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Executive Summary

1.1 British political and economic life is at a crossroads. The Government has
embarked on the most painful spending cuts in living memory, prompted by
the deficit in the public finances that followed the Great Recession of 2008-09.
The Government has taken this path in the face of warnings from trade unions
and others, that it risks plunging the UK back into recession. Growth figures
for the fourth quarter of 2010, showing that the economy contracted by 0.6
per cent, show the dangers of the Government’s approach. The worst case
scenario is that the next set of figures, covering the first quarter of 2011, are
also negative, which would mean that the UK is experiencing the feared
double-dip recession. Meanwhile, inflation is double its target, leading to
pressure on the Bank of England to raise interest rates — a move that would
depress growth further.

1.2 This Budget Submission sets out the measures we believe the Chancellor
should announce to the House of Commons to promote sustainable growth
and social cohesion. The single most valuable announcement that the
Chancellor could make would be to abandon the spending cuts announced in
last October’s Comprehensive Spending Review. Those spending cuts will
cause great damage to public services, to vulnerable people and to jobs and the
wider economy. They will disproportionately affect women, who are more
likely to work in the public sector and to use public services. This submission
makes the case for public services. It calls on the Government to address the
front-loading of cuts in local government and to ensure that all local
government workers are covered by the £250 uplift for those earning below
£21,000.

1.3 This submission then briefly describes changes to taxation already
announced by the Coalition, with a TUC response to those changes. It
proposes a range of taxation options, including the introduction of a Robin
Hood Tax.

1.4 The Budget Submission then sets out an agenda for sustainable growth. It
calls for a modern industrial strategy, which the Government should develop
working with the social partners. It calls for an investment bank for the UK,
along the lines of Germany’s KfW or France’s FSI. It argues for a Ministerial
Task Force, to which social partners can submit evidence, to look at how
procurement policy can support skills, sustainability and employability. And it
calls for a Green Investment Bank, operational in the next 12 months.

1.5 This Submission looks at high quality education and its relationship with
innovation in the workplace, a relationship which is threatened by
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Executive Summary

Government cuts. It calls for a review of the current arrangements for tax relief
for work related training and for the right to request training to be extended to
all employees, as soon as possible. It argues for a set of skills targets, drawn up
by employers and union representatives on Sector Skills Councils, with the
possibility of regulation if these targets are not met.

1.6 The TUC opposes plans to force some benefit claimants to participate in
unpaid work. Instead, it calls for high quality labour market programmes to
help people into work and for the Future Jobs Fund to be reinstated.

1.7 This Budget Submission reviews the evidence that high performance work
systems deliver greater productivity, a better working experience, higher skills
and better pay. It calls for a study to consider tax incentives needed to
encourage more employers to become high performance employers, working
with trade union representatives.

A Budget for Economic Growth and Social Cohesion 8
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Introduction

2.1 Budget 2011, perhaps even more than the General Election in May 2010,
finds British political and economic life at a crossroads. Economic growth
returned in the final quarter of 2009, and growth in the second and third
quarters of 2010, at 1.2 and 0.8 per cent respectively, was higher than many
had expected. This led to hopes that Britain had experienced a V shaped
recession. Growth in the final quarter of 2010 was never expected to be as
high — but nobody expected the economy to contract by 0.6 per cent in that
period.

2.2 Hopefully, this is a blip. It is a golden rule of economics that we should not
read too much into any one set of figures. December’s heavy snow did not help
the economy, although the haste with which the Chancellor of the Exchequer
moved to blame the weather for this economic setback was at best
unconvincing, and at worst betrayed that the Government are nowhere near as
confident of their economic strategy as they would like us to believe.

2.3 The preliminary estimate of the growth figures for 2010Q4 showed an
economic contraction of 0.5 per cent. The Government hoped this would be
revised upwards; the fact that it was revised downwards, and that the Office
for National Statistics said that even had there been no heavy snow last
December, the economy still would have shrunk, was a heavy blow. If the next
set of figures, due in April, are also negative, the UK is back into recession. We
will be experiencing the feared ‘double-dip’. The TUC does not predict a
double-dip, but neither do we predict healthy growth in 2011Q1. Whether the
economy is marginally growing or marginally contracting doesn’t make much
difference in real, everyday terms, but it makes a major difference in terms of
confidence and national psychology. If growth is negative in April, it is
inconceivable that the Government will go ahead with its spending cuts as
planned. It won’t announce a dramatic U-turn, more likely a tinker here and a
tinker there. But the Government’s economic credibility, like the economy
itself, will have suffered a heavy blow.

2.4 Yet this could be a turning point for another reason too. Since the General
Election, the main feature — some would say the only feature — of the
Coalition’s economic policy has been reducing the deficit. There has been little
talk of economic growth, with an expected Growth White Paper, slated to
appear shortly after October’s Comprehensive Spending Review, failing to
emerge. Since then, many commentators have wondered if the Coalition has a
positive economic strategy, or if its only ambition is deficit reduction. The
latest growth figures give added weight to voices, including that of the TUC,
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which argue that growth, not deficit reduction, should be the Government’s
top economic priority at this time.

2.5 This Budget Submission will be organised in the following way. It will
begin by looking at the state of the economy. A macroeconomic update will
consider not just growth, but inflation, wages and interest rates as well. This
will be followed by a detailed look at the state of the labour market.

2.6 The TUC has spelled out the case against spending cuts many times, but
since the single most valuable thing the Chancellor could do in the Budget is to
revise the cuts programme, that case is restated here. The TUC’s argument,
that cuts on the scale planned will damage public services, will damage jobs
and the economy, and will hurt the most vulnerable in our society, must be put
once again. The TUC forcefully rejects the idea that there is no alternative to
the Government’s cuts agenda, so our ideas for truly reducing the deficit, and
strengthening the economy, are set out here.

2.7 The Budget Submission will then discuss public services and the case for
social justice. A myth has developed in recent years that the private sector is
the driving force behind economic progress and the public sector is somehow
second best. It is time this myth was exploded. The TUC strongly believes not
only that public services are essential in the quest for social justice and a strong
society, but that without them the private sector stands no chance of achieving
meaningful success. Of course, the strength, quality and effectiveness of our
public services is at major risk from the spending cuts that are about to be
unleashed upon it.

2.8 Taxation is, of course, a major feature of any Budget, so this submission
sets out the TUC’s detailed analysis of the tax changes introduced by the
Coalition Government, before describing the TUC’s response to these changes
and our proposals for a fairer tax system. We dismiss the Bank Levy and
instead call for a Robin Hood Tax, with or without wider international
agreement.

2.9 Following this, the Budget Submission describes the TUC’s agenda for
growth. Our recommendations for industrial policy, for innovation and skills,
and for employment policy are stated. We then discuss wages policy. This is an
important dimension in the debate around economic recovery. For years,
hypothetical horror stories about non-existent wage-price spirals have been
used to argue against legitimate wage increases for working people. Central
banks have been particularly guilty of this, but so have politicians, from across
the political spectrum. Wage negotiators are caught in a double bind: if the
economy is doing well, healthy pay increases threaten to wreck it; if the
economy is doing badly, we cannot afford healthy pay increases. Meanwhile,
needless to say, bankers’ bonuses increase exponentially.

2.10 This Budget Submission will argue that stagnant or falling real wages
were a factor in bringing about the economic downturn, as combined with
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easy access to mortgages and consumer loans, they led to the rapid rise in
household debt. Healthy but non-inflationary wage increases help pump-prime
the economy, creating the demand necessary for businesses to stay afloat.
Stagnant wages serve no-one, including those earning such wages, but also the
wider economy.

2.11 Drawing on academic research, including US work prepared for the
Obama transition team, this Budget Submission will call for tax incentives to
encourage high performance workplaces, which are associated with high
productivity and profitability, but also high wages. Union negotiators should
be free, indeed encouraged, to negotiate healthy wage settlements for their
members in this context.

2.12  Following this discussion, a concluding section will draw the Budget
Submission together, before our summary of recommendations is set out at the
end.

A Budget for Economic Growth and Social Cohesion 11
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The State of the
Economy

The UK economy

3.1 This Budget comes as the UK economy faces its greatest uncertainty since
the end of the Great Recession of 2008-09. The reason for this, quite simply, is
that growth figures for the final quarter of 2010, released in January and
revised in February, showed that the economy contracted by 0.6 per cent in
that period. For the UK economy to be shrinking so soon after its fledgling
recovery earlier in 2011 is a very worrying development.

3.2 Forecasters had expected growth to be lower towards the end of 2010, and
into 2011, than it had been in the earlier part of last year. Government
Ministers half heartedly tried to blame the heavy snow that fell in the UK in
December, snow that would undoubtedly have had some effect, but was hardly
capable of turning around UK economic performance in such a dramatic
fashion.

3.3 It is of great concern that so many other economic developments threaten
to further depress the economy. The 2010Q4 growth figures were not affected
by January’s VAT increase, but the next set of figures will be. The figures for
the second quarter of 2011, not due until July, will start to show the effects of
reduced economic activity brought about by the dramatic government
spending cuts, the bulk of which will begin to bite in April this year.

Inflation

3.4 To make matters worse, inflation is way above its symmetrical target of
two per cent and looks set to stay there for some time. The most recent
inflation figures show, on the government’s preferred CPI measure, that prices
rose by four per cent in January. On the RPI measure, which includes housing
costs and council tax, and is therefore generally seen as more representative of
the real costs facing working people, inflation is currently 5.1 per cent.

3.5 This raises the fear of so-called ‘stagflation’ - an economy characterised by
both high inflation and sluggish growth - which puts policy makers in a bind.

Raising interest rates, the most obvious corrective action to dampen inflation,

depresses economic growth.
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3.6 What is more, inflation has been determined largely by factors outside the
control of the Bank of England, whose Monetary Policy Committee is the
guardian of the two per cent inflation target. The Governor of the Bank of
England, Mervyn King, set out the factors affecting inflation in a speech at the
Newcastle Civic Centre on the day the latest growth figures were released.’'

3.7 Import prices, excluding energy, have risen by over 20 per cent, much of
which reflects the fall in sterling in late 2007 and 2008. Since imports account
for between a quarter and a third of overall expenditure, higher import prices
have driven up the overall price level by about six per cent. There has also been
a rise in world energy prices. Sterling oil prices have risen by 110 per cent since
the start of 2007 and gas prices by 130 per cent. Those prices are determined
in world markets in which demand, especially from some of the emerging
economies, has outpaced supply. That has pushed up overall prices further.
Add to this the combined effects of recent changes to the standard rate of VAT,
including the rise to 20 per cent in January, which are likely to push up the
level of prices by around 1.5 per cent, and we have a 12 per cent addition to
the price level over four years. That amounts to an average increase in the
inflation rate of three percentage points a year.

3.8 Since CPI as a whole has risen by not much more than this, we can deduce
that the contribution of domestically generated inflation over this period has
been close to zero, and certainly well below its target. In these circumstances,
had the Monetary Policy Committee raised interest rates, this would have had
no effect on the drivers of inflation. Import prices, energy prices and VAT
would have risen regardless.

Wages

3.9 Which brings us to wages. From a trade union perspective, the most
interesting passage of Mervyn King’s speech is the following one:

3.10 “So why is there so much unhappiness about inflation at present? The
answer is clear. The three factors I described - higher import and energy prices
and taxes - have squeezed real take-home pay by around 12 per cent. Average
real take-home pay normally rises as productivity increases - money wages
normally rise faster than prices. But the opposite was true last year, so real
wages fell sharply. And given the rise in VAT and other price rises this year,
real wages are likely to fall again. As a result, in 2011 real wages are likely to
be no higher than they were in 2005. One has to go back to the 1920s to find a
time when real wages fell over a period of six years.”

3.11 Mervyn King confirms what is already well-known. The higher inflation
that we are experiencing is nothing to do with wages. Indeed, with a public
sector pay freeze, private sector wages rising slowly and higher prices,

! http://www.bankofengland.co.uk/publications/speeches/2011/speech471.pdf
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The State of the Economy

exacerbated by the VAT increase, dampening consumer spending, the role of
demand in helping to grow the economy is one that has received little
attention.

3.12 The Institute for Fiscal Studies (IFS), which published its Green Budget
on 2nd February, picks up this theme. The IFS notes that the majority of
households ended 2010 with their wages rising more slowly than prices. As a
result, average earnings were also rising less fast than the CPI. This means their
purchasing power was dropping in real terms even before the recent tax hikes
took effect. Thus, those elements of fiscal tightening, such as the VAT increase,
that hit households directly could, in the words of the IFS, “have a greater-
than-normal impact on them and their spending, as they come at a time when,
psychologically speaking, most households are feeling vulnerable: many feel
that they have yet to join in with the supposed economic recovery that they
have read about in the papers.””

3.13 The Green Budget goes on to say: “Given the fairly feeble recovery
forecast in wages and employment, we expect real household disposable
income (RHDI) to be broadly stagnant for this year as a whole compared with
last ... Likewise, our proxy for permanent income expectations — which is a
trend (moving-average) measure of actual income changes — looks set to
increase in a meaningful fashion only from 2012 onwards. If this is the case,
income growth will contribute little to consumption this year.”’

3.14 The role of wages will form a central argument of this Budget
Submission, as part of a fair package to grow the economy, minimise
household debt and reduce poverty. More details will be set out in the sections
that follow.

Interest Rates

3.15 Bank of England base rates remain set at a level that is designed to
encourage growth. The current base rate of 0.5 per cent was set when the
economy was in recession. With inflation high, there have been some voices in
favour of a rise in base rates, despite the fact that, as set out above, this high
inflation is due to imported factors and tax rises. The TUC agrees with the
assessment of the Bank Governor, Mervyn King, as set out in the speech
quoted above: “If the [Monetary Policy Committee] had raised Bank Rate
significantly, inflation might well have started to fall back this year, but only
because the recovery would have been slower, unemployment higher and
average earnings rising even more slowly than now.”

3.16 What is more, the recent economic growth statistics make an early rise
in base rates less, rather than more, likely. In an article entitled “The Long
Blip’, published in “The Economist’ on 20th January 2011 (i.e. before the latest

2 |FS Green Budget, February 2011, p. 85
% IFS Green Budget, February?Q p. 88
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growth figures) it is argued that “The bank (of England) has lost credibility as
the inflation overshoot has persisted and its forecasts have proved incorrect.
But the best way to regain its credentials is not to make a panicky move now
but to hold its ground, tightening policy only when it is clear that the recovery
can cope with the fiscal clampdown. That should be apparent by late
summer.”* The TUC agrees that there should be no panicky move, although
we are not so confident that the recovery can cope with the spending cuts, by
late summer or at any other time.

3.17 The OECD agrees that interest rates cannot go up now. In its Economic
Outlook, published in November 2010, it states: “While monetary policy will
need to remain expansionary over the forecast period against the background
of a significantly tighter fiscal stance, the process of normalisation of interest
rates will have to start in earnest during 2012 as underlying inflation starts to
increase.”’

Industry

3.18 Interestingly, the one sector that is performing particularly well at
present is manufacturing. Output is up and domestic and export orders are on
the increase. A 25 per cent depreciation in the value of sterling since 2007 has
helped, making exports cheaper, but imports more expensive. Whatever the
reason, manufacturing is central to any attempt to rebalance the British
economy, meaning these figures are important.

3.19 Trade unions are, of course, interested in manufacturing jobs, and here
the message is more mixed. January’s CBI industrial trends survey promises job
growth, but figures from the ONS highlight the loss of 90,000 manufacturing
jobs between the third quarter of 2009 and the same quarter in 2010. This
could simply be the result of a time-lag between the shedding of jobs in some
parts of manufacturing and the hiring of new labour in others, but a significant
fall in the manufacturing workforce over a period when the sector is recording
growth of over five per cent does raise fears about the prospects of a jobless
recovery.

3.20 What is more, manufacturing growth represents a bounce back from a
recession where job hoarding and flexible employment practices were prevalent
in the sector. Growth may therefore translate into an increase in hours and
productivity, rather than new jobs.

3.21 The IFS Green Budget argues that the same factors that are dampening
consumer demand, namely below-inflation pay settlements and labour market
uncertainty, have contributed to robust performance and healthy balance

4 http://www.economist.com/node/17963355?story id=17963355

S http://www.oecd.org/dcument/60/0,3746.,en 2649 33733 45267516 1 1 1 1,00.html
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The State of the Economy

sheets for companies. As a result, businesses have increased internal funds to
channel into investment, easing the impact of credit constraints. Indeed,
business investment increased in real terms by nine per cent year-on-year in the
third quarter of 2010. However, in the IFS’s words: “this strong performance
largely reflected a process of normalisation after an unprecedented 19 per cent
collapse in fixed investment in 2009. Going forward, one cannot be too
confident that this robust investment growth will continue into 2011.”°

3.22 The TUC is heartened by the recent success in manufacturing and this
underlines our belief that manufacturing is a crucial sector for the UK economy

®IFS Green Budget, February 2011, p. 93
" http://www.niesr.ac.uk/pdf/010211 92958.pdf
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