Chapter 4    Additional Activities 

Activity 1   Economic objectives

The major economic objectives of government are:

· Economic growth or an increase in Gross Domestic Product.

· Full employment – roughly defined as a situation where the number of unemployed equals the number of vacancies.

· Stable/low inflation.

· Equilibrium in the balance of payments.

In practice it is not common for all four of these objectives to be achieved at the same time. Why do you think this is so?

Feedback
The problem for all governments is that it is extremely difficult to achieve all of these four objectives simultaneously – policies that help to meet one aim make it more difficult to meet another. For example, policies aimed at expanding the economy and achieving economic growth will lower unemployment, but they will also worsen the balance of payments (because much of the increased purchasing power will be spent on imports), and could increase inflation. The New Labour government since 1997 has been successful in achieving three of the objectives – economic growth, low unemployment and low inflation – but the balance of payments is heavily in deficit. On the other hand, the Eurozone, through the European Central Bank, has concentrated on inflation at the expense of relatively high unemployment and low economic growth.

Activity 2  Fiscal policy

a. List the constraints on a government’s ability to vary the level of:

	Taxation


	Government spending


Feedback

a. There are a number of possible constraints on fiscal policy; that is, factors limiting the government’s ability to change the level of taxation and public spending:

	Taxation
	Government spending

	There is increasing opposition in the UK to raising the level of taxation. This has applied throughout the 1990s and 2000s to the level of income tax, which now seems to be politically untouchable by governments of any political hue. The Labour government since 1997 had tried to get round this by increasing indirect taxes, but this has been spotted by the Opposition, and publicised as ‘stealth taxes’.
	A lot of public spending is very difficult to reduce – spending on the NHS, education and unemployment benefit is politically protected.

	Changes in taxation have a time lag between the change being made and the tax being collected. This is particularly true of direct taxes like income tax.
	Some spending is beyond the government’s direct control. If unemployment rises, spending on unemployment benefit automatically goes up. Spending also has to react to events. For example, the government was forced to spend billions of pounds for which it had not budgeted to counter the epidemic of foot and mouth disease in 2001.

	The impact of a change in taxation on the spending behaviour of individuals or businesses is not always easy to forecast. If your income tax was cut, would you regard this as a windfall to be spent, or would you use it to increase your savings?
	An increase in spending is often difficult to achieve. For example the New Labour government since 1997 increased the budget for capital spending in the NHS, but it takes time to plan new buildings, place contracts, and then actually get new hospitals built. The time lag for a major motorway or airport terminal is even longer.


Activity 3   Unemployment

a. What do you think are the disadvantages of each of the four methods to deal with structural unemployment (retraining, moving elsewhere, subsidising declining industries or encouraging new growth industries)?

b. Think back to a time when your own organisation made redundancies. Try to find out what caused these redundancies. Was it structural/technological (caused by a long-term decline or restructuring in your industry), or cyclical (caused by a downturn in the whole economy)?

Feedback

a. All the methods of combating structural unemployment have disadvantages:

· Retraining may improve the job prospects of individual workers, but in itself it does not create any new jobs. One potential worker is likely to displace another There is also the difficulty that many of the workers displaced by structural unemployment are likely to be older men, who may be more difficult to retrain. The real benefit from retraining is long-term, as the level of relevant skills in the economy is raised.

· Moving elsewhere again runs up against the problem that it does not create any new jobs, and again leads to displacement. It is also socially disruptive.

· Subsidising the declining industry may merely postpone the problem, although it can be useful in enabling a planned rather than an unplanned run-down to take place. It might have enabled the run-down of the coal industry to be less socially disruptive, for example. It is anathema to the right, as it distorts the market mechanism, and also increases public spending.

· Encouraging new growth industries is the best long-term solution. It has been used with considerable success in the North-East, attracting, among other firms, Nissan and Samsung. However, it usually involves considerable public spending in start-up subsidies, and does not guarantee that the new jobs created will be permanent. Indeed, many of the firms attracted to the North-East in the early 1990s had closed down by the late 1990s (including Samsung).

b. One of the best ways of estimating whether redundancies were cyclical or structural is whether or not the jobs were recreated some time later. If they were, the chances are that the redundancies were cyclical.

Activity 4   Recession

a. Share prices in the UK peaked at the end of 1999, and are still (late 2004) at only around two-thirds of their peak value. Falling share prices affect shareholders, rather than directly affecting the company itself. Why do falling share prices increase the risk of recession?

b. Why might a recession benefit the economy in the long term?

c. Your manager hears that a recession is forecast for the next few years in a country where a major supplier or customer is based. You are asked to state what measures governments can take in order to help lift an economy out of a recession. What points would you make?

d. What impact do you think a prolonged recession might have on:

· airlines

· supermarkets

· banks

· your own sector?

Feedback
a. Falling share prices can make a recession worse in two ways. First, it leads to a fall in the wealth of shareholders. Even though this may not immediately affect their incomes, they feel worse off. This is likely to reduce their confidence in the economy, and may well lead them to cut their spending – in particular, they are less likely to borrow to finance the purchase of consumer durables. Second, if its share price is falling, this cuts off one of the main ways in which a company can raise more capital – by issuing more shares. If potential investors expect the share price of a company to fall, they will be reluctant to put more money into it. Companies are therefore likely to find it more difficult to raise capital, and will cut their spending on new equipment, again cutting demand in the economy, and making the recession worse.

b. A recession will drive a number of companies out of business. Some of these will fail through no fault of their own, just because they were unlucky. Others will fail because they are inefficient, or because they have made the wrong decisions. A classic example is Marconi. For fifty years after the war, it was known as GEC, specialising in household appliances and defence electronics. It was very successful and built up a bank balance of several billion pounds. In the late 1990s, new management decided to change the strategic direction of the business. It sold off its consumer businesses, sold the defence electronics business to British Aerospace, and, renaming itself Marconi, decided to concentrate on telecommunications equipment. 

It spent its entire cash mountain and more on buying other companies in this area at the height of the dot.com boom. When the boom collapsed, so did Marconi’s business and its share prices to less than one per cent of its peak. This is a classic example of the ‘survival of the fittest’ function of recessions. Companies that survive it will be leaner, but they should be fitter, more efficient and more productive. These more efficient companies will be better placed to win global competitive advantage and so bring economic benefit to the country.

c. This question was set in the Managing in a Business Context exam in May 2004. The examiner’s comments were: ‘This was another question that appeared to us to be shockingly badly answered, when it was answered at all. Precious few candidates, it seems, have any real grasp of the various levers of economic policy available to governments, their purpose or effects. It is actually a very straightforward question requiring candidates to do no more than list two or three distinct policy prescriptions used by governments to tackle recessionary conditions. We were simply looking for points like reducing interest rates, reducing taxation, increasing public spending, allowing government borrowing to rise, incentives for small businesses, buying foreign currency to devalue/encourage devaluation, etc. Only a minority, however, were able to explain more than one of these coherently. Too many answers advocated the opposite measures (ie raising interest rates and taxation, revaluing the currency, etc) or wrote what could well have been a rehearsed answer about monetarism and Keynesianism in general terms.

d. Airlines are notoriously vulnerable to fluctuations in the business cycle. In recessions, there is a big fall in business travel, particularly transatlantic travel, the area in which airlines make most of the profit. If an aircraft seat is not sold, its revenue is lost for ever – there is no way the sale can be made later. Airlines also borrow a lot of money to finance the purchase of (extremely expensive) aircraft. In accounting terms, they are heavily geared. This means that they have to pay interest whether or not they are making a profit. This makes their profits after interest payments very volatile. 

In recessions, mainstream airlines do very badly, and in booms, they do very well. Budget airlines have a slightly different pattern. They tend to lease their aircraft rather than purchase them outright, so they are less highly geared. They also benefit from business travellers trading down from the mainstream airlines.

Supermarkets tend not to be severely hit by recessions. People still have to spend on food and other groceries even if they are unemployed and/or lacking in confidence. Their sales are thus likely to be recession-proof. However, supermarkets have increasingly been diversifying into consumer durables like TVs, because their profit margins are higher than on groceries. This increases their risk, as consumer durable sales are heavily affected by consumer confidence.

Banks make their money by lending. They are on the other side of the equation from the airlines. Ina recession, firms (and probably individuals) will be borrowing less, interest rates (and so the income from loans) will fall, and bad debts will rise. Thus banks, like airlines, are hard hit by recession.

For your own sector, think about factors like the extent to which sales are dependent on consumer confidence, whether or not the sector borrows heavily, and, if you operate in a business-to-business market, how recession affects your customer’s customer. If you are operating in a not-for-profit area, recession will still have an impact. Charities will find people less able or willing to give, and demand for public services could increase as people trade down from private sector alternatives, eg public transport instead of taxis, the NHS rather than private care, a visit to the library rather than a book shop, etc.

Activity 5   EMU and ERM

In what ways do you think that EMU is different from ERM?

Feedback
The ERM was purely an exchange rate system. Member countries set their own interest rates, and decided their own levels of taxation and government spending. It also permitted some fluctuation on exchange rates, which could vary up or down by 2.5 per cent. Members also kept their own currencies. There was also provision to devalue within the system, or even to leave it, without jeopardising EU membership.

EMU is a much more formal system. Members lose their currencies, which are replaced by the euro. They also lose control over their interest rates, which are now set by the European Central Bank, which has day to day independence in setting rates. Fiscal policy is also indirectly controlled, as the convergence criteria set a limit on the size of budget deficits. Thus it is impossible to pursue an independent economic policy. It also appears to be impossible to get out of EMU once one has signed up. It seems likely that leaving EMU would mean resigning from, or being expelled from, the EU.

Activity 6   The power struggle over EMU

(a) The D-mark was one of the strongest currencies in the world. Germany is the most powerful economy in euroland, but the euro has oscillated between being a strong currency when first introduced in 1999 at $1.16, suffering a sharp decline to $0.83 in 2002, before recovering to $1.26 in October 2004. Why does its value against the dollar change so dramatically and so quickly?

(b) When the ECB was set up in 1999, it set interest rates very low, mainly to reduce unemployment in Germany. The result was inflation in Ireland. Why?

Feedback

(a) When the euro was set up in January 1999, it was generally felt that because the D-mark had been a very strong currency, the euro would inherit this strength. It would be the currency for a trading bloc as big as the US, and it was assumed that it would be as strong as the US. However, Germany is perhaps not as strong as it appears, mainly because of the long-term costs involved in integrating the former East Germany. Also, Germany is only about a quarter of the eurozone in terms of population (although rather more in terms of GDP), and the eruozone also included some countries with notoriously weak currencies like Italy, Spain and Greece. If you look at the average of EU exchange rates, one would expect the euro to be a medium-strength currency, not a very strong one. This tendency to weakness in the currency was compounded by the decision of the ECB to set the eurozone interest rate too low (at 2.5 per cent) in January 1999.

At the same time, the perception of the US economy has changed over time and the effect of the level of relative interest rates also influences the strength of the currency. In early 2004, US interest rates were very low, at only one per cent, in order to stimulate the American economy, and by late 2004 they had only risen to 1.75 per cent, well below those in euroland. It is therefore not surprising that the euro has risen in value again. There is also some concern that the American budget deficit is ballooning out of control and so is the US balance of payments deficit – both of which cause currency holders/speculators to move away from the dollar and towards the euro, where the balance of payments is much stronger. Having said this, the degree of currency speculation in the world markets is so great that it is sometimes difficult to distinguish a long term trend from a speculative short-term movement.

(b) When the euro was set up in 1999, German unemployment was high, particularly in the old East Germany. On the other hand, the Irish economy was booming, with a growth rate of GDP approaching 7 per cent a year. Germany thus needed a low interest rate in 1999, but Ireland definitely did not. Its economy was already running the risk of overheating, and the low interest rate made this worse, leading to inflation. This is one of the drawbacks of what the article describes as the ‘one-size-fits-all’ monetary policy of the ECB – in practice rather than fitting all, it fits none.

Activity 7   Advantages and disadvantages of the euro

David Farnham, in Managing in a Business Context, puts forward advantages and disadvantages of euro membership as follows:

‘Some of the claimed benefits of EMU are:

· price transparency

· stimulus to trade

· savings in conversion and transaction costs

· efficient allocation of resources

· economising on foreign currency reserves

· low inflation and price stability

· lower interest rates

· preconditions for further integration.

Some of the claimed costs of EMU are:

· loss of autonomy over national economic policy

· loss of exchange rates as a policy instrument

· reduces the ability of governments to inflate taxes

· reduces the real value of public debt

· differential impact on regions, ie ‘winners’ and ‘losers’,

What do you think would be the advantages and disadvantages of UK membership of the euro? 

(a) For the UK economy

(b) For your own organisation?

Explain your points.

Feedback

(a) For the UK economy

I will work through the list of advantages and disadvantages as given by David Farnham, with my interpretation of each one

Advantages

· Price transparency. This means that the price you see is the price you pay. For example, if you are a German planning to go on holiday in Italy next year, you do not have to guess how much spending money in lira will be represented by your holiday spending budget of (say) 500DM. Your x euros in Germany will still be worth exactly x euro in Italy.

· Stimulus to trade. One of the main deterrents to trade is uncertainty, because of exchange rate risk. If this risk is removed, trade becomes more attractive

· Savings in conversion and currency costs. If before 1999 you travelled through a number of European countries, changing currency at each border, you could end up paying a high percentage of your total money in currency conversion costs. These costs will vanish with the euro.

· Efficient allocation of resources. By removing uncertainty from the equation, resources should be allocated more efficiently.

· Economising on foreign currency reserves. With national currencies in use, each country needs to keep its own reserves in some hard currency (like dollars). With a single currency, these foreign currency requirements are pooled and therefore reduced. However, the euro has not always been as strong a currency as expected, especially against the dollar.

· Low inflation and price stability. The idea here was that the eurozone should inherit all the strengths of the D-mark. This may not be true in practice. The lowest inflation rate in the EU has been in the UK, not in the eurozone.
· Lower interest rates: Again this should have been inherited from the D-mark, but again may not work in practice. Interest rates were set very low by the ECB in January 1999, but have crept up since to counteract the weakness of the euro.

· Precondition for future integration. Some euro-enthusiasts see the ultimate aim of the EU as a United States of Europe. A single currency is vital to this. For those less extreme federalists, the single currency is important in encouraging a sense of ‘Europeanness’.

Disadvantages

· Loss of autonomy over national economic policy. The ECB will set interest rates in the eurozone, and national governments will lose control over monetary policy.

· Loss of exchange rates as a policy instrument. With a national currency system, individual countries had the power to devalue their currency if they felt that their economies were becoming uncompetitive. They cannot do this with the euro.

· Reduces the ability of government to inflate taxes. This might be seen as an advantage! In any case, the convergence criteria are more concerned to restrict government spending and borrowing rather than to prevent taxes going up. 

· Reduces the real value of public debt. The convergence criteria restrict the level of public debt, but I would see this as an advantage rather than a disadvantage.

· Differential impact on regions, ie ‘winners’ and ‘losers’. This I think is the key weakness. How is it possible for the same level of interest rates to fit an extremely strong (though currently depressed) post-industrial economy like Germany, and an underdeveloped agricultural one like Greece or Sicily? The likely result is a compromise policy that suits no one country very well. 

(b) As you can see from the above discussion, most of the advantages of the euro go to individuals and organisations, while most of the disadvantages go to governments. If the UK joins the euro, your own organisation will face a heavy one-off conversion cost to convert its accounting systems to the euro, but thereafter should on balance benefit, particularly if it is involved heavily in international trade. 

Activity 8   EU social policy and your organisation

Since its opt-in to the Social Chapter, the UK government has been fully committed to the objectives of Social Europe. Critics of the Social Chapter argue that this is a mistake, because they see the Social Europe programme as increasing rigidities in the European labour market, and as inhibiting the drive to greater competitiveness within the EU embedded in the Lisbon Programme of 2000. 

a. What arguments can you put forward for full UK participation in Social Europe?

b. What impact has EU social legislation had on your own organisation?

Feedback

a. This issue was discussed by John Philpott in 2003. He put forward the following arguments in support of full UK participation in Social Europe (John Philpott, ‘Europe’, CIPD Perspectives, Summer 2003): 

· ‘The Government considers active participation in Social Europe to be perfectly consistent with its broader Fairness at Work objectives. The basic objective is to establish minimum standards of working conditions in such as way as to boost workplace productivity and enhance labour market flexibility. This, the Government hopes, will help create jobs and improve living standards…

· Critics… argue that the effect will be to raise labour costs and reduce labour market flexibility…Some HR practitioners express concern that managers are becoming so fixated on the need to comply with an increasing welter of employment regulations that they risk losing sight of the need to improve the performance of their organisations. Evidence for such negative effects is thin on the ground, the UK economy and labour market having performed relatively well under the present Government.

· The Government agues that engagement with Social Europe strengthens the UK’s hands when arguing against proposed legislation considered not to be in the interest of the UK and/or the EU as a whole…

· Some continental EU economies tend to score well on real wage flexibility and functional flexibility. This is particularly true of those with strong social partnership institutions operating at national, sectoral and workplace levels.’

b. If your organisation is a large one with activities through out the EU, it may well come within the provisions of the European Works Council Directive, which was implemented into UK law in 1998.  If so, check whether it has set up an EWC, or when it intends to do so if it has not already done so, and if possible obtain a copy of the Constitution of the EWC.

One piece of EU social legislation that will certainly apply is the Working Time Directive, implemented in the UK in October 1998. Your organisation will also increasingly come under the parental leave provisions of the Employment Relations Act 1999 which implement the Parental Leave Directive.

Your organisation, particularly if it is in the public sector, may also have been affected by the Acquired Rights Directive 1977, implemented in the UK as the Tupe regulations, but this predates the major social policy initiatives of the EU, which date back to 1989 and the Social Charter.

To avoid making a howler in the exam, take careful note that the National Minimum Wage is nothing to do with the EU – it is purely a UK piece of legislation. Exactly the same is true of the union recognition provisions contained in the Employment Relations Act 1999 – this is nothing to do with the EU.

Activity 9   National Works Councils

What do you think would be the likely HR implications of implementation of the Information and Consultation Directive in your own organisation? What measures has your organisation already taken to prepare for implementation?

Feedback

The most fundamental issue facing your organisation, (unless it is already committed to social partnership) is the fostering of a culture of partnership. If your organisation brings in a National Works Council purely because it is a legal requirement, it is likely to be an expensive but futile exercise which nobody will take seriously. On the other hand, if your organisation genuinely promotes a partnership culture, it should see considerable improvements in morale and motivation among its staff. An involved staff is likely to be a more understanding staff.

There are some practical difficulties. Your organisation may worry about releasing previously confidential information to staff representatives, but there is a let-out in the draft regulations that permits the withholding of information that ‘would seriously harm the functioning of, or would be prejudicial to, the organisation’. There may also be difficulties if your organisation has a strong trade union, and has already established consultation channels with it. In such a case, it will be necessary to find a way of integrating consultation with the trade union with consultation with the workforce in general. The Final Guidance from the government on implementation advises that in cases of collective redundancy or business transfers, the company can choose to consult with the union rather than the Works Council, but that in all cases the union must be consulted.

If your organisation employs more than 150 employees, and it has taken no steps towards implementation of the Directive, it could be facing problems!

Activity 10   Training Provision

a. Many employers argue that training should be the responsibility of the state. Do you agree? What types of training should be provided by the state, and what parts provided by employers?

b. Between 1964 and 1981, Industrial Training Boards raised funds through a compulsory levy on firms in their sector, which were then returned as grants to those firms which carried out approved training. This compulsory system was replaced with a voluntary one by the Conservatives, and the present Labour government remains committed to a voluntary approach. 

In 1999–2000, a universal training levy was considered and rejected by the National Skills Task Force, and in 2000 the Irish government introduced a levy system. Despite this pressure, the UK government has refused to reintroduce universal training levies. Should employers be forced to provide training? If so, how?

c. What steps and actions would help to improve the status of vocational education?

Feedback

a. A few employers refuse to take any responsibility for training their staff, on the basis that if they need skilled staff, they can always poach those trained elsewhere. However, most employers take a more responsible approach, and recognise that they have a responsibility to provide job-related training to their staff. Some go further, and provide training which will increase the employability of their staff. However, there is a general recognition that it is the responsibility of the state to provide training in the basic skills of literacy, numeracy and IT. One of the proposals in the Tomlinson Report on 14–19 Curriculum and Qualifications Reform (October 2004) is that basic skills should be a key part of the 14–19 curriculum.

b. The levy/grant system did ensure that firms had a financial incentive to invest in training. In effect their training was funded by the Training Boards. This did not guarantee that the training was either appropriate or of high quality, however. The system was also very bureaucratic, which increased its costs, and imposed a disproportionate burden on small firms. However, when training became voluntary, there was no incentive for firms to fund training, and in many cases it was easier to poach employees who had been trained at someone else’s expense. It therefore appears that firms in the UK will only train if given a financial incentive. They can already write off the costs of training against tax. Perhaps an incentive would be to increase the tax relief from 100 to 200 per cent. In 2002, a sector-wide training levy was considered for the printing industry, based on a 0.2 per cent levy on payroll for all printers except the smallest and those with IIP accreditation. The government agreed to introduce such a levy as long as it was approved by unions and employers in the industry. The proposal was enthusiastically supported by the print union the GPMU, but rejected by the employers’ federation BPIF.

In fact, training provision on the UK is not bad by European standards. The UK is well in the top half of EU members for percentages of staff receiving training, and for spending on training, but in the bottom half for number of hours training per worker. However, it has been argued that the relatively high spending on training is necessary to compensate for the poor quality of baseline employability skills in UK workers (see John Philpott, ‘Employer training for adult workers; who are the European Champions?, Impact 9, November 2004). In addition, managers and graduates receive five times as much training as unskilled workers or those without qualifications (Christopher Adams, ‘Work skills and McJob training’, The Financial Times, 20 November 2001).

c. One problem is that vocational education is primarily (although not exclusively) provided by further education (FE) colleges rather than by schools. These are funded less generously than schools, and the staff are paid less. A levelling up in funding might help. There is also still some hangover from the old grammar-secondary modern divide.

One solution might be to publicise vocational education in a favourable way. With a few exceptions, the only post-16 education which gets a lot of positive publicity is A levels/degrees. Another solution might be to provide an integrated system of education, rather than separate academic/vocational routes and qualifications. Some steps have already been made towards this with the introduction of vocational A levels, and integration is also the cornerstone of the reforms of 14–19 education proposed by Tomlinson. He proposes a system of diplomas at various levels, and the gradual phasing-out of the term A level. 

In his report, Tomlinson says:

‘Bringing vocational pathways into a single framework would give formal equality of standing between academic, vocational and mixed pathways; recognise areas of overlap between them; provide opportunities to combine, transfer and progress between them; and ensure general educational content within vocational programmes. It would make it easier for learners to identify progression routes to advanced level and beyond.

In comparison with many other countries, we have a proliferation of vocational qualifications of various sizes and many different types, often without any clear routes of progression between them. As a result, learners and employers are often confused, and the recognition for, and currency of, many vocational qualifications is low... In the labour market, wage returns to vocational qualifications tend to be below those for academic qualifications at the same level. This reflects and exacerbates the perception that vocational learning is inferior to academic study and only for those of lower ability.

Other countries (eg Sweden, Finland and, increasingly, France) have reformed their systems and improved staying-on rates by offering more substantial vocational courses of two to three years’ duration, and generally aiming for advanced level as the exit point. We believe that the English system should move in this direction also, building upon elements of the existing qualifications framework which already have the desirable characteristics.’
Activity 11   The devolution question

a. To what extent do you think that devolution has turned the UK into a federal state?

b. The veteran Scottish Labour MP Tam Dalyell has always been opposed to devolution. As a part of his opposition, he posed the West Lothian Question – how can it be right that an MP for West Lothian (in Scotland) can have a say in the provision of services in England, but an English MP would have no say over services in West Lothian? How could this dilemma be resolved?

c. How do you think that devolution and regionalisation might lead to greater pressure on the evolution of central government policy?

d. Devolution was decided by referenda, and the Government will hold a referendum on ratification of the EU Constitution. What do you think are the advantages and disadvantages of referenda as a method of deciding government policy?

Feedback

a. Devolution has turned the UK into a less centralised state, but not into a federal one. A federal system involves two levels of government, each with control over particular areas of policy. Two levels of government operate in Scotland, Wales and Northern Ireland (although with different powers, and although the Northern Ireland assembly is currently suspended) but, crucially, not in England. For the system to be a federal one, there would need to be an English parliament (or a series of English regional parliaments), and for each of the second tier parliaments to have the same powers. What we have got is a typical English compromise – neither one thing nor the other.

b. The West Lothian question is a result of the compromise described above. If there was a true federal system, the question would not arise. The UK parliament would deal with federal matters such as defence and foreign affairs, while the devolved parliaments would deal with everything else. Short of a federal system it is difficult to resolve the question. One way would be for Scotland to continue to elect MPs to the UK parliament, but only to allow English MPs to vote on purely English matters. At present (November 2004) this would in practice make little difference, as the Labour party has a majority of English seats as well as of UK seats, but it would be easy to visualise a situation where the Labour party had a majority of UK seats, but not of English ones. 

Ironically, although Labour supports further devolution, it would potentially have the most to lose from an English parliament, as its support in England is historically weaker than in Scotland and Wales. The Conservatives are traditional upholders of the Union, but might have the most to gain from English devolution.

c. Devolution can put further pressure on the central government. As an example, consider higher education fees. Scotland has adopted a different, and generally more supportive, system of fees. The fact that a different system exists in Scotland, and seems to work, gives support to the arguments of the pressure groups opposed to the present fee policy of the UK government. The devolved Parliaments and assemblies are themselves also pressure groups in their own right.

d. Until the referendum on continued Common Market membership in the 1970s, the UK had always been opposed to referenda. It looked back to the examples of Hitler and Stalin, who obtained massive majorities in referenda in support of their policies. Referenda were seen as detracting from the legitimate authority of Parliament, which is elected by the people to take decisions. One of the main problems is the precise wording of the question in the referendum. Any market researcher will tell you how difficult it is to write a completely unbiased question. On the other hand, endorsement by as referendum does give legitimacy to a decision. If people later complain about the policy, the government can always turn round and say, ‘Ah, but you voted for it…’

Activity 12   Insider and outsider pressure groups

Insider pressure groups are the groups which the government sees as being legitimate and who are given access to decision makers. Some are institutions which are part of the state, like the police service and the universities. When government proposals relevant to their activities are under discussion they are automatically consulted. Other insider groups are external to the government process, but are generally accepted as having an automatic right of access. Such groups include the CBI, and trade unions (although not under the Thatcher government). 

Outsider pressure groups have no right of access to government. Examples include CND, the Countryside Alliance, the Stop the War Coalition and the IRA. As they have no direct access to government, they must adopt other tactics.

What tactics would you expect to be used by insider and outsider pressure groups?

Feedback

Because insider pressure groups have access to the government, it is in their interests not to lose this access. They therefore tend not to rock the boat. They are unlikely to leak documents or to attack ministers. Their methods will tend to be the production of policy documents, and direct meetings with ministers and civil servants. However, they may also use indirect pressure like the media.

Outsider pressure groups have no right to access. They therefore have to use other methods of influence. They will strive to put their views forward through the media, and will also use methods like demonstrations or marches (CND, the Countryside Alliance, Stop the War), publicity stunts (the Countryside Alliance and Fathers for Justice both carried out demonstrations inside the Hose of Commons), or even terrorism (the IRA or the Animal Liberation Front). However, even though there is no automatic right of access to government, outsider groups will frequently have unofficial channels of communication with the government – even the IRA used such channels.

Activity 13   Pressure groups and democracy

a. Think of a pressure group campaign in which either you or your organisation has been involved. What was the cause, what tactics were used, and was the campaign successful?

b. Do you think that pressure groups add to or detract from democracy?

Feedback

a. No detailed answers here, but remember to be as analytical as possible in your examination of your own experience.

b. While researching this material, I did a web search under ‘pressure groups’. One site which I found was the History Learning Site, which among other things tackled precisely this question. Its answer was as follows:

‘For some, pressure groups are a fundamental part of democracy. To others, pressure groups undermine the whole principle of democracy. Democracy is a system of government where decisions are arrived at by majoritarian principles with representatives elected at periodic elections where political equality and political freedom allow the voter an effective choice between competing candidates in a secret ballot. How do pressure groups fit in with this concept?

In the pluralist model of democracy, pressure groups play an essential role. Political parties cannot provide adequate representation for the full range of diverse interests and opinions in a modern democracy because their key function is to aggregate interests into a coherent political entity capable of governing the country. Pressure groups enable particular interests and causes to be heard and to exert influence in public decision and decision-making. Yet it is precisely the representation of specialist interests and of single issues which may give cause for concern, both in terms of the methods used to achieve objectives and of the undue power and influence which particular lobbies can exert.

Pluralists believe that pressure groups overcome the democratic deficit that builds up as most people’s political participation is to cast a vote every five years, this leading to people having little or no influence over decisions made between elections, and minority views not being represented. Pressure groups increase participation and access to the political system, thereby enhancing the quality of democracy. They complement and supplement electoral democracy in two main ways: first, by providing an important mechanism by which citizens can influence government between elections; and second by enabling opinions to be weighed as well as counted.

Pressure groups improve the quality of government. Consultation with affected groups is the rational way to make decisions in a free society. It makes government more efficient by enhancing the quality of the decision making process - the information and advice provided by groups helps to improve the quality of government policy and legislation.

Pressure groups are a product of freedom of association, which is a fundamental principle of liberal democracy. Freely operating pressure groups are essential to the effective functioning of liberal democracy in three main ways: they serve as vital intermediary institutions between government and society; they as~ist in the dispersal of political power; and they provide important counterweights to balance the concentration of power.

Pressure groups enable new concerns and issues to reach the political agenda, thereby facilitating social progress and preventing social stagnation. For example, the women’s and environmentalist movements.

Pressure groups increase social cohesion and political stability by providing a ‘safety-valve’ outlet for individual and collective grievances and demands.

Pressure groups assist the surveillance of the government by exposing information it would rather keep secret, thereby reinforcing and complementing work of opposition through political parties. Pressure groups thereby improve the accountability of decision makers to electorates.

Although few people would deny that pressure groups play an important role in British politics, critics have argued that this role may not be the one suggested by the pluralist model.

Pressure groups improve participation, but in an unequal way, benefiting the well organised but disadvantaging the weakly organised. In this sense, they work against - not in favour of - the public interest.

Pressure groups themselves may not be representative of their members. Their officers are not usually elected. Few groups have procedures for consulting their members. As a result, the views expressed by group officials may not be shared by the group’s members.

Although the views of pressure groups may sometimes be considered, they are likely to be ignored if they do not confirm with the ideology or agenda of the decision makers.

Pressure group activity gives people hope that they can make a difference. This hope is a distraction. The ruling class would rather that people put their energies into pressure group activities, which do not question the fundamentals of the system than into political activity, which seriously challenges the right of the elite to govern.

Group opposition can slow down or block desirable changes, thereby contributing to social immobilisation.

The in-egalitarian way that some groups operate increases social discontent and political instability by intensifying the sense of social frustration and injustice felt by disadvantaged and excluded sections of the population.

In Britain’s secretive political system, groups and parties combined are unable to mount effective opposition to government policies because they generally lack adequate information.

Large-scale demonstrations mounted by any group may lead to unpleasant clashes without the police, sometimes involving militants with their own agenda. This level of civil disobedience cannot be justified in today’s democratic system.

Pressure groups are an essential dimension of any democracy, yet they can endanger democracy if sectional groups undermine the public interest or if the methods they use are corrupt or intimidating.’

Activity 14   The collapse of the bubble economy

The Japanese economy in the late 1980s was a fascinating mixture of the ancient and the ultra-modern. Until the 1860s, Japan had been a feudal economy, with power in the hands of great regional noblemen, the daimyo, each with a large number of loyal retainers, the samurai, who bore an uncanny resemblance to medieval knights. The samurai swore loyalty to his lord, and in return received support and a guaranteed livelihood. The wealth of the country was produced by peasants and artisans, who were of little account in the social system – indeed, a samurai was legally permitted to kill a peasant with impunity.

After Japan was opened up to the West in the 1860s with the restoration of the emperor, it embarked on a hectic period of modernisation, with such effect that within forty years it was able to crush the Russian empire in the Russo-Japanese war. Two main methods of economic development were used, which were to have repercussions as late as the 1980s and 1990s. The government played an active role in stimulating investment and in picking industrial winners, while the feudal system was carried over into the economy. Replacing the daimyo were great industrial conglomerates, the zaibatsu, which controlled sprawling collections of companies, including banks, which all traded with each other. Some of these zaibatsu, such as Mitsubishi and Mitsui, still survive today. The ides of mutual obligation was also taken over from the feudal system. The zaibatsu supported its subordinate companies, while the companies themselves provided lifetime employment for their salarymen – managers and other skilled staff. A workers’ loyalty was as much to his company as to his family – indeed, frequently marriages were arranged through company marriage brokers.

The zaibatsu were broken up by the American occupation after World War II, but in many cases they quickly reformed as conglomerates known as keiretsu, which were uncannily similar.  Corresponding to the peasants were a vast number of small sub-contractors outside the keiretsu system.

The government continued its tradition of intervention in industry, through the Ministry of International Trade and Industry. Japanese companies were also quick to innovate, taking over the American quality ideas of the US guru Deming, and introducing a whole range of progressive management techniques including Total Quality Management, concurrent engineering and continuous improvement which made Japanese industry the envy of the world in the 1980s. 

By the early 1990s, the Japanese economy was at the peak of its success. After ten per cent annual growth rates in the 1950s and 1960s, it still had the most rapid growth of any of the leading industrialised countries in the 1980s, and it had achieved a level of real GDP per head of 85 per cent of the US level. Share prices had rocketed, to a peak of 38,000 on the Nikkei index in 1991, and so had property prices. At one stage, the Imperial Palace in Tokyo was on paper more valuable than the whole of California.

This ‘bubble economy’ was clearly too good to last – just like the US stock market boom in 1929 or the dot.com boom in 2000. When the crash came in the early 1990s it was a rapid, severe and long-lasting one. The share index was down to 15,000 in 1998, and has since fallen further. In late 2004 it stands at around 11,000, less than a third of its peak. Property prices have followed a similar trend. The Japanese economy was in recession (falling GDP) from 1997–8 and again in 2001–2, and in 2002, GDP per head was lower than it had been in 1997.

The results of this asset price collapse were dramatic. The loss of much of their wealth caused Japanese consumers to cut back their spending, and, even more seriously, left Japanese banks with loans which were secured on property which no longer provided adequate collateral. These bad loans meant that technically virtually the whole of the Japanese banking system was insolvent, and this inhibited further lending. Along with the general recession, this made firms very reluctant to invest.

The result was that the savings ratio in Japan soared, but it was not matched by investment. The lack of demand led to a general fall in prices – deflation. This made the problem worse, as consumers became even more reluctant to spend, knowing that prices would be lower next year than this. In such a situation, it was rational to postpone major purchases, and demand plummeted. 

The Japanese government used the usual policy weapons of monetary and fiscal policy. Interest rates were cut, eventually falling to zero. However, by this time prices were falling, so even a zero nominal rate of interest meant that real interest rates were still positive. As it is not possible to have nominal interest rates below zero, the government and the Bank of Japan were trapped. This situation had been identified by John Maynard Keynes in the 1930s as the liquidity trap. Interest rate could fall no further, and even if the government printed more money, there was no guarantee that demoralised consumers would spend it. Keynes described this as ‘pushing on a string’.

The other problem was with the exchange rate. Against its major competitor, the US, Japan experienced a rising exchange rate until 1995. It reached a peak of ¥85 to the dollar in 1995. This made Japanese exports more expensive, and exacerbated the recession. After 1995 the yen did fall, to ¥145 by 1998, but it has since risen again, and is now (November 2004) about ¥110 to the dollar.

By the late 1990s, after the impact of the Asian financial crisis in 1997 which started in Thailand and Indonesia, Japan was simultaneously experiencing both deflation and falling real GDP per head. In such a situation, there eventually comes a point when both consumers and industry come to think that prices cannot fall any further, and they start to spend again. That point seems to have been reached in Japan in the early 2000s. Japan also had a new and unconventional Prime Minister, Junichiro Koizumi, who was prepared to take radical measures to restructure the Japanese economy. He forced through reforms of the banking system, forcing many banks to merge and to write off some of their bad loans. Links between the banks and their fellow keiretsu members, which had restricted their flexibility, were also weakened.

Japanese employment practice also became more flexible. Lifetime employment was more or less abandoned, and companies laid off workers, almost unheard of in Japanese society. This caused a lot of social pain, as the Japanese welfare system is rudimentary by western standards, but it did make Japanese industry leaner and fitter. The door was also opened to western firms. A classic case was the rescue of the ailing car giant Nissan by Renault, with the result that Nissan is now run by a Renault man, Carlos Ghosn (who happens to be a Brazilian!).

By 2003–4 Japan was back in positive growth territory again, and it currently has the most rapid rate of GDP growth of any member of the G7 of over 4 per cent. In addition, the Bank of Japan forecasts that deflation will have ended by 2005–6 (although it is forecasting a price rise of only 0.1 per cent). 

However, the Japanese economy remains vulnerable to external forces. It has been calculated that a 1 per cent slowdown in US economic growth would reduce Japan’s growth rate by 0.4 per cent, a one per cent fall in China would reduce it by 0.2 per cent, and a $10 rise in the price of oil reduce it by 0.3 per cent.

What lessons can be drawn from the Japan case about government management of the economy?

Feedback

The lessons which I think can be drawn from the experience of Japan are:

· The extreme danger of deflation. It is easy to think that because high inflation tends to be bad for an economy, that falling prices must be a good thing. The reverse is true – deflation is a disaster for an economy, and should be avoided at all costs. As in the Japanese case, it can easily trap a country in a recessionary spiral from which it is very difficult to escape. As prices fall, consumers postpone purchases, waiting for further falls. This cuts demand, which ensures that prices do continue to fall. It is very difficult to get out of this until consumers decide to buy (and companies to invest), and this depends on a general belief that prices cannot fall any further

· The ineffectiveness of monetary policy. Japan followed an expansionary monetary policy as far as it is possible to go – you can’t go lower than a zero interest rate! Monetary policy may be effective at controlling inflation, but it cannot cope with deflation – remember Keynes’s ‘pushing on a string’.

· The relative ineffectiveness of fiscal policy at dealing with deflation. Infrastructure projects help to keep unemployment down, but in the Japanese case they did not really stimulate the economy. Tax cuts faced the same problem as low interest rates – you can put more money in people’s pockets, but you can’t force them to spend it. In desperation, the Japanese government even tried giving people vouchers, which had to be spent, rather than cash tax cuts!

· The importance of the exchange rate. The high value of the yen made the recession worse, but here the Japanese government was up against the US government, which was determined to keep the yen strong in order to stimulate its own exports

· The importance of supply side structural reform. Reforming the banks eventually helped Japan out of the deflationary spiral, but inevitably this is a very long process.

· The extreme vulnerability of the Japanese economy (like many others) to external forces beyond its control. It is crucially dependent on the US, China and oil prices.

Activity 15   The US economy and 9/11

When Bill Clinton won the US presidency in November 1992, he did so on the slogan ‘it’s the economy, stupid’. The US was just recovering from the recession of 1991–2, and Clinton presided over the longest boom in US history. The new economy was in full swing, productivity was soaring, and the dot.com boom was in building up to its giddy climax in 2000. Some US commentators claimed that America was experiencing a ‘new economic paradigm’ where recessions would be a thing of the past, and that the US stock market, which peaked at a level of about 12,000 on the Dow Jones Index, would soar to 40,000.

However, by the election year of 2000, the US economy was starting to crack. The dot.com bubble burst, the stock market started to fall, and US economic growth fell rapidly. 

By the time George W. Bush won the disputed presidential contest in November 2000, the long boom was clearly over. Growth continued to fall, and US interest rates had peaked at 6.5 per cent. By August 2001, they had been aggressively cut to 3.5 per cent.

This was the economic situation at the time of the 9/11 terror attacks on New York and Washington. Osama bin Laden had clearly studied the US economic situation with care. The attacks not only terrorised American society, but also hit a weak economy which was in no state to cope with external shocks.

The attacks had an immediate effect on the US economy. Air traffic virtually ceased for several months, made worse by another plane crash (with no terrorist connection) in New York in November. The US airline industry collapsed with one big airline after another going into administration. The government reacted quickly, and bailed out the airline industry with billions of dollars of subsidies. 

Industries all across the US lost vast chunks of their business. In Las Vegas, 20,000 people were laid off in the casino industry, as both Americans and Japanese stopped flying in to the resort. By the end of the year, US companies worth $200 billion had sued for bankruptcy. Boeing laid off workers, and profits warnings were posted by firms as diverse as Kodak, Amazon, AT&T, Compaq and Toys R Us. Department stores reported falling sales. Unemployment in October rose by nearly half a million. GDP per head was already falling before the attacks. 

By the turn of 2001–2, the US was deep in recession. The stock market continued to fall, reaching a low point of about 7,500 at the time of the Iraq war in spring 2003. This produced a severe wealth effect, even though the fall was much less severe than in the UK and Europe. Share ownership is very widespread in the US, and consumers cut their spending as they felt poorer.

The reaction of the US government was aggressive and classically Keynesian. By December, interest rates had halved, to an unprecedented 1.75 per cent, and they were to fall further in 2002 to one per cent. The government also announced a massive fiscal stimulus, of about 1.75 per cent of GDP. This amounted to $75 billion on top of the $45 billion pledged to rebuild the World Trade Centre site and to bail out the airlines. However, George Bush, being a right wing Republican, concentrated on tax cuts rather than increased public spending, with the tax cuts concentrated on the super rich at the top of the income scale. This lessened its impact, as the rich are much less likely to spend any increase in income than the poor. However, public spending did rise, as a result not of a planned programme, but of the cost of the subsidies to the airlines, and of the Afghanistan and Iraq wars. 

It is important to remember that the US has a federal system of government, and that the President can only control the fiscal policy of the central Federal government. Much spending and taxation is controlled by the states, who in most cases had legislation which compelled them to balance their budgets. This forced them to cut their spending and raise their taxation, which to some extent cancelled out the Federal government’s fiscal stimulus.

As a result of the aggressive injections of demand into the economy, the recession was short-lived, and by late 2002, growth was resumed in the US. However, the recovery was relatively muted, and by the time of the next presidential election in November 2004, unemployment was still slightly higher than it had been before the attacks. The expansionary policy has also led to a huge increase in the US budget deficit, from a surplus of $250 billion left by Bill Clinton, to a deficit of $400 billion in 2004. This amounted to nearly 6 per cent of GDP, twice the level permitted in the eurozone by the Stability and Growth Pact. This was matched by a deficit on the US balance of payments of 6 per cent of GDP.

Such dire figures are only possible for an economic superpower. If they had happened anywhere else in the world, there would be a financial crisis and IMF intervention. The result has been a falling dollar, but a boost to the rest of the world economy, which has expanded its exports to meet the insatiable US demand for imports. Nowhere has benefited more than China, whose trade surplus with the US is equal to a third of the total US deficit.

Growth in the US is already slowing down, and the US economy remains vulnerable. Interest rates have risen slightly, but only to 1.75 per cent (early November 2004). With low interest rates and a huge budget deficit, the US has little room to manoeuvre to deal with another recession.

Samuel Brittan, the UK economic guru, has suggested that one way out for the US economy would be steep rise in petrol taxes. This would reduce global warming, cut the budget deficit, and by reducing the oil price, stimulate demand throughout the world. However, given the present US administration’s close links with the oil industry, there is little chance of this. To paraphrase William Keegan, writing in the Observer after the US election, there is not a snowball’s chance in hell of this happening, and given global warming, not very good prospects for a snowball in the Arctic either!

What lessons can be drawn from the US case about government management of the economy?

Feedback

· The September 11th attacks were unprecedented for the US, and the US government had no contingency plans to deal with them. However, although the attacks made the recession worse, at least the US government had already taken some anti-recession measures before the attacks.

· The US responded with classic Keynesian measures on both the monetary and the fiscal fronts. The fall in interest rates was unprecedented, designed at least in part to prevent the US stock market from falling too far, and so limiting the adverse wealth effect. This was largely successful, as the US market fell less than those in the UK and Europe.

· Fiscal policy in this case was relatively ineffective. Tax cuts were concentrated on the rich, who tended to save any windfalls rather than spend them, and on industry, which was making very low profits, and so was unwilling to invest, with or without tax cuts.

· The US tax base collapsed, which, coupled with increased military spending, led to a severe budget deficit, which will limit the US freedom of manoeuvre in any future recession.

Activity 16   Central Banks and 9/11
In 2001, the terrorist attacks of 9/11 hit a world economy which was already sliding into recession. The three major central banks (the Bank of England, the ECB and the Federal Reserve) had already started cutting interest rates before the attacks, as follows

                                         Previous peak               rate at August 2001

Bank of England                     6.25%                                  5.00%

ECB                                        5.75%                                  5.25%

Federal Reserve                     6.50%                                  3.50%

After the attacks, all three central banks embarked on a medium term programme of successive interest rate cuts, which troughed at 3.50% (Bank of England), 3.00% (ECB), and 1.00% (Federal Reserve). In the case of the Bank of England and the Federal Reserve, most of the cuts were made in 2001, while the ECB made most of its cuts in 2002 and 2003.

By 2004, the UK and the US economies had made a robust recovery, while the eurozone still had low growth and high unemployment.

1. How far do you think that the relatively more effective recovery of the UK and US from 9/11 was due to: 

a) the actions of the three central banks

b) factors inherent in the terms of reference of the three banks?

It has been argued that the Federal Reserve’s policy after 9/11 was reckless, as it cut interest rates further than was necessary, and kept them too low too long, and that this contributed to the world recession of 2008–9. Do you agree?






Feedback

a) Both the Bank of England and the Federal Reserve had made more efforts to cut interest rates before the attacks. Given a time-lag of up to two years, this meant that the effects of these cuts were starting to come through in the UK and US economies soon after 9/11. The ECB had made only minimal cuts before the attacks (it had even put up interest rates by a quarter per cent in May 2001). After the attacks, the Bank of England and the Federal Reserve took very quick action in making a series of cuts, while the ECB was much slower to act. The final level of cuts in the UK and eurozone were very similar, but the timing was much more effective in the UK. Interest rate cuts in the US were particularly aggressive, down to an unprecedented 1 per cent, with the objective of protecting US share prices. Share ownership is much more widespread in the US than in the UK or the eurozone, and so the adverse wealth effect of a stock market crash would have had a devastating effect on confidence. In defence of the ECB, the situation it faced was much more complex than that in the UK or US. It had to juggle the effects of its interest rate decisions on twelve very different economies, from stagnant Germany to booming Ireland.

b) Both the Bank of England and the Federal Reserve are much less constrained in their actions by inflation targets. The Federal Reserve does not have an explicit target, while the Bank of England has a symmetrical target. On the other hand, the ECB has a maximum target. All three have subsidiary objectives of maintaining employment and growth, but these are more explicit in the case of the Bank of England and the Federal Reserve. The ECB is also constrained by history. It effectively developed from the German Bundesbank, and Germany has always been obsessed by a terror of inflation, a legacy of the hyperinflation in the 1920s which helped to pave the way for Hitler.

There is a strong body of opinion (see Cable 2009) that the Federal Reserve’s interest rate policy after 2001 built up inflationary pressures, leading to a house price boom, which eventually contributed ti the recession of 2009–9.

Case Study 1   Political parties and their philosophies

Old Labour 

To understand the ideological stances of the major political parties, we must go back to 1945. At the very end of the war a Labour government was elected, headed by Clement Attlee. This stayed in power until 1951. Described at the time as a socialist government, it would now be seen as social democratic or Old Labour. It had three key policies:

· Nationalisation. Although Old Labour accepted the capitalist system, it felt it was important to control what it called the ‘commanding heights’ of that system. It accordingly nationalised major industries including coal, the railways and gas and electricity. This had been an objective of the party since 1918, as expressed in Clause 4 of the Labour Parry constitution, which committed the party to ‘the common ownership of the means of production, distribution and exchange’.

· Keynesian demand management. The economy should be managed through control and manipulation of taxation and public spending, with the objective of achieving full employment.

· Social welfare. The Labour government brought in the recommendations of the Liberal social reformer, William Beveridge, who published his Beveridge Report on 1942. The keystones were a comprehensive system of social welfare, based on National Insurance, which swept away the last vestiges of the old Poor Law system, and, above all, the NHS. This was expensive, and was to be financed mainly by progressive direct taxation, so leading to a significant redistribution of income from rich to poor.

The Old Labour governments of Harold Wilson in the 1960s and 1970s added another strand – liberal social reform, particularly associated with Roy Jenkins – the abolition of the death penalty, the legalisation of homosexuality, and the introduction of legislation against discrimination.

The contemporary political figure who best epitomises the values of Old Labour is Tony Benn.

One Nation Conservatism

One Nation Conservatism dates back to the Victorian Prime Minister Benjamin Disraeli, who realised that when the vote was extended to the working class, as happened in stages throughout the nineteenth century, the Conservative party could no longer represent only the interests of the rich. He argued that it must appeal to the ‘Two Nations’ – rich and poor. This was the main feature of Conservative thinking from 1950 to the mid-1970s. Conservatives accepted the NHS and the welfare state, and Kenynesian management of the economy. The major Attlee nationalisations were left untouched, with only some of the ‘foothills’ of the economy such as steel and shipbuilding being denationalised. 

The main difference between Old Labour and One Nation Conservatism was one of degree, and also to some extent one of approach. Unlike Old Labour, One Nation Tories did not identify with the poor, but had a paternalist desire to help them.

The contemporary political figure who best epitomises the values of One Nation Conservatism is Kenneth Clarke.

Thatcherism

Margaret Thatcher came to power in 1979, and progressively moved to the right during her term of office up to 1990. She explicitly abandoned the beliefs of One Nation Conservatism, and pushed forward both economic and social reform. She believed that unregulated capitalism would best lead to prosperity. Her economic programme had four main elements:

· Privatisation. All the major industries except the Bank of England which had been nationalised after 1945 were denationalised or privatised, taking control of the ‘commanding heights’ away from the state. She also sold off most of the country’s social housing stock through the ‘right to buy’ programme. The motives for both these programmes were political as well as economic. Privatisation created a new class of small shareholders, and right to buy greatly extended home ownership. Thatcher hoped that both these groups would be more likely to vote Conservative. The One Nation Harold Macmillan regretted her ‘selling off the family silver’.

· Taxation and economic policy. Taxation was shifted from direct (on income) to indirect (on spending). The ideological basis of this was to give individuals control over their spending, but the result was also to widen inequality. Thatcher also abandoned the Keynesian consensus, and concentrated on control of the money supply.

· Deregulation. A wide range of controls on the economy were scrapped, including exchange rates, the financial markets, and subsidies to industry.

· Attack on union power. Unions were seen as a brake on the progress to greater prosperity, and a series of measures were brought in which reduced union power. The centre-piece of the policy was the defeat of the miners’ strike in 1984–5.

Thatcherism also stressed social conservatism. Great emphasis was placed on law and order and traditional values. She was (mis)quoted as saying ‘there is no such thing as society’. Thatcher also stressed patriotism, epitomised by the Falklands War, and her hostility to the European Union.

Few leading Conservatives openly advocate Thatcherism today, but one who does is the maverick MEP Daniel Hannan, who has attacked the NHS.

New Labour or Blairism

In the 1980s, Labour’s response to Thatcherism was to move to the left, with programmes of unilateral nuclear disarmament, withdrawal from the European Community and further nationalisation. After these policies were heavily defeated in 1983 and 1987, under the leadership of Neil Kinnock and then John Smith, the Labour party moved gradually back towards the centre ground, and this process was accelerated after Tony Blair became party leader in 1994. Blair rewrote Clause 4 in 1995, dropping the commitment to public ownership, and started to speak of ‘New Labour’. 

The main themes of Blairism were:

· An embrace of the market. The major Thatcherite reforms of privatisation and deregulation were accepted, and taken further, and the major anti-union legislation was not reversed. Air traffic control was privatised, the private finance initiative and public private partnerships brought private finance and influence into areas such as the NHS, education and London Underground, and the Bank of England was given independent control over monetary policy.

· Welfare to work. Welfare was made much more targeted rather than universal, and was subject to controls, such as a willingness to work. However, this was combined with big increases in spending on welfare, and on new measures to reduce inequality, such as tax credits.

· Responsibility. Blairism recognised that there was such a thing as society, but stressed social responsibilities rather than social rights. The result was a series of tough public order laws, anti-terrorism, and the proposal to introduce identity cards. Again there were contradictions. Alongside what some saw as an attack on civil liberties, the Blair government also implemented the Human Rights Act.

· Constitutional reform. Power was devolved to new Parliaments or Assemblies in Scotland and Wales, while London government was devolved to a powerful Mayor. Some attempts were also made at House of Lords reform.

The contemporary political figure who best epitomises the values of Blairism is Alan Milburn.

For a more detailed discussion of party philosophies, see Andrew Heywood, Essentials of UK politics, 2008, Basingstoke, Palgrave Macmillan.

Case Study 2   Nats: a New Labour privatisation

Until 2002 National Air Traffic Services, the body responsible for air traffic control in British airspace, was a wholly owned subsidiary of the Civil Aviation Authority, the state body responsible for regulating air transport in the UK. Its top priority was air safety, it was a natural monopoly, and its prices (paid by airlines) were strictly regulated. All of this would suggest that Nats would be the last government service to be seen as a candidate for privatisation. Indeed, at the 1996 Labour Conference, the shadow transport secretary declared ‘our air is not for sale’ (Grayling, 2000).

However, there were some pressures for privatisation. One was the desire to separate out services from the body regulating them. This called for a more rigid separation between the CAA and Nats. The other was the need for heavy investment (£1.4 billion over 10 years) in computer systems to ensure that Nats was able to cope with an expected explosion in air traffic, and Gordon Brown’s determination that this investment should come from the private sector rather than the government.

Privatisation was not the only alternative on offer. Another possibility was a state-owned plc, along the lines of the Post Office, which could raise capital from the private sector. Another was a public interest company, as adopted by Canadian air traffic control, NavCanada (Grayling 2000).

The decision to go for privatisation was taken in 1998. The model proposed was a part privatisation. The shareholding of Nats was to be divided into three – 49 per cent retained by the government, 46 per cent sold to a ‘strategic partner’, who would take responsibility for day to day management, and 5 per cent to Nats employees.

However, there was a snag. The CAA, as the responsible regulator, proposed a tough pricing regime for Nats, based on the ‘RPI – x%’ formula used to regulate other privatisations. CAA’s proposal was RPI – 5 per cent, which required Nats to make efficiency savings in real terms of 5 per cent a year. The privatisation met with a lot of political opposition, including claims that the proposed price regime would seriously compromise safety. As a result, in 2001 the CAA eased the pricing regime, and the privatisation finally gained parliamentary approval.

Four bids were received for the 46 per cent privatisation stake – the Airline Group, representing seven British airlines; Serco, the UK facilities management group; the Novares consortium, led by the US company Lockheed Martin; and Airways Corporation, the New Zealand state-owned air traffic service provider. The Airline Group was selected. This had a certain logic, as British airlines were the major customers of Nats. (Done 2001). Each paid £50 million for its stake, while new debt raised by the company repaid £450 million debt to the government. Government proceeds from the partial privatisation were thus around £800 million.

However, as soon as it came under its new ownership in July 2001, Nats was savaged by the backlash from the 9/11 attacks on the US, which led to a collapse in transatlantic air travel, and a corresponding collapse in Nats’ revenues. The government was criticised for not having contingency plans in place to deal with the crisis. Although no one could have foreseen 9/11, similar effects had been seen to air travel in the past from emergencies including the oil crisis in 1973 and the Gulf War in 1991–2. (Done 2002).

Recovery from 9/11 was slow, and Nats did not break even until the year ending March 2004. Thereafter it moved into steady profit of around £80 million a year, enabling it to pay a dividend for the first time in 2005 (Done 2006). 

Was privatisation right for Nats? The use of British airlines as strategic partners, and a staff shareholding, were consistent with a stakeholder approach to corporate governance, but this could have been achieved equally effectively with a public interest company. Perhaps the decision to go for privatisation was a devious one. When Nats pays a dividend to its airline shareholders, this could be seen as an indirect subsidy, a partial repayment of their air traffic control charges, which otherwise would be illegal under EU regulations.

Case Study 3   The collapse of Metronet

In 1997 New Labour came to power and one of its first acts was to set up a Greater London Authority, headed by a Mayor. Among other things, the Mayor was to be responsible for transport in London, including the tube system, London Underground. Much to the Government’s embarrassment, the London mayoral election was won by the socialist maverick Ken Livingstone, who defeated an official Labour candidate, and as a result was expelled from the Labour party.

The government then faced the issue of what to do with London Underground. Both it and Livingstone were agreed that London Underground, under the control of the mayor and his transport authority, Transport for London, would operate the trains, but there was a bitter dispute over who would be responsible for maintenance of the track and signalling, and refurbishment of the system. Livingstone, and his transport supremo, the American Bob Kiley, who had rescued the New York subway system from collapse, argued for control by London Underground, financed by a bond issue. The government, led by the chancellor, Gordon Brown, insisted on a PPP solution, with the underground system divided into three, and each sector becoming the responsibility of a private sector consortium.

Expert and public opinion both backed Livingstone. Rail experts argued that the proposal fell into the same mistake as rail privatisation, of dividing train operation from the infrastructure. The principal rail safety inspector warned of ‘growing concern’ about the impact of the government’s plans on safety, while a Mori poll in 2000 found Londoners two to one against the PPP, convinced that the Tube would be less safe, less reliable and worse value for money (Milne 2000).

The fight was long and bitter, including an unsuccessful High Court action by Livingstone and Kiley, but in the end the government got its way and the PPP came into force in 2003. After a tendering process costing nearly half a billion pounds, of the three 30-year contracts, worth a total of £30 billion, two were won by Metronet, a consortium formed by WS Atkins, Balfour Beatty, Bombardier, EDF Energy and Thames Water, and the third by Tube Lines, formed by Bechtel, Ferrovial and Jarvis (Jarvis later sold its share to Ferrovial).

Fast forward four years to 2007, and Metronet was in severe financial difficulties. Its costs were way above those which had been budgeted. Station refurbishments averaged £7.5 million per station, while the budgeted figure was £2 million. Refurbishment of deep level track and tunnels cost £5.7 million per kilometer, against a budget of £3 million. (Wright 2007a). Losses on the deep level contract were £550 million, and it was thought that losses on the surface contract were similar.

Metronet claimed £551 million from London Underground, alleging that the cost over-run on the deep level contract was solely due to additional demands from LU. The case went to the PPP arbiter, Chris Bolt, who decided that Metronet should receive only £121 million. (Hencke 2007). Metronet then went into administration. 

Its five shareholders lost the £70 million each which they had invested in Metronet, but Metronet also had £2 billion of debt. Under the terms of the PPP, 95 per cent of this was guaranteed by Transport for London. However, this debt was frozen for one year, while TfL sought a refinancing. Meanwhile, the administrators continued to fulfil Metronet’s contracts, and London Underground continued its monthly payments as before (Milmo 2007).

Why did Metronet fail? The most likely reason seems to be the way in which Metronet handed out contracts to its shareholders – known as a tied supply chain. Bombardier, for example, had £3.3 billion of contracts from Metronet (Wright 2007b). Tube Lines, the consortium responsible for the third PPP contract, has put all its contracts out to open tender, and so has been able to negotiate much better terms. As a result, Tube Lines is operating on time and on budget.

Most observers see the collapse of Metronet as an indictment of PPP. They see it as a disaster waiting to happen, particularly after the failure of Railtrack. Indeed, as shown in the case study, there were enough warnings of the risks in 2000, when the PPP was still being negotiated. 

One of the main strengths of the PPP process is meant to be the way in which risk is transferred from the public to the private sector. However, Metronet’s shareholders, citing limited liability, were able to walk away, with their losses limited to the £70 million each initial investment which they had made. On the other hand, under the terms of the PPP contract, TfL was responsible for 95 per cent of the debt incurred by Metronet.

However, some observers see the whole episode as an example of the strength of PPP, not its weakness. They argue that the success of Tube Lines shows that the basic concept of the PPP was sound, and that it was the management of Metronet which was responsible for the failure, rather than the fact that this was a PPP contract. Paul Godier, the former managing director of London Underground, argued that the failure of Metronet is ‘a testimony to the unusually tight nature of the contract’. 

Source:
Godier, P (2007), Metronet had failed, not the tube PPP, The Guardian 19 July

Case Study 4   Road pricing and the London Congestion Charge

Britain has the worst traffic congestion in Europe. This causes a number of costs – damage to the road surface, damage to the climate, damage to other people’s health (through both air pollution and accidents), and time wasted while sitting in traffic jams (Economist 2005). It also held back productivity. Firms cannot rely on deliveries being made just in time, and late arrival of office staff because of commuting delays also costs firms money (Economist 2006a). No one really knows what all this congestion costs the economy, although the CBI has suggested an annual cost of £20 billion (Economist 2006b).

Congestion costs are an example of what economists call an external cost. Here, costs are not borne by the person who causes them, but by someone else. As congestion costs have been rising, the real cost of motoring has been falling, and in 2006 it was lower than in 1981 (Economist 2006b). 

Motoring is of course taxed, but the taxes on motoring are not closely related to congestion costs. Vehicle excise duty (VED) is linked to pollution, as less polluting cars pay a lower rate of duty, but other congestion costs are not related to VED. Fuel duty is more closely related to congestion,as the more miles someone drives, the more fuel they use, and thus the higher the fuel tax paid, but the duty is not related to where they drive. The same fuel duty is paid for driving on an empty country road as on a congested city one. Although the fuel is taxed, in effect the use of the road is free.

Two methods can be used to control congestion. One is regulation. This goes back to the Romans – wheeled traffic was banned in Rome during the hours of daylight. Modern versions are traffic-free pedestrian precincts, and systems lsuch as that used in cities like Athens, where cars with particular number plates are only allowed into the city on certain days of the week.

The alternative is to charge the driver for driving in the congested area. This internalises the external cost, and is preferred by most economists. The causer of the congestion is charged for causing it, and in principle the revenue raised can be used to compensate those who suffer from the congestion. 

In this case study, we will look in detail at one local example of road pricing, the London Congestion Charge, and in less detail at proposals for national road pricing.

The London Congestion Charge was introduced by the Mayor of London, Ken Livingstone, on I February 2003. Motorists were charged £5 (later raised to £8) to enter an eight square mile zone of central London (the City and parts of the West End), between 7am and 6.30pm, Monday to Friday. The revenue raised from the scheme was to be used to invest in public transport.

The scheme was a great success. it reduced traffic in the Congestion Charge area by 15 per cent, and increased traffic speeds by 22 per cent. Congestion was reduced by 30 per cent (Economist 2005). The Congestion Charge raised gross revenue of £160–80 million a year, with net revenues of £80–90 million. The Mayor’s Transport Strategy Revision document in 2004 claimed that time savings, reliability improvements and accident reductions produced a benefit to society of £150–210 million a year. The Congestion Charge supported three of the major objectives in the London Plan:

· making London a better city to live in

· making London a more prosperous city with strong and diverse economic growth

· improving London’s transport (Mayor of London 2004).

Other cities are interested in the congestion charge concept, and in 2007 it was announced that New York would introduce a very similar scheme (Glaister 2007).

However, not everyone was so happy. The Association of British Drivers, a pro-motoring pressure group, ridiculed the Congestion Charge as the Con Charge, and drew attention to Ken Livingstone’s well-known dislike of cars. In 1999 he had said, ‘I hate cars. if I ever get any powers again I’d ban the lot!’ (ABD nd). The London Chamber of Commerce said in 2004 that 79 per cent of retailers within the Zone claimed that takings were down, with 42 per cent blaming the Congestion Charge (The Grocer 2004).

In February 2007, the Congestion Charge was extended westwards to cover most of the London Boroughs of Westminster and Kensington and Chelsea (the Western Extension Zone – WEZ). The WEZ was controversial. Westminster Council opposed it, and so did the John Lewis Partnership, whose flagship department stores in Oxford Street and Chelsea were now both affected by the charge (John Lewis 2007).

The WEZ also changed the whole character of the Congestion Charge. The original charge area was ideal – a travel to work business area, with very few residents. The WEZ was different – largely residential with little employment except for retailing. Residents were given a 90 per cent discount, which ironically reduced their cost of driving into central London. As a result, traffic in the original charge area was forecast to increase (Wolmar 2007).

To economists the Congestion Charge, though  better than nothing, was still technically flawed. The charge is flat rate (£5, later £8), the same at 8.30am, when traffic is very heavy, as at 1.30pm, when it is relatively light, and also the same whether the driver spends five minutes in the charging zone, or five hours. More sophisticated and sensitive methods of charging are available, based on a variation of the Global Positioning Satellite navigation system, whch can charge a variable rate, collected through a direct debit charge, based on traffic density, and time spent in the zone. Such a system is already used in Singapore, and to charge lorries for use of the German autobahn (Wolmar 2007).

In May 2007, Manchester announced a very similar scheme. A tag would monitor journeys on 15 of the most congested routes into the city centre, but would only charge during rush hours, with the charge varying on how far into the city centre the motorist went (McVeigh 2007).

This leads us into the concept of national road pricing, based on some variation of the GPS system.  In 2005, Alistair Darling, the Transport minister, proposed a scale of charges ranging from 2p to £1.34 per mile, depending on level of congestion. Other car taxes (VED and fuel duty) would be lowered to ensure that the change was revenue-neutral (New Statesman 2005). The government will carry out road pricing trials in nine areas by 2009, with the aim of introducing a national pricing system in 2014.

