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a comfortable standard of living, but much harder to find a well-paid, high
quality job.

By the year 2050, a recent survey of the world’s leading AI experts concluded,
we will most likely have a human level intelligence.®® In general, the best estimate
for a 50% chance of a human-level Al ranges from 2035 to 2050.7°

Of course, an artificial intelligence doesn’t have to be as smart as a human to
still be awfully tempting to an employer. A computer can work twenty-four hours
a day at maximum efficiency and motivation, with the sole cost to employer
paying of the power bill. Even if your Al is not as good as the world’s best human,
it might still be better than 99% of humans. Already Als are perfectly capable
of doing a good job at playing chess, flying a plane, or writing articles for a
newspaper.”! One estimate by Frey and Osborne (2013) suggests that 47% of US
jobs are at risk of being automated, and 35% in the UK.

Scenario 2: Steady as it Goes

“The main lesson of thirty-five years of Al research,” argued psychologist Steven
Pinker back in 1994, “is that the hard problems are easy and the easy problems are
hard. The mental abilities of a four-year-old that we take for granted — recognizing
a face, lifting a pencil, walking across a room, answering a question — in fact solve
some of the hardest engineering problems ever conceived... As new generation
of intelligent devices appear, it will be the stock analysts and petrochemical board
members who are in danger of being replaced by machines. The gardeners,
receptionist, and cooks are secure in their jobs for decades to come.””?

Twenty years later, we now do have computers that can recognise faces and lift
a pencil and walk across a room and even answer a good deal of questions — but
nobody is likely to mistake Siri for a four-year-old.

In general, throughout the second half of the twentieth-century, experts have
repeatedly forecast that human-level AT lay 15-25 years in the future, a prediction
they shared with non-experts.”* Given that there is little feedback from making
technology predictions, there is no reason to expect ‘experts’ to have much
accuracy in their predictions — in fact, if you take the work of Philip Tetlock
seriously, they may well be less reliable than the layman.

Automation is unlikely to stop, but it is not inevitable that it will massively
accelerate either. Ironically, David Autor, one of the leading economists behind
task-based technological change — the automation of routine work — is also one
of the leading optimists about the future. He argues that, to quote philosopher
Michael Polayni, “We know more than we can tell,” or that “our tacit knowledge
exceeds our explicit understanding.”’* Echoing Pinker, he argues, that for tasks
that “demand flexibility, judgement and common sense... computers are often
less sophisticated than preschool age children.”

A self-driving car, sceptics such as Autor argue, may be able to already handle
99% of common scenarios better than a human driver — at least on roads that have
been mapped out for it — but figuring out that last 1% will be the real trick. How
do you programme for a road closed at night in heavy fog, with a police officer
trying to redirect traffic by hand?

In any situation of great uncertainty, probably the least bad option is to project
current trends going forward. In other words, steady as it goes.The rate of improvement
in the performance of Als in tasks we can measure such as playing Chess or Go seem
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relatively linear.”® Even the Industrial Revolution itself was a relatively linear process
— the gradual evolution of workers away from farm to factory took decades if not
centuries. Worldwide, the shift from manufacturing to services has similarly been a
relatively steady evolution — and probably would have been so nationally as well, if we
had not spent so much energy in the post
war period trying to protect it.

It is notable that the predictions of

Even the Industrial Revolution itself was a

technological unemployment have been ~ relatively linear process —the gradual evolution

repeated every few decades including:
at the birth of the Industrial Revolution

of workers away from farm to factory took

and the invention of the loom; Keynes’ decades if not centuries. Worldwide, the shift

fears of technological unemployment
at the height of the Great Depression;

economic historian Robert Heilbroner ~been a relatively Steady evolution

arguing in 1965, “as machines continue
to invade society, duplicating greater and greater numbers of social tasks, it is
human labour itself... that is gradually rendered redundant.””®

Scenario 3: Steady as it Goes

Just as the Industrial Revolution’s cheap physical power boosted the productivity
of everyone — not just the physically strong — the rise of abundant AI could prove
just as much a multiplier for the low skilled as high skilled.

Beaudry et al (2013) argue that just like the steam engine and the other
advances of the early Industrial Revolution, IT is a General Purpose Technology.
In the early years it required significant investment, benefiting the owners of
intellectual and human capital — but it may already have reached a more mature
stage with these effects reversing.””

It is not hard to think of plausible scenarios in the next thirty years in which
technology complements the bottom and the middle as much or more than the top:

©® Automation takes over the most boring, unsafe and monotonous jobs, freeing
humans to focus on innate skills such as common sense and emotional
intelligence — both of which are more equally distributed than formal skills
or technical intelligence.

©® Amoderately trained worker with a tablet and the right AT algorithms becomes
able to do much of the work of today’s lawyers or accountants or doctors.

©® However, Als take longer to replace some of the core human skills such as
emotional intelligence or physical flexibility. The net result is that Als act as a
great leveller, reducing inequality for everyone but the very top.

® Online markets make flexible working ever easier, matching demand and
supply for labour on an hour to hour basis.

® New types of education, allowing instant feedback and near infinite flexibility,
make it ever easier to retrain and gain new skills at near zero cost.

@ Better data and monitoring increases transparency, making it easier to separate
out productive workers from rent seekers and needless bureaucracy.

® The rise of a new global middle classes lead to a surge in demand for luxury
goods that are hard or inappropriate to automate: tourism, handmade goods,
coaching and so on.

from manufacturing to services has similarly
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These trends are not just hypothetical science fiction, but to a large extent
already happening. We are already seeing the automation of not just the
production line, but basic journalism, medical diagnosis and paralegal tasks. In
the Sharing Economy, you can become in effect a London taxi driver without
studying the Knowledge, supplement your income from renting out a room on
AirBNB, and earn spare cash from freelancing on eLance or TaskRabbit. Elsewhere,
the X Prize Foundation is offering a $10 million prize fund to create a Star Trek
style Tricorder able to diagnose health conditions in a small portable device, and
$15 million to build open source software allowing children in the developing
world to teach themselves reading, writing and arithmetic.

Which scenario is most likely?
The future is unknowable. None of the above three scenarios seems either
inherently impossible or even implausible. Even so, we don’t have to be
completely agnostic about the future.

Automation — the replacement of human effort with technology or outsourcing
— is at least as old as society. Looking forward, we can distinguish between five
broad categories of human work:

® Physical power. Humans have not relied solely on their own muscle power
for a long, long time. Civilisation has been a long progression from harnessing
fire to domesticated animals to windmills to fossil fuels to nuclear.

@ Algorithmic work. What made the Industrial Revolution was not just the
unlocking of new power sources, but directing that energy through the
automation of many multiple step processes. In a factory, one unskilled
worker could do the work of many previous skilled weavers. Electricity,
computers and digital communications took this to the next level in
the twentieth century. Programming has never been cheap or easy — as
evidenced by the number of bugs in your average piece of software — but it
scales at almost zero cost.

© Physical navigation, flexibility and control. The automation of algorithmic
work was always an incomplete revolution. It works in very simple or artificial
environments you can control like an assembly line or piece of software — but
it does not deal well with the complexity of perceiving and navigating the real
world. You still needed humans to bring the inputs to the start of your assembly
line, to drive your lorry or ship or to cook the food in your restaurant.

What has potentially changed is that Als finally seem on the cusp of being
able to navigate the normal world both physically and mentally: we have fully
autonomous cars, drones, factory robots and even Boris, a hand washing
robot.”® At present these technologies are very expensive, but given the still
relentless progress of Moore’s Law it difficult not to see them continuing to
drop radically in price.

Autor is right in that they are unlikely to work 100% perfectly in all
situations for many decades to come — but they don’t necessarily need to. Even
if the progress of Al does not accelerate, we could still see a threshold effect in
which cheap Al is ‘good enough’ to disrupt a significant proportion of normal
unskilled workers. An Al can handle the 99% of easy situations, and leave the
1% where it is confused to a human override.
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©® Social interaction. While you might use a robot to cook in the kitchen, it is likely
going to be a long time before you want to replace the waiter. As long as we value
interaction with other humans, there will still be many, many jobs to do.

It is unlikely that computers will be taking over much of this work in the
near future. Besides our innate preference for humans, the techniques that have
worked well for improving navigation and data analysis from better pattern
matching are less likely to work well in the spontaneity of conversation. Siri
might be able to give you the movie times or repeat a pre-scripted joke, but
she is a long way from being an entertaining conversationalist. We have had
similar programmes that can fake conversation in a text form, such as ELIZA,
for over fifty years.

® Creativity and Problem Solving. Equally, we are a long way away from a true
general human style intelligence, able to understand deep meaning or reason.
We do not yet know really know how this works in biological terms, let alone
how to implement it in silicon.

In short, the most likely outcome seems to be a continuing automation of
routine work as improved pattern matching and navigation make it easier for
computers to act with minimal supervision, while social and creative work
remains resolutely human. Even in the case of routine work, we are probably
talking about a shift playing out over decades rather than years — automated
checkouts were technologically feasible for many years before they became
common, and even now are far from ubiquitous.

What would mean this for employment?

Certainly, it would represent a significant shift in structure of jobs in the
economy. Frey and Osborne (2014) estimate that in the next twenty years 35% of
existing jobs are at high risk of automation and 23% at medium risk, in particular
in admin, sales and services, transport, construction, extraction and production. If
we split the medium risk jobs fifty-fifty, assuming 45% or so of jobs are at risk of
getting automated, as a rough estimate this would represent around a 30% bigger
shift than we have seen towards services since 1971.

Figure 22: Shape of British workforce (A Vision of Britain
Through Time)”
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On the other hand it is not a complete order of magnitude or change in type
from what we have seen before. It is not hard to think of many occupations
dependent on social interaction that society could make productive use of far
more of: coaches, tutors, personal care assistants, customer assistants, minders,
remote nurses, and so on. The Apple Store, might already have no checkout
counters, but it is unlikely to cut back on its ‘Geniuses’, individual staff who
can talk through customer problems. These are also all jobs that are likely to be
relatively fulfilling: varied, purposeful and connecting with other people.

Those who will fill it hardest to adapt are those who struggle at both creative,
analytical work and social interaction. But even here it is too pessimistic to just
write off a section of society altogether. It is not hard to imagine sceptics before
the rise of mass education believing that the majority of farm labourers would
never be able to learn to read and write.

Even if you take the most negative assumption about changes in the recipients of
disability benefits possible — that they are, in effect, all the disguised unemployed — there
is no necessary relationship between the decline of routine jobs and unemployment.
The long term decline in non-service industries continued at the start of the
millennium, after briefly pausing in the mid-1990s. Nevertheless, unemployment did
not start to rise again. Changes to welfare systems rather changes to technology seem
to remain the most likely explanation for long term unemployment.

Figure 23: Does automation increase unemployment?
(ONS, DWP)
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If automation is unlikely to lead to mass unemployment, what about its impact
on incomes, inequality and living standards?

If you look more broadly, the welfare benefits of new technologies are highly
unlikely to remain with the rich. Most new technologies from the last few decades
from Facebook to GPS have been more likely to be completely free than priced
out of the range of ordinary families. Equally, we are all likely to take some of the
bounty of higher productivity in shorter working hours, whether it be through
more years as a student, longer retirement or a more flexible working week. This
has already been happening for at least one hundred and fifty years: the average
working week fell from 59 hours in 1856 to 40 in 1956 to around 32 today.*
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The outlook for market earnings is more uncertain. Certainly, the optimistic
scenario remains more than possible: new technology could de-skill occupations
that were previously the reserve of graduates, turning intellectual work into a
commodity and seeing a more much equal share of earnings below the very top
superstars range.

But equally given the experience of the last forty years we can’t rule out a
further increase in the inequality of market wages.
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The Return of the State?

Do we need the state to intervene more in labour markets?
In response to the prospect of growing inequality, many have argued that we need
the state to intervene much more aggressively at every level of labour markets: fixing
wages, regulating contracts, directing industries and taxing away unearned wealth.

Unfortunately, there is little reason to think these changes would actually
reverse the changes that we have seen in labour markets, and in many cases they
seem likely to make matters worse.

Increasing the Minimum Wage can’t guarantee a Minimum Income.

The most frequently suggested solution to the problem of low pay is that we
should raise the Minimum Wage further and faster, perhaps even going so far as
to align it with the Living Wage level.

The current Minimum Wage is £6.50 for those aged 21 or over, £5.13 for
18-20 years olds, £3.79 for the under 18s and £2.73 for Apprentices. (At the time
of going to print, the Low Pay Commission had just recommended an increase to
£6.70 for those aged 21 and over from October 2015).

The Living Wage is calculated as the amount that someone needs to earn to
achieve the Minimum Income Standard, which in turn is derived from what it
costs to buy what a panel of the general public believe to be enough to achieve
an ‘adequate standard of living’ The current estimated Living Wage is £7.85 an
hour, or £9.15 in London.

As a voluntary programme, the Living Wage campaign has been an effective nudge,
encouraging employers who can afford to do so to pay more their lowest paid staff. A
compulsory Living Wage, however, would be a very different proposition.

Box B: Does the Minimum Wage increase unemployment?

Given that the initial introduction of the Minimum Wage had much smaller effects on
employment than some of the worst predictions back in the 1990s, many argue that we
need not worry about unemployment from a higher Minimum Wage today.

Clearly, there must be some balancing point: a £50 an hour Minimum Wage would
lead to mass unemployment while a 50p Minimum Wage would have no effect
whatsoever. Away from obvious extremes, the economic literature on the impact of
the Minimum Wage remains deeply contested and it is difficult to say for sure where
a danger point lies.

In the most recent round of warring papers, Dube, Lester and Reich (2012) argue that

using policy differences between states as an exogenous variable they can show the
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Minimum Wage has no effect on employment.®* Neumark, Salas and Wascher (2013)
argue that their research strategy ignores the effect of special heterogeneity, and that
the evidence still points towards the conclusion of their 2008 literature review, that
“Minimum Wages reduce employment opportunities for less-skilled workers.”82 Another
paper, Meer and West (2013) argues that you can see the impact of the Minimum Wage
most clearly in lower net employment growth,® while Dube et al (2013) argue that both
competing approaches are flawed.? Finally, Clemens and Wither (2014) argue that by
comparing states that were directly affected by the rise in the federal Minimum Wage
to those that weren’t they can show that increases in the Minimum Wage over the late
2000s reduced the employment ratio by 0.7 percentage points.®°

Overall, most studies, if by no means all, find little impact on employment. Given that
most increases are deliberately calibrated to be small enough precisely so they create
no visible impact, others argue that this is unsurprising. In the UK, the independence of
the Low Pay Commission was intended to ensure that raises would be cautious enough

not to risk unemployment, rather than set by political sound bite.

In the best case scenario, increasing the Minimum Wage would incentivise
employers of low paid workers to more urgently increase the productivity of their
workers, allowing sustainably higher pay. Indeed, there is some evidence such as
Riley and Rosazza Bondibene (2013) that this has in some cases happened.®

However, many of the sectors currently affected by the Minimum Wage are
precisely those for which it has proved hardest over decades, if not centuries, to
improve productivity. The reason labour market polarisation exists is precisely
because it is so hard to automate hairdressing or social care or cleaning or waiting
on a table.

If a Minimum Wage increase doesn’t come from higher productivity, then
inevitably it has to be paid for by someone else: lower profits, higher prices
to consumers, slower wage increases higher up the wage ladder or cutbacks in
non-wage forms of compensation such as training or other perks.

There is evidence that this has already happened to some extent. The number
of employees in non-food retailers earning within 20p of the Minimum Wage
almost trebled between 2011 and 2012 as employers compressed the wage
distribution.®” The Low Pay Commission reports that between 1999 and 2013 that
the cost of consumer goods and services involving high levels of Minimum Wage
workers (hotel and restaurant workers, hairdressers, dry cleaners etc) had risen
much faster than for inflation in general.®®

The standard metric for measuring the impact of the Minimum Wage is
its ‘bite’, its ratio compared to the average wage. According to the Low Pay
Commission, for workers aged 22 and over the bite across the whole economy is
currently 53%. However, the bite compared to the average wage in specific sectors
such as retail is already 79%, in social care 78%, hairdressing 85%, hospitality
88% and cleaning 92%. Across the economy, for workers with no qualifications
the bite was 86%.

The latest ASHE data has the UK median hourly full-time earnings at £13.15,
giving the Minimum Wage a 49% bite on the slightly different OECD metric.
Raising it to the national Living Wage level would increase the bite to 60%, more
than twice as large as the increase in the bite over the Minimum Wage’s first
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fourteen years. It would move the UK from having around a middling bite to
one of the highest. In 2013, NIESR estimated for the Resolution Foundation and
IPPR that increasing the Minimum Wage to the Living Wage would reduce labour
demand by 160,000 workers overall, and reduce demand for less experienced
young and low-skilled workers by 300,000.%

Even worse, the current Living Wage is artificially capped to ensure it doesn’t
grow too fast above earnings. The reference Living Wage — the level that would
actually achieve the Minimum Income Standard — is nearly 20% higher, at £9.20
in 2014. Raising the Minimum Wage to this level would give it a bite of 70%,
equal highest in the OECD.

Figure 24: Minimum wage bite (% of median full-time earnings,
OECD)
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Unlike tax credits, Minimum Wages are a relatively blunt tool with only a weak
impact on poverty — many of those on the Minimum Wage are second earners
who do not live in poor households at all, while conversely many of the poorest
are out of work altogether.”® Even worse, more than half of the benefit of a Living
Wage would simply go back to the Treasury in higher tax receipts and lower

tax credits,’!

significantly reducing the actual benefit the living standards of its
recipients. A compulsory Living Wage is as much a hidden tax increase as it is a
measure to reduce poverty.

Most fundamentally, a Minimum Wage cannot be the answer to technological
or other structural change. The theoretical argument in favour of a Minimum
Wage is that it can help to counter imperfections in the labour market that unfairly
give employers excess bargaining power, such as monopsony employers (“a one

company town”) or the search costs of finding a new job. Greater automation
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and trade, however, are not market failures or the result of exploitative employers.
Equally, while the labour market may not be perfectly competitive, given the close
relationship that still exists between productivity and pay, it would be a mistake
to believe that it is not competitive at all or that the law of supply and demand
has stopped working.

Minimum wages, if anything, accelerate the process of automation —
encouraging supermarkets, for example, to replace checkout workers with
machines.”” The more technological change lowers the relative market wages
of low skilled workers, the more likely a high Minimum Wage is to lead to
unemployment.

If you don’t have a job to start with, a Minimum Wage won'’t increase your
income. Most people intuitively believe that there is something wrong with
anyone having to work for less than the Living Wage, which at just £7.85,
doesn’t seem very high — but market wages will never be perfectly fair in the
philosophical sense where effort matches reward.

The best way to ensure everyone receives a fair income for their work remains

through the tax and tax credits systems.

Copying European style labour regulation is unlikely to do away with lousy jobs.
Many commentators argue that Britain's surprisingly low unemployment rate has
been a Faustian bargain, bought only at the cost of making work less pleasant for
those at the bottom. At the top, workers are enjoying ever increased flexibility
and autonomy, doing ever more interesting work and choosing their own hours.
For those on the other side of labour trends, however, it seems like there are
unsociable hours, no guarantee of shifts (“zero hour contracts”), less security of
work, a rise in forced self-employment and a generally lower quality of work.

Figure 25: Life satisfaction by occupation against mean income
(incomes below 30,000, Cabinet Office)
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Overall, measuring what exactly counts as good or ‘lousy job’ is far from
straight forward. Daniel Pink, in his 2009 book, Drive argued that modern workers
were motivated not just by respectable levels of pay, but also jobs that gave a sense
of “autonomy, mastery and purpose”. He was probably right, but what counts as
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a good job goes much beyond this. To start with, we care about perks, pensions,
riskiness, the niceness of our Boss or colleagues, the length of the commute,
the status of the occupation, the pleasantness of the work, avoiding boredom,
flexibility, job security, and the possibility for further career progression.

Neither should we be quick to assume that just because a job is low paying
that it can’t be fulfilling. Below an income of around £30,000, there seems to
be basically no correlation between the average pay of an occupation and life
satisfaction. Lollipop men and women (“school midday and crossing patrol
occupations”) report roughly as high life satisfaction as hairdressers (who earn
three times as much), or IT technicians (who earn ten times as much).”?

However, while it is difficult to perfectly measure the quality of work, for the
most part the rise of ‘lousy jobs’ seems to have been overstated. Inevitably, the
recent recession has increased worries over job security, and employers may have
made jobs marginally less pleasant as they try to save on labour costs.

If you look back before the arrival of the recession however, there is little sign

of a long time deterioration in work:

©® There is little sign that jobs are becoming less interesting. While the
automation of routine work is hard for those who lose their traditional
careers, it also means in the long time that we are eliminating some of
the most monotonous work. (More anecdotally, one survey found that the
two professions which confessed most to being bored were admin and
manufacturing jobs.)%*

There are several more formal indexes based on survey data which tell

a mixed story. The task discretion index, aiming to measure “employees’
immediate control over their work” fell in the 1990s — most likely from
increased bureaucracy — but levelled off in the early 2000s.°° The latest 2011
Workplace Employment Relations Study shows employees enjoying increased
autonomy at their job.

® Job satisfaction, as measured by the UK Household Longitudinal Study,
has been basically static for the last decade with around 78% reporting
job satisfaction. Admittedly, other data on job satisfaction is mixed. The
Work Employment Relations Survey shows between 2004 and 2011 increased
satisfaction with sense of achievement, scope for using initiative, influence,
training and ‘work itself’, and falling reports of feeling tense, worried or
uneasy. By contrast the Skills Survey data, finds moderate increases between
2006 and 2012 in those reporting low enthusiasm, contentment, job
satisfaction and high stress. (Even here, however, the metrics were relatively
stable between 2001 and 2006 before the onset of the recession).”® Compared
internationally with the most recent OECD data from 2005, the UK did well,
coming in the top 10 out of 32 for good working environment.”’

©® Jobs in the UK aren’t particularly insecure. The UK has one of the most
flexible labour markets in the world, with the OECD estimating that only the US
and Canada provide less protection against dismissal of individuals. However,
this lack of formal protection doesn’t seem to turn into actual insecurity
of outcomes.”® Most studies find that ‘Employment Protection Legislation’
does little to protect jobs overall and, if anything, ends up leading to lower
employment for vulnerable workers such as the young and low-skilled.”
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Figure 26: Incidence of less than 12 month job tenure (OECD)
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If you look at the incidence of only short terms jobs, the UK is around the
middle of the pack. The UK has one of the highest proportions of permanent
contracts in the world, having largely avoided the development of a two track
labour market that is currently scarring many Eurozone countries
©® The increase in self-employment is mostly a good news story. Self-
employment is at its highest level for more than forty years, with roughly 15%
of the workforce or 4.5 million Britons in 2014 working for themselves.'*
While some of this is down to the recession, the increase in self-employment
started before the financial crisis, and the composition of those who choose
self-employment has not significantly changed.'®' The combination of changing
tastes as the population ages and the power of new technology is making more
flexible working easier, enabling new ‘portfolio careers’, home entrepreneurs
and longer careers. A considerable proportion of the recent increase in self-
employment came from those 654 choosing to work longer beyond the state
pension age. The number of employees who also freelance on the side has
increased 25% since 2005.

This trend has not been costless: the Resolution Foundation estimates that
since 2006-7 weekly earnings are down 20% for the self-employed, compared
to a 6% fall for those employed by someone.'®> Nevertheless, despite the
lower wages, the majority of the self-employed themselves claim to prefer
it. A survey by Ipsos MORI of the self-employed finds that 66% of the self-
employment originally chose it because of personal preference, and that
taking everything into account 79% would still prefer to be self-employed
against just 16% who want a boss.
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©® The exploitation of zero hour contracts only takes place in a small minority
of cases. While it is hard to get precise and consistent data on their use, zero
hero contracts remain a tiny minority and no more than a few percent of the
workforce. Around a quarter of those on zero hour contracts are full time
students and 43% are in the top three occupational groups of knowledge
workers. More than 80% are not looking for another job.

The traditional defence of zero hour contracts is that they allow greater
flexibility for both employer and employee, lowering the risk of taking on
new staff while making it easier to retain institutional knowledge by keeping
on staff longer. Survey data for the CIPD suggests that, for the most part, they
are succeeding in this role. 47% of zero hours workers report being satisfied
having no contracted hours, compared to 27% saying they are dissatisfied.
52% of zero hours don’t want to work any more hours, while 80% report
never being penalised for not being available for work. Just 9% report being
on an exclusivity contract. There is no difference in job satisfaction between

those on zero hour contracts and those who are not.!%

While the quality of jobs don’t seem to be getting any worse, it would be silly
to deny that some jobs are much better than others.

That said, markets are surprisingly good at compensating workers for
unpleasant work with higher wages, or lowering the wages of pleasant work.
There is a reason why ‘starving artist’ is a cliché. One estimate found that 2%
of US GDP or 5% of its wages goes towards paying higher wages to American
workers undertaking more hazardous occupations.'* A recent twin study found
that when you properly control for differences in human capital, workers earn
more for boring and physically demanding work.'®

By contrast, heavy handed labour regulation in one area might simply lead
employers to cutting back elsewhere — or worse, cutting back on the job altogether.
No matter how lousy your job is, it is better than unemployment. Average self-
reported life satisfaction is higher for 87% of careers than that reported for
discouraged workers, and is higher in 97% of careers than being unemployed.

Figure 27: Happiness and life satisfaction (1-10, ONS)
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Industrial Policy won’t bring back displaced routine jobs in manufacturing or
clerical work.

Manufacturing has been in long term decline in every major economy as
technology increases productivity and consumers choose to spend greater
proportions of their incomes on services. Over half the fall seen since 1980 is
explained by customers choosing to spend less of their income on manufactured
goods, rather than any trade or technology change. Between 1980 and 2008,
just 13% of the increase in real incomes went on manufactured goods.' In
practice, it is stretching plausibility to believe any Government actually could
change the structure and revealed comparative advantage of the British economy
in services. The record of post war British Industrial Policy was far from an
encouraging one. The creation of cartels, national champions, industrial subsidies
and nationalisations did little to turn Britain into a manufacturing powerhouse,
with their main effect being to limit competition and productivity, accelerating
Britain’s relative decline. Industrial Policy could not make the container revolution
in shipping go away, or halt Britain’s shift from the centre of a world empire
to its joining of the European Economic Community with its already strong
manufacturing hub.

Figure 28: Number of persons engaged in manufacturing
(% of total, EUKLEMS 2007)
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Between 1977 and 2006, manufacturing’s share of the total workforce
shrunk by 11% in the US and 12% in Germany. Even if Britain could turn itself
into Germany, this would still only reverse half the decline in manufacturing
employment seen since 1980. Neither is it clear that this would be a good deal.
In the decade before the financial crisis, median household income grew 40%
faster in Britain than in Germany.'?” After a decade of the gap rapidly closing, the
incidence of relatively low paid workers in Germany is now not much below that
seen in Britain.

None of this is to say to that Britain couldn’t develop new manufacturing
strengths and industries. (We still, after all, have many farmers.) Britain is
already doing very well in many areas of high end production industries such
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as aerospace, industrial chemistry, cars, or oil and gas extraction. It is not hard
to imagine the expansion and development of new industries in the future,
from new energy supplies to robots making ‘on-shoring’ affordable. If planning
legislation was to be loosened, a surge in housing building could provide many
new middle jobs.

However, it is unlikely to reverse the long term trend away from manufacturing
industries towards services. Less flexible labour markets and regulation can slow
down the process of structural change, but, as Britain found in the post war
period, often make the eventual adjustment even worse.

Trying to defy or turn the economic tide ultimately risks hurting the underlying
competitiveness of your economy and reducing the number of people in work.
Since at least the mid-1990s, Anglo-Saxon countries like the US, UK and Canada
have seen lower levels of unemployment than continental economies like France,
Germany or Italy.'%®

On the face of it, the Nordic countries have done better at maintaining high
employment and strong labour regulation, but even this can be overstated.
Sweden, for example, saw almost no net job creation in the private sector over
the second half of the twentieth century, with the extra one million added to its
working-age population simply absorbed by the public sector. Neither was there
any net job creation in the years running up to the financial crisis.'®

Higher marginal taxes at the very top won’t help in increasing incomes at the
bottom.
Should we tax the wages of the highest earners more?

Even if the ultra-wealthy have gained their incomes solely through talent
and hard work, they are still the recipient of massive luck in their genes and
upbringing. Given they already have more money than they could ever use, most
must work for satisfaction of the job itself or status competition rather than their
absolute level of income.

The theoretical argument over the tax rates that maximise income remains,
inevitably, controversial. Just as with the Minimum Wage, nobody doubts that at
some point an ever higher rate proves self-defeating, but the specific point where
the Laffer curve bends remains open to fierce debate. At the upper end, assuming
away tax loopholes, minimal tax avoidance and little long term impact on growth
or behaviour, Diamond and Saez (2011) argue that the revenue maximising rate
for the US could be as high as 80%.'"° Using more grounded estimates, in 2012
the OBR gave a central estimate that the revenue maximising rate for Income Tax
was 48% — although the IFS pointed out under their model there was a one in
three chance that the maximising rate was less than 30% or more than 75%."""!

Putting aside the competing academic debates around elasticities, the practical
reality is that global tax competition seems to be driving world marginal tax rates
down, with Britain the noticeable exception. Even taking into account the fall
back to 45p, since 2000 only Portugal has increased its top income rate more
than Britain. Across the OECD,''* the average fall has been 3.3 percentage points.

There is likely to be limited room to increase income taxation at the very top
in the UK. Around 30% of Income Tax revenue already comes from the top 1%
of earners,'"* with the top 0.01% contributing the equivalent of the bottom nine
million.""* It is not impossible to increase taxes overall, but the future tax system
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is likely to have to based more on consumption, taxing externalities and fixed
goods such as land.

The impacts of globalisation and tax competition are likely to be felt most
keenly at the top, with superstars the most mobile workers of all. As the IFS has
warned, “the world is more mobile than it used to be... if you push [rich people]
too far and they emigrate then you lose revenue.”''® France has already had to
promise to reverse its experiment with higher marginal tax rates after seeing a
surge in exiles.!''®

Besides its impact on revenue, pushing away superstars is unlikely to be good
for the long term growth prospects of the economy. World hubs depend on
their ability to maintain native and attract foreign talent. Silicon Valley would
not be Silicon Valley without Intel’s Andy Grove (Hungary), Google’s Sergey Brin
(Russia), Microsoft’s Satya Nadella (India), Apple’s Jonathan Ives (UK) or Tesla’s
Elon Musk (South Africa). Just under half of the richest financiers in Britain are
foreign born.'"” Driving away the 1% is unlikely to be in the long term interests
of either growth or ordinary workers.
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A Free Market Approach to
Inclusive Growth

How do we combine growth and broadly shared prosperity?
In the long run, the best way to increase wages, income and living standards for
everyone is to continue to improve the productivity of the economy through
technology and trade.

A significant proportion of household expenditure, especially for those at the
bottom, goes on markets where prices are artificially inflated by government
intervention and regulation, such as housing, transport, childcare and energy.
In the short term, the best way to sustainably lower the cost of living is to build
far more houses, deliver more efficient subsidies for renewable energy and more
competitive markets, everywhere.

However, disruptive growth by its very nature creates in the short term losers as
well as winners. It is not good enough to either ignore the problems this creates
— or to alternatively pretend that trade-offs do not exist. It is much easier to get
outraged by supposed exploitation or unfairness at the top, than figure out how
to improve incomes at the bottom. Governments can’t always turn the economic
tide — but that doesn’t mean they are powerless.

Here are three big ideas for the direction a future Government could take:

©® Everybody in full-time work should receive a Living Income
©® Everyone should have a second chance to find a new career
©® Everyone should have a stake in the growth of the economy

Everybody in full-time work should receive a Living Income
If you look at poverty in absolute terms, it has been declining steadily for over
150 years. Innovation in markets raised the productivity of workers, while
competition between employers forced them to pass on the benefits in higher
wages. Growth drives higher tax revenues, which in turn allows more generous
benefits for the poor.

In 2013, the Living Wage rate was set at £7.65 for those living outside London
— and around 12% of full time workers earned less than this. By contrast, if we
had run the same calculation in 1975, two thirds of full time workers would have
earned less than the 2013 amount in real terms.

However if we really are entering a new phase of automation in which even
some of the most basic jobs can be replaced — remember Boris the dishwashing
robot — many worry that the relationship between productivity and pay
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will no longer deliver a good enough standard of living for modern tastes.
Equally, if technology undermines the market value of low skilled work, all a
higher Minimum Wage will do is further accelerate automation and increase

unemployment.

Figure 29: Relative vs absolute poverty over time (IFS)
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In response to this fear, many have argued that our welfare system should
move towards a Universal Basic Income, or the more or less equivalent Negative
Income Tax. Everyone should be given an unconditional cash grant, giving them
the breathing room in the event of unemployment to retrain, intern or ultimately
even just do volunteer work if there really is no suitable work.

While there are attractive elements to this vision, we are currently a long, long
way from a world in which there are literally no jobs. Initial experiments in America
between 1968 and 1980 confirmed the intuition that handing out unconditional
income lowers the incentive to find work.!'® By contrast, incorporating work
requirements into the welfare system has been shown repeatedly to get people
off welfare. In America, a series of 31 randomised field trials in the early 1990s
found that mandatory work requirements worked far better than other potential
welfare policy reforms. Nine out of the thirteen experiments with mandatory
work requirements saw significant drops in welfare caseloads, and those people
in turn largely ended up in employment with no drops in income.'"

The ideal tax and system would combine the simplicity and safety net of a basic
income, strict but fair conditionality and full integration with the tax system. The
good news is that this is more or less the way the current tax and welfare system
is evolving. In the very long run, our goal should be to align the thresholds for
Income Tax, Employer National Insurance, Employee National Insurance and the
work allowance for Universal Credit. This would effectively turn our current
system into a Negative Income Tax with work requirements — which in the case
automation does surprise on the upside, could easily be relaxed.

This, however, is a project that could easily take decades given its complexity.
While the current system is deliver ingstrong growth in median incomes, it is
doing less well for those right at the bottom. Ensuring that everyone in a full-time
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job receives enough for an adequate standard of living would go a long way to
ease over the changes disruptive technology might bring.

Once the economy recovers, the Government should set a long term aspiration
that everyone in full term work should receive a Living Income, effectively
bringing an end to in-work poverty. There is no perfect definition of being poor.
However, the Minimum Income Standard (MIS) — setting out what the public believes
to be the minimum level of income necessary to achieve an ‘adequate’ standard of
living — is as good a definition as any for a rich, developed country. For a single
working age adult without children the MIS is currently set at around £270 a week.'*°

What really matters for living standards is net income after taxes and welfare
transfers, rather than the market wage alone. However, at present, a full-time
worker on the Minimum Wage after taxes and transfers still only receives around
75% of the MIS.!?! Altogether, around a quarter of full-time employees are
currently paid below the MIS level.

While not a project that could be completed in one or two years — especially
given the state of the public finances — ensuring every worker received a Living
Income would be realistically achievable by the middle of the next decade. In
the intermediate years, the Government should monitor its progress towards the
aspiration by annually releasing official statistics on the proportion of full time
workers receiving less than a Living Income post tax and benefits.

One approach to increasing the number of workers achieving a Living
Income would be through more companies paying the Living Wage. However,
as previously discussed, more than half the benefit of a Living Wage would go
to Treasury rather than higher living standards, while a compulsory Living Wage
would give the UK one of the highest Minimum Wages for any advanced country.

However, as Tim Worstall and the Adam Smith Institute have long pointed out,
the difference between the Minimum Wage and the Minimum Income Standard
is almost entirely due to the taxes charged by government on work. A full-time
worker (39 hours) on the Minimum Wage (£6.50) currently earns £229.20 a
week after tax, around £40 short of the MIS. However, they also pay just under
£40 in taxes on employment: £12.24 in Income Tax, £12.06 in employee NI and
£13.87 in employer NI.

Figure 30: Weekly Minimum Wage Worker (39 hr) compared to
MIS (£269)
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The most straight forward way to ensure every full time worker earned
a Living Income would be to align the Income Tax and National Insurance
thresholds at the annual equivalent of the Minimum Wage. If you did that
today, someone on a full time Minimum Wage could expect to see their annual
after tax income increase from £12,000 to £14,000. It would in effect convert the
current Minimum Wage into a Living Wage. After the hole in the public finances
is closed, the Government could gradually close the gap between thresholds, with
an aim of unifying them by around 2025.

Both the Conservatives and the Liberal Democrats have committed to raising
the Income Tax threshold to £12,500 by 2020. However, they have so far made
no pledge for National Insurance thresholds which come in much lower — at
the equivalent of an annual income of around £8,000 today. Furthermore, their
pledges aren’t indexed to either increases in inflation or wages. While the annual
equivalent of the Minimum Wage today is £13,182, this number is likely to be
considerably higher by 2020.

The new annual tax statements offer an opportunity to make more visible
the net impact of tax changes. Fach tax statement should clearly show not just
the tax paid in year, but what you would have paid without changes in tax policy.
Workers should be able to see year on year what they have gained from both to
changes in tax and public spending.

Figure 31: Current proposed Annual Tax Summary
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Mrs AN Carter )
1 Anystreet and other duties.
n
Wz For more information about your tax and public spending,
go to www.gov.uk/annual-tax-summary
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Formorelinforation How your tax contributed

For the first time we are sending you an Annual Tax
Summary. This is to show you how your Income Tax and
National Insurance contributions (NICs) are calculated and

goto e to public spending

annual-tax-summary Your contribution

UK contribution to the EU budget

how your money is spent by the government. Go to our website to find out more about Welfare £486 Overseasaid
Y HismpaliLoviE g your Tax Summary, and for  list of el o Housing and utlities
This is for your information. You do not need to contact indirect taxes such as VAT =2l Environment
us as this is not a demand for payment. —_— Education £261 | | Cuture o
Yourfaxgble ncome State Pensions £240 Government administration
This is how we worked out your tax for 2013-14 National debt interest £139 Business and industry
Yourloxsbis omn £30000.00 Defence £105 ot
Total income from employment £30000.00 W know this from information supplied Criminal justice £87 iminal justice
Less your 2013-14 tax free amount £9440.00 ::3 :;:: ::; "yj:;l(rs )emplaerKS) or your Transport £58
You pay tax on £20560.00 Business and industry £54 Your tax Defence
Your tax was calculated as Tax free amount VSO ARG £41 and NICs
Income Tax £ 4 4 Culture eg sports, libraries, museums £33
i National debt
Basic rate Income Tax £20560.00 at 20% £4112.00 9 O . O 0 Environment £33 £1982 oo
National Insurance contributions (NICs) £2660.40 /Tt youralkwances, dadictions/and Housing and utilities eg street lights £33
expenses your total tax free amount :
Total Income Tax and NICs £6781.40  for 2013-14 is £9440.00. This is the Overseas aid £23
Your income after tax and NICs £23218.60 2amount you received in the 2013-14 UK contribution to the EU budget £15
tax year without paying tax. Total —————— 721952 State Pensions

Your employer pays
National Insurance contributions (NICs)

£3077.95

Your tax and NICs

£6781.40

This is 23% of your taxable income.
For every £1 of income, you paid 23p
in Income Tax and NICs.

Allfigures are rounded to the nearest pound

The figures in the table above are intended as a guide to
how taxes are spent and not as a direct link between your
Incorne Tax, National Insurance contributions and any
specific expenditure.

If you would like to opt out of receiving future tax
please register at

Your income after tax
and NICs

£23218.60

This is your income after Income Tax
and NICs.

www.gov.ukfannual-tax-summary

Spending information is published by HM Treasury.
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Furthermore, the current structure is misleading, and is likely to reinforce the

impression that employer NICs don’t ultimately come out of wages. Employer
NICs should be grouped with Income Tax and NICs in a single section on taxes on
income. It is true that some of the cost of employer NICs is born out of employer
profits rather than wages — but the same is equally true for employee NICs or, for

that matter, Income Tax.

There are multiple ways the new Living Income could be paid for:

® Growing government spending from 2020-25 slower than growth in

the economy as a whole once the economy is recovered and the deficit
closed. Given uncertainty about the future, it is impossible to perfectly cost
a commitment a decade ahead of time. However as a rough approximation,
according to the HMRC Ready Reckoner, taking workers on the Minimum
Wage completely out of tax in 2015/16 would cost around 2% of GDP. This is
not a small commitment by any means, but it would only be around a quarter
of the size of the current fiscal consolidation.

Growing Total Managed Expenditure at around 1.1% in real terms a year
from 2019-20 to 2025-26 would allow the Government to afford the tax
changes. Under the current fiscal consolidation, total public spending has
been cut on average by 0.6% in real terms.

Funding the change entirely through spending restraint would help
political buy in and ensure that the benefits go the entire bottom 90% of the
population who have seen their incomes grow slower than the top. Allowing
for the higher costs imposed by demographic changes, this is roughly equal to
protecting all departmental spending in real terms, but not increasing it faster.
Under the current Treasury baseline scoring conventions, this would represent
the default with no positive or negative policy action.

Lower the target threshold through a higher Universal Credit work allowance.
The tax credit system has some key advantages over the tax system: taking into
account the income of other household members, and being inherently much
more tightly focussed on those in poverty. A significant raise of the work
allowance, the point at which benefits start to get tapered away, or alternatively
a shallower slope for the taper itself, would focus more income on the low paid,
lowering the level of wage income needed to enjoy an overall Living Income.
(It would also ensure that they actually gain the benefit from changes in the
tax threshold rather than seeing it clawed back through the tax credits system).

By bringing down the target wage level, it would significantly reduce the scale
and cost of the tax threshold changes. Furthermore, it would reduce the pressure
on the Minimum Wage to support living standards on its own, allowing us to tilt
the inevitable trade off in setting it more towards maximising employment.

However, in the short to medium term you would not want to rely on the
tax credits system alone to increase the incomes of the low paid. Universal
Credits lacks the comprehensive nature of the tax system, and raising benefits
too high risks hurting work incentives. While tax credits mostly seem to go to
the worker rather than employer, there is also a risk that raising them too fast
could see businesses just cutting wages in response.

Make the policy cost neutral by adjusting other tax rates. Productivity in
the public sector is inherently difficult to measure. However, as best as we
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can tell, over the long term it has systematically lagged behind the private
sector. In order to retain the right staff however, public wages have to remain
competitive with private levels, creating a long term tendency for costs to go
up even if output is flat (“Baumol cost disease™).

The first best response to this is to double down efforts to increase efficiency
and reform in the public sector. There are some signs already that this is working —
after being basically flat for the thirteen years between 1997 and 2010, measured
public sector productivity has increased 3.7% since 2010.'** Furthermore, if we
really are on the verge of acceleration in automation this opens the possibility for
a revolution in efficiency in the public just as much as private sectors.

Nevertheless, in practice, even protecting public services in real terms would
create a serious ongoing challenge, especially given the inevitably growing
expectations of the public. While maintaining the target of a Living Income
for every full-time worker, we could lower the net cost of the policy package
by gradually adjusting one of the other main tax rates simultaneously with the
threshold changes.

In principle, this would maintain the principle of the policy, with every full-
time worker earned a Living Income, while ensuring that nobody in the middle
was worse off. However, it would also be potentially extremely complex, ease the
pressure for further reform of the public service and deliver much smaller benefits
to ordinary families. Given that the cost of government currently makes up around
a third of the final incomes of the average household, increasing its efficiency is
one of the most powerful ways to reduce the cost of living.

In reality, you would probably use a combination of all three approaches: raising
the Universal Credit work allowance to lower the target Living Income tax threshold;
passing on the benefits of continued efficiency and reform in government; selectively
raising some taxes if further efficiency proves impossible. Given that nobody knows
where the economy will be ten years in the future — we will be lucky to avoid another
recession in the future — it is best to remain flexible over methods.

If the benefits of technology and trade continue to go disproportionately to the
rich, that will have two important impacts on the public finances. Firstly, thanks to
our progressive Income Tax system, it will see the government’s revenues increase
— even without any deliberate charges to marginal rates. Secondly, the wave of
new technologies will give us the chance to offer a leaner, more personalised and
more efficient public sector.

Both will improve the government’s net fiscal position — and that offers us the
chance to pass on the benefits in lower taxes and more generous benefits, creating
a Living Income for everyone in full time work.

Offer everyone a second chance to find a new career
In an era when the majority of workers could expect to stay in the same industry
until retirement, it made sense to concentrate the majority of their training and
learning at the beginning of their career. If, however, the age of a job-for-life is
truly over and many will need to find a second career, do we also need to allow
for a second period of education?

Today, the vast majority of education spending is aimed at the under 25s.
Under current policy, adults over 25 are only allowed free tuition for their first
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Level 2 further education qualification or an income contingent loan for their

first level 3 or level 4 qualification. (If they move on from further qualification to

higher education, their level 3 loan is written off).

Figure 32: Full-time students in UK tertiary education
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Simply expanding the current student loan system to include the over 25s is

unlikely to be the best use of money:

Around 45% of the cost of the current student loan system is subsidised for
by the taxpayer. Depending on take up, massively expanding it could very
expensive.'” More importantly, this spending is likely to be highly regressive,
with much of the subsidy going to those who are already relatively well off.
Individuals at the middle rather than the beginning of their lives are more
likely to have deep roots: families, houses and non-work lifestyles they don’t
want to leave behind. Even if it is local, a full-time three year qualification is
probably both impractical and overkill.

Crude unconditional increases in spending is a recipe for waste, low
productivity and poor value qualifications:

e The Wolf Review found that around 350,000 of the 1.8 million in a

given 16 to 18 year old cohort “got little to no benefit from the post-16
education system”, completing low level vocational qualifications with no
labour market value. The wage returns to NVQ level 2 qualifications are
not only low — they are negative. At the university level, the returns some
students are getting from newly created low value courses are questionable.
In the past, designing effective adult education has proved extremely difficult. In
a recent study for DWP after controlling for individual differences the effect of
training on wages proved statistically insignificant.'** Past Government schemes
like Train to Gain or Skills for Life have shown nil to very modest gains. Out of
7 Random Control Trials and 27 Control Trials for literacy interventions, just 5
found a positive impact. For interventions in numeracy, just one study out of
four Random Control Trials and 8 Control Trials found an impact.'?* A recent
large scale randomised field experiment found adult education vouchers had
no significant impact on earnings, education or subsequent employment. There
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was some evidence that they might moderately help low skilled workers with
only vocational training, but even here the results lacked statistical significance.'?®
e In general, untargeted increases in education subsidies run the risk of
increasing the proportion of education spending going to signalling and
useless qualifications. This is both unfair and likely to be highly regressive.

More positively, the support needed for mid-life career transition is likely to take
a much broader form than simply expanding a one-size-fits-all degree system.

The good news is that the same technological changes that are automating away
jobs, are also likely to provide much cheaper routes to retraining. The potential of
online education, or Massively Open Online Courses (MOOCs), has perhaps been
overhyped, but they still remain a compelling opportunity: orders of magnitude
cheaper than traditional college courses; no need to leave the house for universal,
instant and repeatable online access to the world’s best tutors; the potential for instant
feedback and rapid evolution of pedagogy from analysing millions of students.

While they may not be for everyone or for every sort of retraining, MOOCs
are still likely to play a major role in the future. Indeed, they are most likely to be
effective in relatively concrete and specific areas of vocational training, with some
of the early trailblazers such as Udacity already pivoting to work alongside tech
firms like Google and Salesforce to develop market valued qualifications.

Figure 33: Annual tuition cost of learning programming/
computer science (£)
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More broadly, any type of formal education, online or off, may not be what is
needed in many cases to enable career transition.

For many careers, the best form of learning is on-the-job and the easiest way to
improve your labour market value can be to move location, intern, and work your
way up. Past a young age, the costs of moving location, building up a speculative
portfolio or working as an Intern or Apprenticeship becomes hard to afford. This
is especially true for those already with a low savings cushion. On the other hand,
simply offering an unqualified loan for career transition runs the risk of high
deadweight cost — in effect, offering a fully paid up second gap year on the taxpayer.

The best means of ensuring high value qualifications, reducing deadweight
and maximising fit to personal needs is ensuring individuals have some skin in
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the game. Individuals should have both choice and financial responsibility in
choosing the support and retraining they need.

At the age of eighteen, every individual should be given an online Lifelong
Learning Account.'?’ This would act as the platform, portal and clearing house for
other types of financial support including loans, vouchers, financial aid, transfers
from savings, matching funds and scholarships. As a first step, the current student
loan system could be integrated into and extended through this system.

What sorts of products could be offered through this platform?

©® The account should act as a gateway into Policy Exchange’s previously
proposed MyFund personal welfare accounts, allowing individuals to use
their own savings to fund retraining. In our 2014 report Making Contributions
Count we proposed diverting at least £250 from individuals National Insurance
contributions into a new personal welfare account, which would pay out
half the cost of the first six months of unemployment. Over the course of a
working life, a normal working individual should comfortably build up a fund
worth over £10,000. Subject to keeping the equivalent of six month’s benefits
payments in their account — which would take only five years of contributions
to build up — individuals should be able to draw on this resource to fund
retraining. As this is their own money, with any surplus at the end of working
life getting added to pensions, there would be strong incentives for individuals
to spend the money well.

® The Government should use the portal to pilot other interventions in
retraining, adult education and career transition. There could be pilots of
more targeted vouchers for adult education, and allow third parties such as
charities and Work Programme providers to offer their own programmes,
matching funding and scholarships. Not every programme need be strictly
focussed on formal education. The American Enterprise Institute has suggested
the idea of targeted work relocation vouchers for the long-term unemployed
in areas of high unemployment, which we could pilot in some of Britain’s
most deprived areas. We could even cautiously pilot the use of targeted grants,
loans or financing from MyFund to pay for individuals to work for six months
as an intern, apprentice or building up their portfolio as they transition
between careers.

©® Finally, every person in Britain should have instant, unlimited and
effectively free access to accredited MOOCs, enabling a true culture of
lifelong learning and allowing anybody with a computer to retrain in
a digital career. MOOCs are effectively so cheap that concerns over cost
deadweight are much less worrying compared to the potential of universal,
unmetred access. This could be paid for through a combination of an
individual’s MyFund account, Government deals with the largest providers
and, where needed, simple subsidies.

Give everyone a stake in the growth of the economy
What if automation does accelerate, undermining the market value of labour and
increasing the returns to capital.

It is easy to picture this as an oligarchic world, in which a few Silicon Valley
titans own the software that will more or less by itself run our factories, drive
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our vehicles and deliver our shopping — but it doesn’t have to be. Anybody can
gain a stake in the future success of a Google or Apple or Facebook at the cost
of one of their shares.

In the long run, as Piketty’s Capital in the Twenty-First Century reminded
the economic world, or as Einstein apocryphally noted, compound interest is
the most powerful force going. The Government should aim to significantly
raise the level of savings in Britain, creating a capital owning democracy. The
ownership of shares and discretionary saving should no longer be the province
of the rich. Everybody should have a capital as well as labour stake in the future
of our economy.”

Achieving this aspiration will be a significant challenge. Household savings
rates have recovered a little since their trough just before the recession, but they
are still a long way from the 11-12% we see today in France or Germany, let alone
the levels saved by much poorer Chinese households. Making matters worse,
wealth is far more unequally distributed than income. The ratio between the
90% decile and the 10% decile is ten times larger for wealth than for income.'?®
Around 11 million people are not saving enough to meet the recommended
replacement income for retirement,'”” and almost a quarter of households own

no private pension wealth at all."*°

Figure 34: Breakdown of wealth by decile (ONS)
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There is no one reason for Britain’s low savings rates. House prices, ageing,
global trade patterns, hyperbolic discounting, crowding out from the public
pension system and cultural change have all played their part. Neither is
saving one uniform thing — the right investment vehicle and policy mix
will depend on whether the primary purpose is retirement or investment or
building wealth.

Equally, we will need to trial a range of measures building on current reforms

to reach higher savings rates:

® In the UK, the 2014 Budget saw the Government introduce an expansive
agenda to encourage saving: merging cash and share ISAs into a New ISA with
a £15,000 limit; abolishing the 10p rate for savings; loosening the restrictions
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on pension savings, including an end to the requirement to buy an annuity
and charging the normal Income Tax rate on cash taken at retirement.

©® Behavioural nudges, carefully chosen defaults and opt-out systems offer the
chance to combat our instinctive hyperbolic discounting of the future. So far,
auto-enrolment has seen around 5 million workers enrolled into a pensions
scheme with only 10% choosing to opt out.’*! Schemes in which employees
committed in advance to allocate part of future salary rises towards their
pension saw average savings rates increase from 3.5% to 13.6% over 40
months.'*?

©® Elsewhere, Policy Exchange has suggested the creation of personal welfare
MyFund accounts; the introduction of Bonus ISAs to allow individuals to
roll over unused ISA allowances; the phasing in of a compulsory 12% auto-

enrolment rate.

Unfortunately, many of these reforms are only likely to have a limited impact
on increasing savings among those on low incomes. Most people are a long way
from the current annual ISA limit of £15,000. The introduction of the relatively
generous Saver’s Credit income tax credit in the US for low and moderate income
families had relatively little impact.'** Even nudges seem to be less powerful for
low income households — one opt-out scheme in which tax refunds were by
default allocated to US Savings Bond created no net effect on savings.'**

Other schemes aim to build a savings habit through the government either
temporarily matching individual contributions or simply directly crediting the
account. The last Government, for example, planned to introduce a national
matching scheme in the Savings Gateway, and to ensure a minimal level of
financial assets in the Child Trust Fund. Once pressures have eased on the public
finances, there is a good case for experimenting further with more targeted
versions of similar schemes. However, if not carefully designed matching schemes
can be susceptible to high levels of deadweight, encouraging contributors to
redirect existing rather than create new savings. The evaluations of the second
round of pilots of the Savings Gateway found “no discernible evidence that
[Savings Gateway accounts] led to higher overall ‘net worth’... this conclusion
holds for lower and higher income groups alike.”!'**

One final underutilised type of pro savings nudge, however, has a proven
track record, including amongst low income households — and requires new no
subsidy from the government.

Prize Linked Savings accounts offer the chance to randomly win a set cash prize
alongside, or in some cases instead of, a fixed interest rate. They are in effect a
combination of a lottery and a bond. In the past, they have been used in around
20 countries including Germany, Austria, Spain, Greece, Italy, Sweden, Switzerland
and Japan.

There is a range of evidence for Prize Linked Savings accounts effectiveness at

raising savings, including:

©® A recent online experiment saw the creation of Prize Linked Accounts increase
“total savings quite dramatically (on average by 12 percentage points), and
that that the demand for the PLS account comes from reductions in lottery

expenditures and current consumption.” '3
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® In South Africa, a PLS programme enrolled 750,000 participants in two
years.'¥’

©® The 2009 Save to Win project in Michigan created 11,600 new savings
accounts and $8.6 million deposits in 11 months. 56% of surveyed account
holders said this was their first time regularly saving money, and 39% reported
financial assets of less than $5,000.'%

Furthermore, prize Linked Savings accounts already have a (very) long and
significant track record in Britain.

Trying to pay off the debt from the Nine Years War in 1694, the Government offered
100,000 tickets at £10 each in the ‘Million Adventure. Each ticket offered a 6.15%
annual return, and further annual cash prices from £10 to £1000. The contemporary
record suggests the programme was a significant success, with tens of thousands of
investors, including those with relatively low incomes through syndicates.

More recently, Harold Wilson introduced the Premium Savings Bond in
1956 programme to create “Savings with a Thrill!” The programme proved an
immediate success, with £5 million bought on the first day, and it still running
today.

For each £1 invested, an investor is allocated a number, with investors able to
hold up to £40,000 in Bonds. Each month, a draw is held offering the chance
for one of two £1 million prizes, and a range of lower value prizes. Analysis of
time series data seems to suggest that sales respond most to the size of the largest
prize, despite this only providing 2% of the expected value of the return.'*
Across its history, more than 23 million people in Britain have invested more than
£33 billion in Premium Bonds.'*® If you put to one side the richest households,
Premium Bonds are owned by a larger proportion of households than stocks or
shares.'*!

While the general principle of making savings more fun is worth building on,
there is still a lot we could do to improve the current Premium Bonds model.
The value of prizes paid out is relatively low — currently equal to around 1.35%
— while it is possible for a modest saver to win nothing and see no returns on
their savings at all.

Without further experimentation, it is difficult to say what size or frequency
prizes would maximise the amount saved. Could we offer a low but steady interest
rate to everyone — but then one or two large jackpot prizes on top of this? The
one real conclusion from the literature so far on behavioural nudges is that very
small and hard to predict changes can have significant impacts on eventual savings
rates. Rather than seek to design a perfect model from scratch, we need much
more experimentation.

The Government should pilot a new generation of Premium Bonds,
combining a successful historical model with the latest behavioural ideas.
A range of private sector banks and potentially non-profit institutions should
be licenced to trial their own ideas for an initially restricted time period,
experimenting with different minimum contributions, defaults, interest rates,

frequency and sizes of prizes.
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