STUC Budget Submission 2011
1
Introduction

The STUC provides the Treasury with an annual Budget Submission which assesses the current state of the Scottish economy and labour market whilst highlighting current priorities and concerns.

This year’s STUC Budget submission:
· Describes the fragile state of the Scottish economy and Labour market;

· Questions, once again, the Government’s austerity programme;

· Questions the evidence base on which the Government is pursuing a growth strategy based on deregulation of labour and product markets; and,

· Highlights key areas for action in the March Budget; actions that would help embed the recovery, grow the economy and jobs and help to start to rebuild a fairer, more sustainable economic and social model.

The STUC has already outlined its case against the Government’s austerity programme in a series of submissions and policy papers.

2
The Scottish Labour market

There has been a welcome if slight fall in ILO unemployment in Scotland over the three months to January December 2010. Unfortunately, this masks a wider view of the labour market that is very worrying indeed
:

· Claimant count unemployment continues to rise; 
· Youth unemployment: the rate for 18-24 year olds was 16.4% for the three month period Oct-Dec 2010; the STUC is also concerned over the growing prevalence of unpaid work amongst young people as employers take advantage of individuals’ desperation to find work. The TUC is concerned that as many as one in three interns is not being paid for their work, despite qualifying for the minimum wage
;
· Long-term unemployment continues to increase at a worrying pace: the number of over 25 year olds claiming for over 2 years increased by 115% in the year to December 2010; the number of people claiming for over 12 months increased by 19% over the same period and by 124% since the start of the recession; the number of people aged under 24 claiming for over 12 months increased by 25% over the past year and by 285% since the start of the recession;
· Women’s unemployment: the number of (ILO) unemployment women increased by 14% over the year to December 2010 but fell by 0.7% for men. Over the same period, the rise in youth unemployment was driven by a rise in the number of young unemployed women; the number of young unemployed females increased by 9,000 with the rate increasing by 4.4 percentage points, while the number of young unemployed males increased by 1,000, with the rate increasing by 0.3 percentage points;
· Under-employment – people forced to work in part-time and/or temporary employment because they can’t find the full-time, permanent employment they desire - is continuing to increase; the number of people working in part-time jobs because they were unable to find full-time positions increased by 31% in the year to June 2010 (latest available) figures; there was an increase of 13% for those working in permanent jobs because they were unable to find permanent positions; and, 
· Claimants to vacancies ratio: In Scotland, as of January 2011, there were 7.5 JSA claimants for every Jobcentre Plus advertised vacancy. In Glasgow the ration was 10.2: 1; in East Ayrshire 20.4:1; in North Ayrshire 27.6:1 and in West Dunbartonshire 27:1.
The STUC notes that ILO unemployment currently stands at 216,000 but that the latest Fraser of Allander Commentary forecasts that it will rise to 234,072 in 2011 only fall to 212,657 by 2013. The commentary concludes that, ‘by 2013 total employee jobs are forecast to be around 60,000 fewer than in 2007 and broadly the same as 2004’.

3
The Scottish Economy

UK GDP growth for quarter 4 2010
 was devastatingly weak:

· GDP contracted by 0.6%;

· Output in the production industries increased by 0.7%;

· Output in the construction sector decreased by 2.5%;

· Output in the service industries decreased by 0.7%.

In real terms, household expenditure has decreased by 0.1 per cent compared with the previous quarter, while gross fixed capital formation decreased by 2.5 per cent. ONS estimates that the bad weather through December contributed no more than -0.5% to the decline in output. 
The latest GDP figures
 (Q3 2010) for Scotland were published on the same day and do not provide any cause for optimism.  Growth weakened considerably between Q2 and Q3 2010 with construction accounting for the majority of growth within the economy: a situation that is very unlikely to be maintained with public sector spending cuts imminent and the housing market in a fragile state. Given relative performance in 2010 Q3, it is reasonable to assume that construction output in Scotland will have held up better in Q4 than for the UK as a whole. However, survey evidence suggests that the fall in services output could be greater – and services accounts for around 70% of the economy.
Fraser of Allander has estimated that welfare cuts alone will remove £2bn of demand from Scottish households by 2011
. Mervyn King, the Governor of the Bank of England has described how 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 6 years’
. The Markit household finance index for February fell to its lowest level since March 2009
. These factors, together with massive household indebtedness, ongoing credit constraints for consumers and businesses, continuing global uncertainty and austerity in key export markets are likely to conflate to hold growth down to a level which will ensure unemployment remains high.
With domestic demand low and weakening and ongoing uncertainty in key export markets, the STUC is hugely sceptical that the private investment boom predicted by the OBR and Chancellor is achievable. In any case, even if private investment does surge as predicted by the OBR, at the end of this Parliament after 5 years of fiscal retrenchment, output will remain lower and unemployment higher than pre-recession levels
. 

The STUC also notes that the OBR has revised down its forecast of public sector job losses and that a portion of this is attributable to methodological refinements. However, we also note that the bulk of the revision is due to the Spending Review decision to shift another £7bn of consolidation onto the shoulders of benefit recipients. The STUC does not accept that this shifting of misery amounts to a genuine improvement in the economic outlook.
4
The public finances

As mentioned above, the STUC has already provided the Treasury with submissions prior to the emergency Budget of June 2010 and October’s Spending Review
. These submissions were supplemented with a longer paper, ‘Avoidable, Unfair and Regressive’
 which challenges in detail the Government’s case that rapid and deep spending cuts are necessary. Although not rehearsed again in this paper, the STUC strongly believes these arguments hold true.
However, the STUC notes the growing currency of the view that the current deficit is the result of fiscal profligacy rather than the collapse in GDP and revenues post banking crisis. This argument requires to be addressed.

The STUC believes that the previous Government was over relaxed about the durability of the ‘financialised’ economy it helped to create and sustain. Lax regulation and failure to address the consequences of financial ‘innovation’ and the growth of too big to fail banks left the economy vulnerable to systemic crisis. This fragility was exacerbated by growing economic inequality resulting from the declining share of wages as a proportion of GDP and the rising share accounted for by profits. There was a dangerous complacency over the decline in manufacturing and an irresponsible over-reliance on tax receipts from the financial sector. It is also a credible to argue that the previous Government should have been running a smaller deficit in 2007-08 although the STUC believes there was a strong case to invest at this time. 

It is however preposterous to suggest that the current deficit is the result of the previous Government’s fiscal profligacy. The cyclically adjusted current budget deficit was 0.6% of GDP (less than £10bn) in 2007-08. This increased rapidly in 2008-09 as a direct result of the fall in revenues (2% of GDP) and a rise in discretionary (e.g. VAT cut) spending aimed at reducing the length and depth of the recession and non-discretionary spending (costs directly associated with rising unemployment; the ‘automatic stabilisers). 
As Martin Wolf has argued in the Financial Times, 

“The natural conclusion is that the force behind the big fiscal deterioration, which delivered the largest ever fiscal deficit in peacetime, was an explosion in spending. This is wrong. The rise in spending accelerated a little, as a direct result of the recession. But what made the ratio of spending to GDP jump so quickly was the unexpected fall in GDP”
. 
The suggestion that out of control public spending was the proximate cause of the collapse in the public finances during the recession is demonstrably false and its constant regurgitation is designed to provide intellectual cover for the Government’s austerity programme. 
5
Coalition Growth Strategy

‘Contractionary is expansionary’
In its paper, ‘Avoidable, Unfair and Regressive’ the STUC argued that there was little evidence to support the Government’s thesis that rapid and deep consolidation would prove expansionary for the UK economy. We included evidence from Arjun Jayadev and Mike Konczal who in their paper, ‘The Boom not the Slump: the right time for fiscal austerity’
 debunk the evidence used to promote the ‘contractionary is expansionary’ argument. They found that:

· Countries historically do not cut their deficits in a slump, instead addressing these problems during a non-recessionary time;

· When countries cut in a slump, it often results in lower growth and/or higher debt-to-GDP ratios. In very few circumstances are countries able to successfully cut during a slump, and this happens only when either interest rates and/or exchange rates fall sharply;

· There is no episode in which a country facing the same circumstances as the United States (recent recession, low interest rates, high unemployment) has cut its deficit and succeeded in reducing its debt through growth;

· There is little evidence provided by Alesina and Ardgana [who had published an influential paper used to support the growth through austerity agenda] that cutting the federal deficit in the short-term, under the conditions the United States currently faces, would improve the country’s prospects. It may even make the United States’ situation worse.

It is worth noting that the conditions noted for the United States (recent recession, low interest rates, and high unemployment) all exist in the UK at this time. These conclusions are now supported by the IMF
 who recently found that:

· “Fiscal consolidation typically has a contractionary effect on output. A fiscal consolidation equal to 1% of GDP typically reduces GDP by about 0.5% within two years and raises the unemployment rate by about 0.3 percentage points. Domestic demand – consumption and investment – falls by about 1%”;
· “Reductions in interest rates usually support output during episodes of fiscal consolidation” – with interest rates already at 0.5% and pressure growing for an interest rates rise, there seems little prospect of the contractionary impact of UK spending cuts being offset by loosening monetary policy; 
· “A decline in the real value of the domestic currency typically plays an important cushioning role by spurring net exports and is usually due to nominal depreciation or currency devaluation” – again, with Sterling already having undergone a significant devaluation, there appears little prospect of further relief through this mechanism. Indeed, with an interest rate rise in the offing it is likely that Sterling will strengthen over the coming months; 
· “Fiscal contraction that relies on spending cuts tends to have smaller contractionary effects than tax-based adjustments. This is partly because central banks usually provide substantially more stimulus following a spending-based contraction than following a tax-based contraction. Monetary stimulus is particularly weak following indirect tax hikes (such as the value-added tax, VAT) that raise prices” – as above, there appears to be no prospect of spending cuts being offset through monetary policy. In any case, the IMF suggests the impact would be weak given the significant hike in indirect taxes;
· “Fiscal retrenchment in countries that face a higher perceived sovereign default risk tends to be less contractionary. However, even among such high-risk countries, expansionary effects are unusual” – as the STUC has consistently pointed out, the markets consistently priced the UK as a safe haven throughout the crisis. Despite shrill rhetoric to the contrary, the UK was manifestly not a ‘high risk country’; and,
· “Model simulations suggest that over the long term, reducing debt is likely to be beneficial” 
Recognising that the coalition is likely to seize on the last point in support of its strategy, it is worth emphasizing the following points:

· the STUC has always accepted that the UK cannot continue to run deficits of 11% of GDP indefinitely and that consolidation is necessary. It is the scale, pace and balance of the Government’s programme that we take issue with; and,

· The Government’s own analysis and that of the OBR confirms that the post crisis economy is, as Martin Wolf describes, ‘durably and significantly smaller than was expected before the crisis’. The danger is that through weakening of investments in people and infrastructure and the tolerance of high unemployment, the Government’s programme is undermining, not strengthening, long-term growth.
‘The path to strong, sustainable and balanced growth’
The STUC acknowledges that the Government has yet to publish a growth strategy for the UK and that this will issue alongside the March Budget. However, a number of key themes have emerged through policy announcements and papers; particularly the joint Treasury/BIS paper ‘The path to strong, sustainable and balanced growth’ published as the Spending Review was announced in October and the ‘employers’ charter’ published earlier this year. 

In the paper ‘The path to strong, sustainable and balanced growth’
, the Growth Review is described as a ‘rolling programme’ that will last the whole Parliament with a first report by Budget 2011. It will be a ‘fundamental assessment of what each part of government is doing to provide the conditions for private sector success and address the barriers facing industry’. The paper states that the Government is inviting ‘business’ to take part in the review, but makes no mention of trade unions or any other stakeholder. The thrust of the review is encapsulated in this paragraph from the introduction signed by both George Osborne and Vince Cable:

“A new approach to growth requires a new attitude in Government. Government on its own cannot create growth. It is the decisions of business leaders, entrepreneurs and individual workers which build our economy. What the Government can do is provide the conditions for success to promote a new economic dynamism – harnessing our economic strengths, removing the barriers which prevent markets from supporting enterprise, and putting the private sector first when making decisions on tax, regulation and spending”.  

The STUC has long been concerned that a constructive debate over Scotland’s economic future is crowded out by claims that all Government needs to do is get out the way; Scotland and the UK we are told, are over-taxed, over-regulated business dystopias. This skews the debate and does nothing to help the image of Scotland as an inward investment location. It is also demonstrably false. 

The World Bank currently rates the UK 4th out of 183 countries in its Ease of Doing Business Rankings
; an index averaging each country's percentile rankings on 9 topics, made up of a variety of indicators, giving equal weight to each topic. The UK scores as follows:

· On ‘starting a business’ the UK ranks 17th out of 183 countries; Demark ranks 27th, Norway 33rd and Germany 88th; and,

· On ‘paying taxes’ – which considers both the level of business taxation and the administration required to comply – the UK ranks 16th; Denmark 13th, Norway 18th and Germany 88th. The United States ranks 62nd on this measure.

The ‘paying taxes’ ranking assesses performance on a number of indicators including  the ‘total tax rate’ which  is designed to provide a comprehensive measure of the cost of all the taxes a business bears. It differs from the statutory tax rate, which merely provides the factor to be applied to the tax base. In computing the total tax rate, the actual tax payable is divided by commercial profit. 
On this measure, the UK’s rate of 37.3% is less than the OECD average of 43%. Only New Zealand, Canada, Switzerland, Iceland and Ireland have lower rates. The great exporting nations of Germany (48.2%), Japan (48.6%) and Sweden (54.6%) all have substantially higher rates.

On headline rates of corporation and small business tax rates, the UK rate is slightly higher than the OECD
 average. However, the average is reduced by the very low rates in Ireland, Iceland and the EU accession states. The UK’s combined corporate income tax rate of 28% is lower than that of the US (39.21%), Spain (30%), France (34.43%), Germany (30.18%), Australia (30%), Japan (39.54%), Belgium (33.99%) and New Zealand (30%). The coalition Government’s commitment to reducing the headline rate to 24% over the course of this Parliament will take the UK rate below that of Austria, Sweden, Denmark, Finland and Norway. 

The OECD indicators of employment protection measure the procedures and costs involved in dismissing individuals or groups of workers and the procedures involved in hiring workers on fixed-term or temporary work agency contracts. 
Employment Protection in 2008 in OECD and selected non-OECD countries
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The OECD also publishes Indicators of Product Market Regulation; a comprehensive and internationally-comparable set of indicators that measure the degree to which policies promote or inhibit competition in areas of the product market where competition is viable. The indicators cover formal regulations in the following areas: state control of business enterprises; legal and administrative barriers to entrepreneurship; barriers to international trade and investment.

The OECD’s analysis
 of product market regulation 2008 found that, out of the 37 countries studied, only the United States regulated its product markets less stringently than the UK. 

The STUC is aware of no credible international comparative work that contradicts the evidence cited above. The UK is, on any measure, a lightly regulated economy. The story is not quite so clear cut on taxation where there are layers of complexity around the effective as compared to the nominal rate of corporation tax as well as the ability of corporations to avoid and evade substantial proportions of their taxation responsibilities. However, the credible international comparative data does not support the proposition that UK companies are rendered ‘uncompetitive’ due to high levels of taxation. More than that, it is manifestly the case that the nations where manufacturing continues to account for a higher proportion of GDP supporting a balance of trade surplus, pay higher rates of taxation than the UK.

A number of other crucial points must be borne in mind:

· The international evidence on regulation and taxation provides no support for contention, ubiquitous in the Scottish policy debate, that economic success in the globalised economy is dependent on low regulation and low business taxation. Some of the poorest nations in the world have the least regulation. Countries which are recovering strongly from the financial crisis induced recession have levels of regulation and business taxation far in excess of the UK. Resisting, not joining the race to the bottom, appears to be the way forward for the UK economy;

· The evidence strongly suggests that the coalition government has its priorities very wrong if it believes further undermining of employment legislation is the path to economic dynamism. The UK labour market is already very lightly regulated in comparison to our international competitors. Countries where debt is lower and exports higher as a proportion of GDP, and where manufacturing remains strong, often have comparatively high levels of employment protection. Of course, these countries tend to invest more in skills, employee engagement (Germany’s system of co-determination for example) and leadership and management thereby facilitating ‘high-road’ approaches to productivity growth; 

· Although a longer consideration of the causes and effects of growing income and wealth inequality is not appropriate in this paper, there is a strong correlation between labour market deregulation and the falling proportion of wages as a proportion of GDP and the higher proportion of GDP accounted for by profits. It will be impossible to realise the coalition government’s ambition of building an economy with strong demand but less reliant on credit if wages continue to fall; and,

· Deregulating product markets may appease those with a strong theoretical and/or ideological approach to economic development but it does not guarantee economic success. It is no accident that the UK and US, the most lightly regulated product markets in the developed world were at the epicentre of the global financial crisis. It is no accident that the UK and US, where the doctrine that Government must take a hands off approach to business is most deeply entrenched, have effectively dispensed with industrial policy.

6
STUC Budget Priorities

Given the very fragile state of the Scottish economy the STUC calls on the UK coalition government to consider the following measures in the 2011 Budget:

· Revisit the austerity programme announced in the Spending Review to make future consolidation contingent on the strength of the recovery – in the first instance, the VAT rise of January 2011 should be reversed thereby helping hard pressed working people and easing the pressure for tightening monetary policy;

· Provide sufficient investment in HMRC to support commitments on unpaid taxation, tax evasion and tax avoidance – the STUC is hugely disappointed in Ministers’ lack of seriousness in tackling the tax gap. Indeed, proposals contained in the consultation paper ‘Corporate Tax Reform: delivering a more competitive system’ risk seriously exacerbating the problem; there are serious and specific concerns over proposals for Controlled Foreign Company reform
· Plan to rebalance consolidation towards tax rises for those able to bear it rather than spending cuts that will hit the poor the hardest- No consolidation strategy that enables the wealthiest in our society to forgo paying their share can possibly be described as ‘fair and progressive’. Evidence confirms that there is no benefit to society to be derived from the magical properties of tax cuts for rich individuals and corporations; and,

· Replace the Future Jobs Fund with effective, properly resourced assistance for the unemployed. Widespread concerns have been voiced about current proposals for the work programme and the fact that there is currently no aspect to it which reflects the ‘job creation’ dimension of the Future Jobs Fund, which contributed so clearly to its effectiveness.
We do not believe that such an approach will provoke turmoil in the markets. All the evidence since the credit crunch began over three years ago is that an approach which is contingent on a robust recovery will have more credibility than severe austerity programmes.

STUC March 2011
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