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Editor’s note
Our most explicit front cover ever ensures there’s no need
to offer a prize for guessing what our special theme is.
Employment and unemployment, and the changing patterns
of work in the late twentieth century affect us all, no matter
where we live and what we do. Much of the research activ-
ity at the Centre for Economic Performance is concerned
with one aspect of work or another. So we invited a range of
people to write about the issues which specifically concern
them and to share some of their most important findings with
a wider audience.

Michael West and Malcolm Patterson, engaged in a massive
empirical study looking at what companies actually do, have
discovered a clear link between worker satisfaction and
company profitability. That may sound like common sense.
But if it’s so obvious why do so many companies fail to take
this on board in the way they treat their staff?

Three articles look at different aspects of the UK labour mar-
ket: Richard Layard argues the case for helping people re-
enter the work force; Richard Dickens and Stephen Machin
look at the likely impact of the new minimum wage; and Paul
Gregg, Genevieve Knight and Jonathan Wadsworth point
out that there’s a hidden cost to unemployment in Britain –
the continuing losses suffered when people find another job.

Our guest columnist is Bill Callaghan, Head of Economic
Affairs at the TUC. He enters a plea for more partnership in
the debate about work. Howard Gospel looks at the attempt
to revive apprenticeship in Britain and warns that this could
be Britain’s last chance to develop effective on-the-job train-
ing. And Ronald Dore shares his thoughts on how the atti-
tude to employment in Japan may be changing in the wake
of the upheavals now under way in that troubled economy.

We also have a review of Mad Money by Susan Strange – a
critical assessment of the impact of global financial deregu-
lation whose publication has coincided with yet another
massive upheaval in the world’s financial markets.

Now there may be no prizes for guessing the meaning of our
front cover. But there are prizes for filling in the Readers’
Survey which you will find inserted in this issue. Please fill it
in and return it to us (we’ll even pay the postage). We want
to know what you think of us: and whether you think 
there are changes we should make to the magazine. As an
incentive, if you return the survey to us by 1st December
we’ll enter your name in a prize draw – five readers will win
copies of Mad Money.
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H
ow often have you heard a modern manager say
of their workforce: people are our most important
asset? But is it merely more empty rhetoric or
does it actually have relevance to the workplace?

New research at the CEP has revealed that people and
their attitudes are in fact a company’s greatest asset; and
yet found that managers are reluctant to use it.

Does satisfaction matter?
Work psychologists have long been preoccupied by the
question of job satisfaction, particularly whether a satisfied
worker is a productive worker. Much of the evidence from
psychological studies indicates not. Although there is a link
between individual performance and job satisfaction, it is very
weak. Satisfied workers often perform badly and many
dissatisfied workers often perform well. But the CEP posed
a new question: is the satisfaction of the workforce as a
whole related to the organisationÕs productivity and profitabil-
ity? Our findings show a surprisingly clear link which sheds
new light on the imperatives and priorities of management. It
suggests that companies need to focus much more on the
attitudes of the workforce in order to perform well.

The study involved 42 UK manufacturing companies
(largely in mechanical engineering and plastics and rubber)
and over 5,000 employees who answered questions about
their satisfaction with 15 different aspects of their work
ranging from physical working conditions, to fellow
workers, the amount of variety in the job, rate of pay, 
job security, and management-worker relations in the
company. Those participating in the research indicated the
extent to which they were dissatisfied or satisfied with each
of these aspects of their work. When the results were
combined within each company, we explored whether they
predicted the performance of the companies a year later. In
fact, aggregated job satisfaction within a company
predicted a large part of the variation between companies
in performance (up to 25%). In particular, the job satisfac-
tion of the workforce was a very good predictor of subse-
quent productivity and a reasonably good predictor of
profitability one year later (see Figures below). 

Of course, one explanation for these startling findings is
that company performance is fairly stable: so in a company
which is performing well, employees generally feel satisfied
(prospects for security, pay and promotion may look good).
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Figure 1 Employee Satisfaction and company
productivity (18 months later)

There’s long been confusion and controversy about the links between

worker satisfaction, productivity and corporate profits. Research by

Malcolm Patterson and Michael West at the CEP sheds new and

potentially profitable light on these links.

People power
The link between job satisfaction and productivity

Figure 2 Employee Satisfaction and company
profitability
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But such stability of performance could mean that examin-
ing levels of satisfaction as a predictor of performance a
year later throws up a spurious finding – leading us falsely
to assume that satisfaction of the workforce predicts
subsequent performance. In a stringent test of this possibil-
ity, we took out the effects of company performance for the
three years before we measured the job satisfaction of the
workforce and then saw if we could still predict company
performance three years later. In effect we explored
whether the collective satisfaction of a company’s
workforce could explain change in productivity and
profitability over the following year. Surprisingly, we could
still account for a highly significant 11% of the change in
company performance. No other factor we have examined
(such as competitive strategy, technology, market share,
Total Quality Management or R&D strategy) could so effec-
tively predict company performance.

Who’s happiest?
We were intrigued to know whether this result held for all
workers or applied only to managers whose power might
give them greater influence over productivity and profitabil-
ity. The results showed that the findings held up for both
non-management and management staff. However, when

we probed deeper still, we found that particular groups did
seem to be important in terms of the influence of their
satisfaction in predicting company performance. People
who described themselves as non-management, but who
worked in administrative functions in the office rather than
on the shopfloor, were particularly important in terms of the
influence of their work satisfaction levels on subsequent
company performance. We speculate that perhaps these
are the people whose work most affects financial indica-
tors such as those who work in sales and marketing, or
who control costs via purchasing decisions, but the
findings clearly point to the need for us to investigate these
groups further. 

More challenging to understand is the influence of the
attitudes of a shadowy group who describe themselves as
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by Michael West and Malcolm Patterson
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Figure 3 Overall job satisfaction of management and
non-management groups
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The job satisfaction of the workforce was 
a very good predictor of subsequent
productivity and a reasonably good
predictor of profitability one year later.
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non management but who work neither on the shopfloor,
nor in the office. The more positive were their views of their
work, the higher was company productivity a year later.
Overall, however, the attitudes to work of non-shopfloor
employees were particularly important in predicting subse-
quent company performance.

One question we have been able to answer definitively is
whether employee attitudes have a direct effect on
company profitability one year after they were measured, or
if the effects are simply indirect, via productivity improve-
ments. By modelling the effects of worker satisfaction on
productivity and profitability we are able to show clearly that
the direction of effect is almost completely from employee
satisfaction to productivity: improvements there then lead to
greater profitability. 

Teamwork, co-ordination and co-operation 
But why is it that overall employee satisfaction affects
productivity while individual job satisfaction is so weakly
related to performance? The answer lies in employee co-
ordination and teamworking. Employees in the manufactur-
ing sector have to co-ordinate their efforts and co-operate,
as a natural function of their jobs. Where the level of satis-
faction is generally high, employees may be more motivated
to make the extra effort to meet the needs of those in other
departments or functions. For example, one of the compa-
nies in the automotive industry in Glasgow, with a signifi-
cantly high level of employee satisfaction, made strenuous
efforts to ensure good cross-team working in order to
promote organisational effectiveness. 

Of course, co-operation with others takes time and effort.
And employees may be disgruntled about aspects of their

work: they may have difficulties with fellow workers or line
managers, be dissatisfied with the rates of pay or the
amount of responsibility they have. Consequently they may
be less inclined to give their time and effort, preferring to
hoard their resources for their own immediate work. On the
positive side there are ways that collective satisfaction can
translate into organisational productivity. Those who take
the trouble to do things which are not part of their job, for
instance picking up spillage from an assembly line or taking
time to deal with a visitor when the reception is not
attended, are likely to be more motivated to do so when
they see their work conditions as satisfactory rather than
unsatisfactory. Traditional methods of measuring job perfor-
mance would not pick up such behaviour, but accumulated
across an organisation over a year, they can make a
substantial difference to productivity and performance. 

More satisfied workers are also likely to control the behav-
iour and influence the efforts of less satisfied workers by
encouraging others to aim for higher productivity. Previous
research even suggests that positive mood and job satis-
faction are associated with higher levels of creativity,
perhaps influencing organisational innovation.

But the needs of satisfaction varies between different
groups of workers, as our research also reveals. Figure 3
shows that managers, wherever they are located
(shopfloor, offices, etc.), are in general, significantly more
satisfied with their working conditions than non-manage-
ment groups. Least satisfied are those non-managers who
work on the shopfloor. They are more unhappy than
managers with every aspect of their work environment. This
is not surprising. Managers have more power and control,
are better paid and have more variety and responsibly in
their jobs. There are one or two other differences between
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Figure 4 Satisfaction of employees with aspects of their work

O 1 2 3 4 5 6 7

Extremely dissatisfied Extremely satisfied

1  Your fellow workers 5.41
2  Freedom to choose own method of working 5.08
3  Your immediate boss 4.94
4  The amount of variety in your job 4.92
5  Amount of responsibility 4.89
6  Your hours of work 4.86
7  Opportunities to use your abilities 4.6
8  Physical working conditions 4.6
9  Your job security 4.6
10  Attention paid to your suggestions 4.2
11  The way the organisation is managed 4.16
12  Management/worker relations in the company 4.1
13  Recognition you get for good work 3.96
14  Your chance of promotion 3.61
15  Your rate of pay 3.5

Employees may be disgruntled about aspects of their work: they may 
have difficulties with fellow workers or line managers, be dissatisfied with 
the rates of pay or the amount of responsibility.
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sources of satisfaction for managers and non-managers.
The latter appear to rate their satisfaction with hours of
work relatively highly, in contrast to managers who rate the
amount of variety in their work as relatively satisfactory.

Employees typically rate satisfaction as highest in relation to
their fellow workers, freedom to choose their own method
of working, their immediate bosses, and the amount of
variety in their jobs. Predictably they are least satisfied with
their rate of pay (this applies to all groups!). They are also
relatively unhappy with their chances of promotion, the
recognition they get for good work, management-worker
relations and the way the organisation is managed. Thus
factors intrinsic to the job appear to offer the greatest
sources of satisfaction; extraneous factors provide the
greatest causes of dissatisfaction, as Figure 4 (left) shows.

Indeed, given that it is the intrinsic aspects of a job which
provide a significant source of satisfaction, it is alarming to
discover that for many people in these organisations, jobs
are impoverished, monotonous and deskilling. We visited
110 manufacturing outlets around the country varying in
size from 80 to 1000, employees, with an average of 230;
in more than half of these, the average job cycle time on the
shopfloor – the time it took to complete the average task
and begin it over again – was 10 minutes or less. This
translates to more than 6 times an hour, 45 times a day,
220 times a week, over 800 times a month and so on. In
25% of the companies the average job cycle time was one
minute or less!

Wasting resources?
All this leads us to conclude that the current managerial
approaches to job design are counter-productive. Employees
in such monotonous jobs are much less satisfied in general
than those who work in jobs with a higher degree of variety,
responsibility and the freedom to do the work in their own
way. And because – as we have seen – job satisfaction
predicts company performance it makes sense for managers
to try to enrich people’s work by introducing job rotation,
teamworking, job enrichment programmes or devolving
responsibility for management of work and materials to those
actually doing the work. At the very least, the types of impov-
erished jobs we see in manufacturing organisations up and
down the country represent waste, on an enormous scale, of
the resources, intelligence, skills and energy of those who
are required to perform them. Moreover, they are intrinsically
stressful and thus likely to lead to lower productivity via
absenteeism and labour turnover. 

These depressing discoveries are not isolated. Half of the
firms we have visited have no individual responsible for
‘human resource management’, and more than two thirds
had no written personnel strategy. Managers described the
approach to training mostly as ‘reactive’, with only 6% of
them reporting organised training schemes. Planned job
rotations and formal career planning were rare. 

Or utilising assets?
On the other hand we did see some shining examples of
good practice. Zotefoams, a foam manufacturer, enjoys the
highest profits and labour productivity of all the companies
taking part in our research. The firm is also one of the
most enlightened in how it treats its employees. The
company has invested in producing a skilled, flexible and
motivated workforce. Shopfloor employees operate in
teams and are able to perform a variety of tasks. The
company aimed to encourage know-how and locate infor-
mation at the lowest levels of the hierarchy. With the exper-
tise to manage their own work, recognise problems and
generate solutions (three quarters of Zotefoams’
workforce have received training in group problem solving
skills) fewer issues need to be resolved by management.
Training plays a key role in the company’s people manage-
ment strategy. All shopfloor employees, supervisors and
managers undergo NVQ training, from Levels 2 to 5. The
company pays its shopfloor staff above the average rate
for the industry and it has adopted skill-based pay to
motivate and reward skill development. Zotefoams also
promotes a community ethos by breaking down traditional
management/non-management boundaries. There is a
single salary structure for all staff, employee share options
and profit-sharing (the percentage is the same for every-
one) throughout the company. The directors have no
special privileges. Not surprisingly staff at this company
score very highly on our measures of job satisfaction.

Michael Hammer recently commented that “the biggest lie
told in most organisations is that ‘people are our most
important asset’”. Our research in the Centre for Economic
Performance suggests this is both true and deeply untrue.
Yes, there is a big gap between the rhetoric of people
management in organisations and the reality, giving the lie
to the ‘most important asset’ argument. At the same time,
the most empirical of our findings show that it is the
attitudes of the people in the organisation which seem to
account for the largest part of the variation in company
productivity and thereby profitability. Indeed, people and
their attitudes to their jobs are the most important company
assets. Many of the managers we spoke to acknowledged
this possibility, and reassured us they were planning to deal
with people issues once they had got the business sorted
out. Our findings indicate people are the business.

5

The types of impoverished jobs we see in manufacturing organisations up 
and down the country  represent waste, on an enormous scale, of the resources,

intelligence, skills and energy of those who are required to perform them. 

Michael West and Malcolm Patterson are both members of the
CEP Corporate Performance Programme. They are based in the
Institute of Work Psychology at Sheffield University.
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Until recently the Japanese

economy was the envy of the

industrial world with rapid

growth, low inflation – and by

western standards, negligible

unemployment. This was a

country where the job for life still

existed. But in the last few years,

Japan has seen a reversal in its

economic fortunes. Ronald Dore

of the CEP considers Japan’s

economic future and asks what it

means for the workers.
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T
here can hardly be a more unrewarding job
in the world today than trying to run Japan’s
macroeconomic policy. You can try to tackle
the recession by being as Keynesian as you
like: pave roads, build schools and hospitals,
cut taxes, add a budget deficit up to 7% of
GDP to a public debt already getting close

to a 100%. And what happens? The Financial Times and
the Wall Street Journal ring up the chief economist at
Goldman Sachs Tokyo, or an analyst at Merrill Lynch to
ask what they think of the latest policy announcement. “Too
little and too late”, they are reported as saying, “the
markets are unlikely to be impressed”. 

On cue, the markets then show that they are not
impressed. The yen falls; the stock market loses another
100 points; the Japanese newspapers reflect the gloom
and blame it all on their colourless politicians and incompe-
tent bureaucrats. The new schools and hospitals may help
keep unemployment down, but this response puts paid to
any hope that the fiscal stimulus will inspire that elusive
confidence that encourages consumers to spend or firms
to invest. The Nagoya dentists who were thinking of buying
new cars instead go along to one of 30 offices 
Merrill Lynch has aquired from the bankrupt Yamaichi

West meets East:
will Japan convert to capitalism?
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Securities and exercise their new post-Big Bang freedom
to buy American mutual funds – thus adding a real 
transaction, a real capital transfer, to increase the forex
speculators’ pressure on the yen. 

On the less gloomy side, Japanese exporters are, of
course, making money hand over fist with the weak yen.
May 1998 exports to the US were 60% up, year on year.
Sooner or later, Congress will force Robert Rubin to listen
to other voices than those of his former Wall Street
colleagues and do something to boost the yen and staunch
the import flood. Once that happens and the Nagoya
dentist sees that his fingers are about to get burned, the
situation could turn around. Let us hope that happens
before China is forced to devalue and the deflationary 
spiral spreads. 

Is Japan capitalist?
Part of the trouble is that Japan is trying to behave like a
‘proper’ capitalist country when it is not capitalist at all. A
Fortune writer this spring listed “the qualities that define the
Japanese model” – “the commitment to workers and the
indifference to shareholders, the concern with broader
social goals and xenophobia”. These features explain why
“measured by the corporate sector’s return on equity,
Japan in the mid-1990s was the rich world’s most inefficient
deployer of capital”.

Capitalism – as a set of beliefs or principles – is surely
about the supreme importance of not deploying capital
inefficiently. As for the other factors of production, labour
we have got quite used to wasting; we call it unemployment
and Phillips told us how much you have to have in order to
protect your savings against inflation. Waste of land we call
extensive agriculture or environmental protection, and
generally consider them to be a good thing. But waste your
capital, allocate it to anything other than the use that gives it
the highest possible return, and that is sinful inefficiency. 

It is a doctrine which might seem perfectly reasonable in
truly capital-scarce agrarian societies. The funny ‘parable
of the talents’ that sticks out like a sore thumb in the New
Testament makes sense in that context. But it is odd that
the doctrine should reach its ‘end-of-history’ apogee at a
time when the world is awash with spare capital.  And
odder still that some of its most ardent proponents should
be found in a country which is more awash than most. The
Japanese are great savers; their present problems stem
largely from their refusal to consume and their determined
exemplification of the backward-sloping supply curve – the
lower go the returns on their excess savings, the more
they save. 

But there are ardent proponents of capitalist doctrines in
Japan. Economists with PhDs from Chicago and MIT – the
kind that get on government committees – laud their
government’s wisdom for example in changing company

law to allow much more extensive share buy-backs.
Companies’ investment use of their retained earnings, they
say, undergoes no real market test. Return that money to
the market and the market will see to it that it is allocated to
its optimal use. Likewise, company presidents: “our indiffer-
ence to the interests of the shareholders must end”, they
say in their speeches. “We must start working to RoE –
return on equity – targets, because the creation of share-
holder value is what counts.” Usually adding, lest anyone
should think they are not up to date, that single-minded
concentration on shareholder value is – ultimately – “the
best way we can serve our other stakeholders”. In 1998 a
revision of company law permitted payment of directors in
stock options, to make them really feel like agents of their
shareholder principals.

Plus on dit que ça change...
Toyota was one of the first companies to give directors
stock options – within two or three weeks of the enactment
of the law. “Was there a feeling that your directors were
slacking and needed extra incentives?” I asked a senior
finance manager. Perish the thought. So why? “Well, our
Chairman, as you know, is the Chairman of the Keidanren –
the Japanese equivalent of the CBI. We thought it was our
duty to help get the system established...” In other words,
impressing on Americans that Japan wishes sincerely to
become capitalist has now become a national duty.

But while the economists mean every word they say when
they preach capitalist rationality, and half of Japan’s top
bankers are looking for a retirement job with Chase
Manhattan or Salomon Smith Barney, it is not so obvious
that the people who run Japan’s big corporations are going
to change their ways – for all that, they occasionally, as they
commute from their suburban homes, think enviously of the
yachts and ranches that an American CEO’s pay can buy.

Perhaps the phrase which most frequently recurs in the
triumphalist Western reporting about ‘the collapse of the
Japanese model’ is ‘lifetime employment is breaking down’.
In fact, no major firm has down-sized by dismissal. A
couple of years ago, Japan Steel had some 15,000 surplus
workers on its books ‘leased’ to other firms – often at a
rental well below the Japan Steel salary they continued to
receive. It is anyway not usually realised that lifetime
employment is only a small part of what makes Japan differ-
ent. It is part of a quite coherent, and I would say non-
capitalist, pattern, variously called the employee-sovereignty
firm, the labour-managed firm, the human-capital-ist firm1; or
the community firm. It involves; 

■ Cross-shareholdings between firms, banks and insur-
ance companies that prevent threats of hostile take-overs,
make a company’s share price of little consequence (other
than as one relatively minor factor Moody’s takes into
account when rating a company’s bonds), makes it possi-
ble to treat dividends as something like a small fixed charge

by Ronald Dore
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1 The first three are terms used by Komiya and Itami in K. Imai and R.
Komiya, Business Enterprise in Japan, Cambridge, MIT, 1994, the last 
by myself in Taking Japan Seriously, London, Athlone, 1988
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(usually giving a yield of not more than 1% of the share
price) thereby allowing firms to treat their members
decently/thereby allowing outrageous over-manning and
waste of capital. (Take your pick.) 

■ Employment contracts, terms of ‘service’, which are
nothing like those of a capitalist firm whose managers’ job it
is to buy the best quality labour at the cheapest price, but
similar in almost every respect to those of a civil service, an
army or a navy. That is to say: career contracts, not job
contracts. Pay is determined, not by the job actually done
at the moment, but by annual movement up incremental
scales – faster or slower depending on performance as
subjectively rated by superiors and the personnel office. 
(If you like: rate-for-the-person wages not rate-for-the-
job wages.)

■ Top management appointed from the high flyers who
come up the lifetime management tracks (Board appoint-
ments usually come between age 50 and 55). Their salaries
are set at the top ends of the incremental ladders they have
been on all their lives and bear much the same ratio to the
next rank down as permanent secretaries to under-secre-
taries in the British civil service. There is no external labour
market in executive talent, no notion of a ‘going price’ for
such talent such as ‘justifies’ an 18% rise for the boss of
Yorkshire Water.

The pay system, in fact, points up the distinctiveness of the
whole system. The incremental scales are renegotiated
annually in the quaintly named ‘spring struggle’. The
argument in the negotiations is not exactly wages versus
profits. On the one hand is the ‘we want jam today’ of the 
enterprise union, (whose members, and often, nowadays,
leaders, include junior managers, the future CEOs, who are
required to join what is a closed shop, for the first ten years
of their career, before they reach line-responsibilities). On
the other is the ‘we must invest in the future’ of the senior
managers. (The latter already have higher pay, of course,
and are more likely to have lÕentreprise cÕest nous sort of
feelings about making the firm great). But it is a peculiar
‘struggle’. In a capitalist firm, a manager who succeeds in
screwing down the workers’ demands and leaving more to
boost profits can expect a rise or a bonus; well done, thou
good and faithful servant. But in Japan, the manager who
knocks the 5% demand back to 3% is likely to be
condemning himself to a mere 3% rise too. Or less: in the
present crisis many top managements are taking a symbolic
10% pay reduction to show that they are serious about
being, not the shareholder principals’ agents, but elders of
the enterprise community.

(I cannot forebear, in passing, to remark on how stubbornly
economists, who love to make a market of everything, insist
on saying that Japanese firms have internal labour markets
(ILM). They do not: there is no open competition for vacant
posts; there is no negotiating the pay for, no sense of re-
contracting for, the new job when you are appointed. There

is no simulation, in other words, of what happens in exter-
nal labour markets. What Japanese firms have is not ILM
but POPS – a personnel office posting system. As in the
British Foreign Office, you go where you are told and the
move may or may not alter your position on the incremental
pay scale (with reshuffles usually every two years). And
where you are posted is partly a function of how well you
are likely to do that particular job, partly of the training you
will thereby get for future jobs.) 

Can it last?
This Japanese corporate system seems to fit quite well with
the behavioural dispositions and personality characteristics
of a lot of Japanese – the commitments it requires, the
security it offers, the sense of a co-operative common
endeavour. Its emphasis on male breadwinner wages rising
with family responsibilities, fits the high-marriage, low-
divorce gender-discriminating family structure. The need the
system has to grade entry talent is well served by the whole
educational system.

But even though it fits, the system is of relatively recent
creation – a product of wartime regulation and the postwar
upheavals. Pre-war Japan was much more genuinely
capitalist. In the 1920s and 1930s, owners dominated in
boardrooms and scrabbled for dividends; labour ‘struggles’
were desperate and for real. 

So there is nothing inherently improbable about Japan once
more embracing Anglo-Saxon capitalism and coming to
make the creation of shareholder value the supreme virtue
again. And, as already indicated, the dominant rhetoric in
today’s Japan would lead one to believe that the society is
hell-bent on doing so. But the forces of inertia are strong.
The cross-shareholding system – for all the predictions of
collapse – is holding up well; the ratio of ‘stable sharehold-
ers’ is still slightly higher than in the mid 1980s. Firms go to
extraordinary lengths to avoid being the first major company
to ‘restructure’ redundant employees out of their jobs.

So far. But the big question is: can Japanese firms retain
their ‘employee-sovereignty’ character, and continue to
treat their shareholders in so cavalier a fashion, in a world
of global capital markets?

The transitional pains necessary which would make this
possible are likely to be severe. The trouble is not just the
bursting of the bubble of 1989-90 about which we hear so
much, but the definitive ending of forty years of steady
asset inflation of which the bubble was only the last crazy
culmination. Land prices and share prices rose and rose,
partly, justifiably, as a result of population growth and rapid
output growth, partly reflecting a permanent tendency for
savings to outrun even Japanese industry’s voracious
investment needs. The notion took firm hold that ‘right-
hand-shoulder-up curves’ as the Japanese call them, were
part of the Japanese order of nature.

The Japanese are great savers; their present problems stem largely from their refusal 
to consume and their determined exemplification of the backward-sloping supply curve – 
the lower go the returns on their excess savings, the more they save. 
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So people went on buying shares, and using shares as
collateral to buy land and vice versa, in the confident 
expectation that – a few odd ‘corrections’ here and there –
it would go on forever. At the end share prices reflected
average price-earnings ratios around 80. Dividend yields of
around 0.5% were no deterrent. Capital gains were the
thing. Foreigners weighed in as the powerful export perfor-
mance of Japanese manufacturing added expectations of
considerable exchange rate gains too. 

The challenge for the future
All that is a thing of the past. There’s more population
growth; no longer any investment momentum derived from
the high growth period of the past. Two issues are central
to the survival of the current system.

First, the ‘fundamentals’ of international competitiveness.
Will Japanese manufacturers retain the production
engineering competence, the capacity for innovation, 
and product quality which they have shown in the past –
qualities plausibly attributed to the co-operative commit-
ments that the ‘employee-sovereignty’ firm can command?
And will banking and insurance come to gain matching
productivity levels? In other words, can Japan maintain
value-added per-employee productivity at a high level
relative to the US and Europe, even if they ‘waste’ capital
– get lower value added returns for unit of capital than 
their competitors.

Second, assuming that maintaining the
employee-welfare orienta-
tion requires devoting less
of that value added to
dividends – much less than
in the US or Britain – can
Japan successfully bring
stock prices and dividends

into a reasonable relation? The Germans, for example, have
something closer to a Japanese than to a British or
American view of shareholders. They give a much smaller
share of value-added to the providers of capital than Britain.
Dividend yields are not so very different, however, because
the German stock market values assets so much more
cheaply. Japan too could get to reasonable yield ratios and
price-earnings ratios, if the Japanese stock market ceased
to be supported by artificial PKO (price keeping operations)
and fell to around half of present values – less than a
quarter of the 1990 peak. The trouble is that, thanks to the
cross-holdings, such a process of ‘paper-wealth-destruc-
tion’ would wreak havoc on the balance sheets of corpora-
tions, banks, and pension funds. Japan would still have the
physical assets and human capital which give the economy
its fundamental dynamism (and which is, after all, what the
present generation have to rely on for their pensions,
whether they are paid through invested savings out of the
capital share, or ‘as you go’ out of the labour share, of
national product). But managing the transition so that those
resources would still be fully employed in spite of the
gloom-spreading potential of the ‘reverse wealth effect’
would tax any government’s ingenuity. A sumo wrestler
slimming to become a pole-vaulter might well wonder about
his energy levels when he got to the right weight.

The alternative, of course, is to bring dividend yields into
balance with stock prices by raising dividend levels, and
making the shareholder, not the employee, the centre of the
manager’s universe. That is what nine out of ten Japanese
would say they prefer, but somehow, it seems to me that
Japanese managers have lost the habit of the sort of
ruthless macho-management that would require.

I suspect that, while all the talk will be about this latter
solution, shareholders, voting with their feet, will gradually
bring about the former. It will be a painful transition, but the
pole-vaulter should eventually get back into practice again.

Further reading
Henk de Jong, European capitalism: Between freedom and social
justice, Review of Industrial Organisation 10, 1995.
Fukao Mitsuhiro, Japanese financial instability and weaknesses 
in the corporate governance structure, MITI Research
Institute,March 1998.
Jim Rohwer, Japan’s quiet corporate revolution, Fortune, 
30 March 1998.
Paul Sheard, Japanese corporate governance in comparative
perspective, Journal of Japanese Trade and Industry. 

This Japanese corporate system seems to fit quite well with the behavioural
dispositions and personality characteristics of a lot of Japanese – the commitments

it requires, the security it offers, the sense of a co-operative common endeavour. 

Ronald Dore is a Senior Research Fellow at the CEP and Visiting
Professor at the University of Bologna.
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M
ost European companies and workers are
looking forward to 1999 with a mixture of
excitement and not a little apprehension – next
January sees the long-awaited start of
economic and monetary union in most EU

countries, though not Britain. But British employers and
workers have another reason to be if not excited, then
apprehensive about 1999: next April sees the introduction
of the first ever national minimum wage in Britain. Those
who’ve advocated this for years argue that it’s an important
step towards alleviating poverty and exploitation. Its critics
talk ominously of lost jobs and rising inflationary pressures
which might bring higher interest rates in their wake.

But who’s right? Will there be a transformation in the
fortunes of the poorest members of society? Or will the
minimum wage create a large new group of unemployed –
workers who’ve lost their jobs because employers can’t
afford to pay the new minimum rates? And will the impact
on wages be such that the Bank of England feels the need
to raise interest rates in response? As with most economic
changes, no-one can know for sure until the minimum wage
is actually introduced. But work at the CEP has concen-
trated on trying to establish the most likely outcome in view
of what is already known about the UK labour market; and
on cutting through the political gloss which has tended to
influence the debate until now.

Looking into the crystal ball
Predictions about the minimum wage’s impact don’t need to
be made entirely in the dark. Enough is known to be reason-
ably certain about the groups likely to be affected and the
likely impact on their economic well-being. There is also
plenty of evidence about the economic impact of the much
more limited system of minimum wages which used to
operate in the UK – the Wages Councils. This enables us,
for example, to draw some conclusions about the rate
chosen for the minimum wage with a fair degree of certainty.

All this evidence suggests that the arguments on both sides
have tended to be exaggerated. There’s no reason to
expect large-scale job losses after next April – indeed it’s
possible the minimum wage will draw more people into
work. But the modest rate chosen for the scheme’s incep-
tion would also counsel against expecting a dramatic shift
for those living in poverty. Where it does affect 
poor workers, however, the impact on those workers could
be more substantial than most commentators have so 
far recognised.

New Labour and low wages 
In June 1997, the month after Tony Blair’s election victory,
the new government fulfilled its pre-election pledge and set
up the Low Pay Commission, which it charged with recom-
mending the appropriate rate for a National Minimum
Wage. The Commission’s remit also extended to issues of
exemption, the make-up of pay, tips, allowances etc; and
the Commission members were also specifically invited to
consider the case of young people under 26 years old.
After the best part of a year taking evidence from a wide
range of people, the Commission’s report was published in
June 1998, although its main findings had been widely
leaked at the time the Commission reported to Ministers,
about a month earlier.

The Commission recommended a minimum rate for adults
of £3.60 per hour, with a lower rate for 18-20 year olds, of
£3.20 per hour. The government accepted the standard
rate recommendation, but at the Treasury’s insistence, the
rate for young people, which now includes 21 year olds,
was fixed at £3 an hour, rising to £3.20 in April 2000 –
when the rate for 21 year olds will be reassessed.

There are at present no arrangements for any kind of
automatic uprating of the minimum wage. But the Low Pay
Commission will continue its work, and will examine the
impact of the new arrangements. Most employees over 

A National Minimum Wage will become a reality in April 1999, 

but can it actually help to alleviate poverty and exploitation? 

Richard Dickens and Stephen Machin investigate.

Minimum wage:
maximum impact?
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18 are covered by one or the other of the new minimum
rates; the only exceptions are share fishermen, prisoners,
the armed forces, volunteers and apprentices.

What it means in practice
The main adult rate of £3.60 an hour strikes many
commentators as very cautious. Evidence from the old
Wages Councils – which used to set minimum rates in
some low-paying industries – suggests that the Councils
did not have a negative effect on employment in the indus-
tries they covered. Up-rating the (employment-weighted)
average of the rates in force at the time of their abolition in
August 1993 gives a figure of about £3.90 at April 1999
prices. Even this is probably an overly cautious figure,
since the ‘bite’ of the Wage Council minimum rates had
been diminished by the time the Councils were abolished.

So who will the new national minimum affect? Table 1 uses
evidence from the Quarterly Labour Force Survey (QLFS)
to show the proportion of employees who will be affected
(divided into two groups, young people aged between 18

and 21, and adults 22 and over), along with the rise in
wages and the rise in the total UK wage bill. Overall, 7.6%
of employees will be directly affected by the minimum
wage: on average these workers will see their wages rise
by 28%. The wage bill will rise by around 0.7%. The youth
rate will affect rather more workers – 12% – and put the
total wage bill for this group up by 1.8%.

But some groups of workers are much more likely to be
affected than others. Table 2, again using data from the
QLFS, shows selected characteristics of those affected.
Women, part-timers, young workers, non-whites,
homeworkers, those with low job tenure, those who
usually work weekends and those employed in workplaces
with no union recognition are all more likely to be minimum
wage workers. Some categories of work – personal
service, the private sector in general, the Hotel and
Catering industry and small firms – also have an above
average proportion of low wage workers. The bottom two
rows of Table 2 also show that single parents and those
with no-one else in the household at work are also more
likely to be low paid. All this suggests that the new

by Richard Dickens and Stephen Machin

Source: QLFS; Office for National Statistics, supplied by The Data Archive.

Table 1 The National Minimum Wage
% Increase in wage

Percentage affected % Increase in wage bill of affected workers

1% 100% 1% 100% 1% 100%
Aged 18 – 21 12.0 1.9 30.6
Aged 22+ 7.3 0.7 27.3
All over 18 7.6 0.7 27.7

Source: QLFS; Office for National Statistics, supplied by The Data Archive.

Table 2 Which workers will the National Minimum Wage affect?

% of Minimum Wage % of all Workers
% of Group Affected Workers in Group in Group

1% 100% 1% 100% 1% 100%
Female 11.3 69.8 46.9
Part-time 18.5 57.3 23.5
Private sector 9.0 87.2 26.8
Non-white 10.0 5.9 4.5
Personal service workers 22.7 17.8 6.0
In job for under 6 months 14.2 20.4 10.9
No union recognition 11.2 82.8 55.7
Non-permanent job 11.1 9.9 6.7
Hotels & restaurants 27.9 14.9 4.0
In firm with under 10 employees 16.9 40.0 17.9
Home-worker 21.9 4.5 1.6
Works Saturdays 11.2 33.0 22.3
Works Sundays 12.0 18.7 11.9
Single parent 17.4 6.5 2.8
No other worker in household 8.5 30.8 27.4

All workers 7.6 100.0 100.0
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Percent Affected
by Minimum Wage 

Distribution 
of Affected Workers

Household Income Decile
All Individuals

12

minimum wage does have the potential to help at least
some households out of poverty.

Helping the poor
Apart from any more general impact the minimum wage
might have on the labour market, it’s obvious that it can’t
help some of the very poorest households in society –
pensioner households, for instance, and those where every
household member is unemployed or inactive. But to the
extent that there is a link between poverty and low pay, the
minimum wage can help alleviate poverty, even at the
relatively cautious rate chosen for its introduction.

Table 3 uses data from the British Household Panel Survey
(BHPS) on the percentage of workers affected by the
minimum wage according to their household income decile.
(The bottom decile contains the poorest 10% of house-
holds in terms of income, the top decile the richest, again in
terms of income). The Table also shows the distribution of
minimum wage workers across all income deciles. The
figures are shown separately for all individuals (including
pensioners and the non-employed); for all individuals of
working age (including the non-employed); and for all those
of working age and in employment.

If pensioners and the non-employed are included, the
minimum wage only affects 3.8% of individuals. This
compares with 4.5% of all working age individuals; and
7.4% of those in work (a slightly smaller figure from that
derived from the QLFS in Table 1). When looking at the
figures for all individuals, the minimum wage has most
impact on those with incomes in deciles 3-5, towards the

middle range of household incomes. Only about 20% of
workers affected are in households in the lowest two
income deciles, suggesting that this is not a particularly
useful tool for reducing poverty.

But if we look at those of working age, and those in work,
we find that the minimum wage can be far more effective in
easing poverty. More than 30% of those individuals of
working age affected are in the lowest two income deciles.
And when we look just at the of people in work, we see
that nearly 60% of those affected by the minimum wage are
in the bottom two deciles – reinforcing the point that for
those individuals in work, the minimum wage can be an
important instrument of poverty reduction.

The size of the impact
But none of the above tells us about the relative importance
of these gains from the minimum wage. The minimum wage
may increase household income for two individuals by the
same amount: but if one is in the bottom decile and the other
in the middle household income decile, the rise in income will
clearly be far more important for the former. The BHPS data
also shows that the minimum wage is far more important for
individuals at the bottom of the household income distribu-
tion, even including the pensioners and non-employed.

For all individuals, household incomes rise by 0.35%, with
a 0.79% rise in the lowest income decile. For individuals in
employment, overall household income rises by 0.7%; but
for those households in the lowest decile, income rises by
4%. For those households on low incomes, then, the
beneficial impact of the minimum wage can be substantial. 

Table 3 Minimum Wage Workers in the Household Income Distribution

Percent Affected by
Minimum Wage 

Working Age Individuals

Distribution 
of Affected Workers

To the extent that there is a link between poverty and low pay, 
the minimum wage can help alleviate poverty, even at the relatively
cautious rate chosen for its introduction.

Source: BHPS; ESRC Research Centre on Micro Social Change, supplied by The Data Archive.

1% 10% 1% 20%
1st Decile 3.2 8.4
2nd Decile 4.5 11.6
3rd Decile 6.7 17.4
4th Decile 5.9 15.6
5th Decile 5.2 13.9
6th Decile 4.5 12.0
7th Decile 2.4 6.3
8th Decile 2.5 6.5
9th Decile 2.1 5.7
10th Decile 1.0 2.6
All Deciles 3.8 100.0

1% 10% 1% 10%
1st Decile 4.9 10.9
2nd Decile 9.7 21.6
3rd Decile 9.3 20.7
4th Decile 5.9 13.1
5th Decile 5.4 12.0
6th Decile 3.4 7.5
7th Decile 2.2 4.9
8th Decile 2.0 4.4
9th Decile 1.4 3.1
10th Decile 0.8 1.8
All Deciles 4.5 100.0



is the much larger and apparently more permanent inflation-
ary impact of bonus payments in the flexible compensation
packages increasingly prevalent in UK firms. 

The Low Pay Commission is not being abolished: it will
have a crucial role in monitoring what actually happens
once the minimum wage is introduced. Nevertheless, it is
reasonably safe to conclude that while the minimum wage
will not have a dramatic impact on the UK economy it does
offer the prospect of an improvement in living standards for
some of the poorest workers in society.

Richard Dickens and Stephen Machin are both members of the
CEP’s Industrial Relations Programme.

The macroeconomy – jobs and interest rates 
Critics of the minimum wage have consistently argued that it
will cost jobs, as employers lay off workers they cannot
afford to pay. But the evidence from the Wages Councils
seems clear and it is difficult to imagine that the whole
economy will behave very differently than the sectors previ-
ously covered by the Wages Councils. There was no
evidence that the minimum rates set by the Councils
affected employment rates during their existence: and the
experience of those sectors since the Councils’ abolition
supports the view that their employment effect was 
negligible. Pay rates of those workers covered by the
Councils fell after their abolition – but employment did not
show any rise.

Much more significant in the short-term is the potential
impact of the minimum wage on monetary policy. The
Monetary Policy Committee (MPC) of the Bank of England
has already talked about the inflationary impact of the intro-
duction of the minimum wage – and some fear that the
MPC may respond by raising interest rates as the date for
its introduction draws closer. This would seem to be a
foolhardy move. The minimum wage will have an impact on
wage inflation: but it will be a one-off transitory impact. The
new minimum wage will, as we saw earlier, directly push up
the wage bill by 0.7%, a figure which might ultimately be
slightly higher because of the possible knock-on effects on
other wage levels. This might indeed push up wage and
price inflation beyond target levels.

But this would nevertheless be a fully anticipated increase
that will be reflected as a temporary blip in inflation. A much
more serious problem, which should pre-occupy the MPC,

Working Age and In Employment

Percent Affected by
Minimum Wage 

Distribution 
of Affected Workers

A much more serious problem, which should pre-occupy the Monetary Policy Committee, 
is the much larger and apparently more permanent inflationary impact of bonus payments 

in the flexible compensation packages increasingly prevalent in UK firms.
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1% 30% 1% 40%
1st Decile 29.9 40.2
2nd Decile 12.9 17.3
3rd Decile 9.9 13.5
4th Decile 6.9 9.3
5th Decile 4.0 5.4
6th Decile 3.1 4.1
7th Decile 2.6 3.6
8th Decile 2.4 3.2
9th Decile 1.4 1.9
10th Decile 1.1 1.4
All Deciles 7.4 100.0
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P
eople leave their jobs for many reasons. Many
leave because they want to, usually because
they’ve found another job. But many people find
themselves out of a job not because they wanted

to, but because the firm they work for is in trouble – such
as it might be at a time of general economic recession – or
the job they do is disappearing: perhaps their company is
closing down, relocating or restructuring, or perhaps, as is
increasingly the case, technological change makes some
jobs redundant.

A voluntary change of job is not usually going to cause
economic hardship: most people move on because they
can get more money elsewhere. But what about those who
lose their jobs for reasons outside their control? What
happens to them: do they end up in the dole queue? Will
they be able to find another job that pays as well as the one
they’ve lost? Who are the big losers in this process?

The displaced
Economists like to call people who lose their jobs in this
way, displaced workers – people who’ve been separated
from their jobs involuntarily. But even though such displace-
ment occurs for reasons outside an individual’s control,
they share some characteristics with each other. They will
generally be less skilled than those who don’t get
displaced; they are also more likely to be at the start of their
working lives, with less on the job experience – and, more
often than not, they will be men.

Every year about one in five workers will lose or change
jobs in Britain. About one in fourteen – that’s around 

1.8 million people – will lose their jobs because of redun-
dancy, dismissal or the ending of a temporary contract.
These are the displaced workers. 

But these broad figures conceal large variations. About
twice as many men as women are affected by displace-
ment; it’s also twice as high for young workers under
twenty five as it is for the rest of the workforce. Those
who’ve been in a job for less than a year are three times as
likely to be affected as those who’ve been with the same
firm for five years. (The average length of time a displaced
worker had been in the job they lost is about three years.)
Job loss is more likely in manufacturing than in the service
sector. And while the average displaced worker takes
about three months to find a new job, around one fifth take
more than six months, and one in twenty take more than a
year to find new work.

The financial cost
Workers who lose their job take with them the skills, knowl-
edge and experience they acquired while with their firm.
This firm specific capital might well have been rewarded
with high rates of pay in the old job. But it may not be
valued by new firms seeking to hire displaced workers.
Mining skills are not much use in McDonalds. Wages could
therefore be lower in the new job: the resulting wage gap
represents an additional financial cost for workers who are
displaced. Moreover, it might be reasonable to assume that
for more experienced or highly-skilled workers – for whom
displacement tends to be a relatively rare event – this cost
is higher. True, they might be able to use some of their skills
and experience in a new job. But the more specific those

What it costs 
to lose your job
When someone loses their job they obviously lose the income that

goes with it. But what happens when they get another job – can the

temporarily unemployed expect to recover their standard of living?

Here Paul Gregg, Genevieve Knight and Jonathan Wadsworth

present evidence suggesting that the financial impact of losing

one’s job can be long-lasting.



skills to the occupation or industry, and the more that
occupation or industry is declining, the harder it will be to
find a job that will value those skills and so pay the same
levels of renumeration as before.

There may be other reasons for this wage cost of displace-
ment. Some firms offer good, well-paid jobs with good
working conditions, regardless of how long an employee
has worked there. If workers in such firms are unlucky
enough to lose their jobs; and, even more unluckily, end up
working for a firm which pays lower wages and offers less
attractive working conditions, they will be faced with a
significant wage cost as a result of their displacement.
There is some evidence from other CEP research to
suggest that new jobs in Britain do now offer lower wages,
relative to other jobs, than in the past. Similarly those
moving from unionised to non-unionised firms would be
expected to lose out, since unionised firms typically pay
higher wages. It would also apply to workers who had
moved quite a distance up a tenure-related pay scale and
then had to start afresh at the bottom of a new scale.

Measuring the cost...
But can we put figures on these displacement costs? It’s
difficult, because it’s hard to identify the precise cause of a
change in earnings. But by using data from the British
Household Panel Survey (BHPS) for 1991-96 we can
calculate the size of the displacement penalty. It appears
that the average displaced worker will end up in a job that
pays around 10% less per week than the job they lost, as
the table shows.

That’s a large gap. But it may not tell the whole story. A
worker who stays in a job might normally expect a wage
rise from year to year. Over the period surveyed, these
wage rises averaged about 5% a year. As the table also
shows, the actual gap experienced by displaced workers is
these two figures added together – around 15%.

...and the variation
But just as the chance of displacement varies widely, so
does the cost. Those who move from full-time work to other
full-time work lose around 7% on average – with little
detectable change in hourly wage rates. There may even be
wage gains – of around 15% – for part-time workers who
move to other part-time work.

Displacement tends to be more costly for women than men
– a 16% loss in wages as against 6%. Older workers are
worse off still, experiencing a 22% drop in their wage
levels. And the least qualified face weekly wage losses of
around 14%. Length of time spent finding a new job also
affects the subsequent wage loss: those out of work for
more than six months can expect on average to lose around
14% of their previous pay rates, twice that for someone
who gets a new job within a month.

There is also evidence that earnings losses rise with the
level of seniority in the old job. Those with more than five
years experience in a job can expect to be about 30%
worse off if they are displaced – four times as high as those
who lose a job after less than a year. This suggests that the
average cost of job loss could fall if someone repeatedly
finds themselves displaced.

Losers all round
Losing one’s job is widely acknowledged to be a traumatic
experience. The evidence from our study shows that it is
financially costly as well – with the average displaced
worker ending up 10% worse off then they were in their old
job. But the large variation in the experience of different
groups of workers underlines the extent of the problems
which older workers and, above all, the less well-educated
face. Not only are they more likely to lose their jobs, and to
find it more difficult to get new work; but they are also
going to face the largest financial losses once they are
finally re-employed.
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by Paul Gregg, Genevieve Knight and Jonathan Wadsworth

Paul Gregg, Genevieve Knight and Jonathan Wadsworth are all
members of the Human Resources Programme at the CEP.

Table 1 But the costs of disparity vary

Displaced Stayers Displaced-
weekly weekly stayer gap
% wage % wage
change change

female –16.1 6.3 –22.4
male –6.5 4.7 –11.2

Age group
youths < 25 1.3 14.1 –12.8
prime 25-49 –12.9 5.4 –18.3
mature 50+ –22.7 1.4 –24.1

Qualifications
0 level/below –14.0 5.1 –19.1
Intermediate –10.3 5.7 –16.0
Degree/further ed. 6.7 5.8 0.9

Every year about one in five workers will lose
or change jobs in Britain. About one in fourteen
– that’s around 1.8 million people – will lose
their jobs because of redundancy, dismissal or
the ending of a temporary contract.



CentrePiece Autumn 199816

T
he world of work is a
highly contested area.
Researchers and policy
analysts are divided
about the interpretation
of past trends and

prognoses for the future. Dramatic
claims about trends often turn out
either to reveal movements which
are glacial rather than rapid, or to
show a rather old phenomenon in 
a new guise. The Victorians 
would have had no difficulty in
comprehending job insecurity or 
the contract culture, though they
might be disappointed that we 
had not made more progress in
improving our education system 
and vocational qualifications.

In political terms, the world of work
marked the battleground in British
party politics, with strongly held
views vigorously expressed before
the General Election on issues such
as the National Minimum Wage, the
regulation of working time and the
European Union’s social chapter. 
The first parliamentary session of the
new Labour government has seen
rapid progress on many issues
surrounding the regulation of the
labour market, as well as the
introduction of the New Deal –
though it is worth remarking how
smooth the introduction of these
once contentious set of issues 
has been.

My aim here is to assess recent
trends in the world of work from a
trade union perspective, reflect on
the regulatory changes and consider
some issues for the future, in
particular the importance of the
developments in the economy as 
a whole. 

The late 1990s workplace
A full description of changes in the
world of work is beyond the reach of
this article, but it is clear that there
has been no collapse of work as has

The future of 
work: a challenge 
for partnership
Bill Callaghan, Head

of Economic Affairs 

at the TUC, looks at

the changing world 

of work and argues

that partnership

between government,

unions and employers 

is more important

than ever.
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been fashionably and wrongly
predicted at each period of high
cyclical unemployment. Indeed there
are perhaps some modest grounds
for optimism, in that the
unemployment peak of the early
1990s was not as severe as that of
the 1980s, though the level of
unemployment at which
policymakers become nervous about
inflation remains worryingly high.
Trends that were well established
thirty years ago, such as the
growing importance of the service
sector, the increased feminisation of
the workforce, and the growth of
part-time work, have continued 
into the 1990s, but reports of 
the death of the full-time job are
clearly exaggerated.

Perhaps most striking, however, is
the growing polarisation in our
society: I would highlight the massive
rise in wage inequality as one of the
key changes over the last 20 years.
The Low Pay Commission (LPC)
were also struck by this trend and
Richard Dickens of the Centre for
Economic Performance contributed a
research paper on this subject which
is appended to the Commission’s
report. Figure 1, taken from the
LPC’s main report, contrasts the less
rapid earnings growth of those at the
bottom decile with those at the
median or top decile.

Of course, such cross sectional data
do not tell us about the fortunes of
individuals: but such longitudinal data
that do exist do not support the
hypothesis that the cross-sectional
picture is a misleading one. It does
not appear to be the case that a poor
job is better than no job at all in the
long run, since far too high a
proportion of those on low paid or
insecure jobs find themselves
unemployed or inactive within a short
period of time.

Trade union representatives see
these trends in practice every day
and it is perhaps no surprise that
they are suspicious of the flexibility
model that gives priority to
managerial discretion over pay and

jobs. They would support the view
that one explanation for the growth 
in inequality has been the weakening
of institutions.

By the summer of 1998 the National
Minimum Wage Bill had received
Royal Assent and the first stage of
the consultation process of the
Fairness at Work White Paper was
complete. Progress has sometimes
seemed slow from the trade union
side, particularly during the
protracted discussions over the
voting threshold for union
recognition, but a hindsight
judgement must be that there has
been more rapid and far reaching
change in the labour market that at

by Bill Callaghan

The Victorians would 
have had no difficulty in
comprehending job insecurity
or the contract culture,
though they might be
disappointed that we had 
not made more progress 
in improving our 
education system and
vocational qualifications.
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Towards minimum standards
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any time over the last 30 years.
Remember that the Thatcher/Major
changes were introduced piecemeal
throughout the ’80s and the first half
of the ’90s.

Perhaps the third way is already in
place and working. In my view the
involvement of the social partners
has been key to the successful
introduction of these measures. This
can be seen in the New Deal, though
elements of this are also to be found
in the union recognition debate,
given the Prime Minister’s appeal to
the TUC and the CBI to narrow the
gap. But it is in the Low Pay
Commission that the value of social
partnership can most clearly be seen
and few areas of my work at the
TUC have been as satisfying as my
membership of this body.

Of course, the Commission’s
approach was not itself revolutionary:
a balanced membership, recourse to
evidence, and rational debate and
consensus building have all been
tried and tested before in Britain. 
In the light of recent history, 
however, the approach can be
described as new.

Challenges for the future
If much progress has been made,
much remains to be done, and it
would be fanciful to think that the
growth in inequality in the ’80s and
’90s could be reversed in one
parliament let alone one
parliamentary session. But these
have to be addressed in a systematic

way. Perhaps the most pressing of
these is the economic situation. The
government have put in place a
medium term framework that has
much to commend it, and the basis
of the post-monetarist consensus
was set out in the last issue of
CentrePiece by Ed Balls.

But to negotiate the medium term
successfully, the government has to
get through the short-term, and at
present there is a distinct danger that
the policy set out in the Budget
statement to create a ‘negative
output employment gap’ will prove to
be damaging. A combination of tight
monetary and tight fiscal policy has
produced policy overkill. Rising
unemployment next year could put
great pressure on the New Deal, and
the OECD has already warned of its
‘ballooning costs’. Meanwhile the
successive monthly earnings data
and the Monetary Policy Committee’s
reaction to these confirm that there is
a pay problem.

At the very least there is scope for
an informed and shared
understanding by the social partners
about divergent pay trends, the
reasons for these and the scope, if
any, for remedial action. For example,
how realistic is it for the pay in the
public and private sectors to diverge
over the long term? What are the
consequences if divergence
continues? What will be the effect of
catch up? What impact do skill
shortages and bonuses have on
private sector pay? Given the
importance of these issues and the

reaction of the Monetary Policy
Committee to earnings data, it is
surprising that there is so little
dialogue about these issues. It would
be premature to think that social
partner discussions in this area could
match the success of the Low Pay
Commission, but the foundations
ought to be laid now. 

An essential feature of any modern
approach to the world of work has to
be the promotion of best practice.
The extent of the UK’s poor
performance, particularly on a GDP
per-hour-worked basis, has become
increasingly clear, helped by some
excellent benchmarking work in the
DTI.  A major TUC priority in the
coming year will be the promotion of
best practice through workplace
partnerships. Six key principles have
been identified: recognition of
legitimate interests, joint commitment
to success, commitment to employee
security, focus on the quality of
working life, transparency, and adding
value. Following an analysis of training
needs, a training and a development
programme for trade union
representatives will be drawn up to
help put these principles into practice.

The current reforms will give
individual employees much needed
protection in the labour market; they
will help provide an institutional
bulwark against inequality and
unfairness. But the task of trade
unions has to move beyond this: the
aim must be to promote best
practice through improved education,
training, communication and
involvement, investment and new
methods of working. This agenda will
be at risk if economic growth falters.
Rising unemployment is a breeding
ground for defensive attitudes. Much
of the medium term and structural
framework is in place. At the very
least the Chancellor should ensure
that he, the CBI and the TUC have a
common appreciation of the issues
and a common understanding about
how any problems might be solved.

Bill Callaghan is Head of the Economic
Affairs Department at the TUC.
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W
hen, in 1993, the then Conservative
government announced the launch of
the Modern Apprenticeship scheme, it
was also announcing a dramatic rever-
sal of policy. For years apprenticeship
in Britain had been in decline, a decline

paradoxically hastened by the successive training policies
of the Thatcher and Major governments. The decision to
modernise and relaunch apprenticeship as a central feature
of government training reflected a growing awareness that
earlier policies were mistaken or inadequate and that there
existed a significant skills gap at the intermediate level. The
new scheme – still in its infancy – almost certainly repre-
sents the last opportunity to revive employment-based train-
ing in Britain. Will it succeed?

A long slow decline
Up to the early 1960s, apprenticeship provided the British
economy with an adequate supply of skilled labour of a
reasonable, though variable, quality. In contrast to
Germany, however, it did not extend much beyond tradi-
tional occupations. Apprenticeship tended to be based on
some kind of formal or informal agreement, and lasted for
somewhere between three and five years. After the second
world war, it became accepted practice for apprenticeship
to provide training in broad occupational skills. Work and
on-the-job training alternated with periods of off-the-job
training in technical colleges. Apprentices usually acquired
qualifications, in particular City and Guilds (C&G) or
Business and Technology Education Council (BTEC)
certificates. Regulation through collective bargaining was
either by informal custom and practice at workplace level or
by more formal agreements at industry level, though these
were usually minimal and not legally binding.

But as far back as the early 1960s, there were growing
criticisms of apprenticeship training by employers and
policymakers. It was said to be too exclusive – entry was

restricted to young males in certain trades; to involve a
large amount of time-serving rather than training to
standards; and to perpetuate outdated restrictions and
demarcations. In response to these criticisms, reforms
were attempted by governments, employers, and unions
throughout 1970s and 1980s. But progress was uneven
between and within industries and there was little success
in extending apprenticeships to non-traditional occupations.
In retrospect, an opportunity for the sort of fundamental
reform which was taking place in Germany was missed at
that time.

By the 1980s, too, apprenticeship training was being
adversely affected by other changes in training provision in
Britain. Youth Training – YT – provided young people with a
government allowance but without the employed status of
apprentices. Although YT did spread formal training beyond
those who might have taken up apprenticeships, the quality
of this training was often poor, since YT was primarily
aimed at cutting youth unemployment. State-based
schemes acquired a bad reputation among employers and
young people. Some firms which traditionally had appren-
ticeship programmes replaced these with cheaper YT
trainees; others used YT as a screening device and later
upgraded selected trainees to apprenticeship status. By the
early 1990s, around two thirds of first-year apprentices
were on YT. Simultaneously, therefore, YT both supported
apprenticeship by providing subsidies; and undermined it
by providing a state-based alternative.

Under successive Conservative governments, a series of
other changes had a profound effect on education and
training. The government encouraged vocationalism in
schools (to little effect) and sought to increase the number
of those staying on beyond 16, which had a significant
effect on the participation rates of those in some form of
further or higher education (see Figure 1 overleaf). In terms
of training, most of the old style – and tripartite – Industrial
Training Boards and levy arrangements were replaced by

Reinventing
Apprenticeship

by Howard Gospel

Howard Gospel assesses, what could be the last chance 

to revive the tradition of on-the-job training in Britain.
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voluntary, ‘employer-led’ Training and Enterprise Councils
(TECs). At sector level, Industry Training Organisations
(ITOs), again largely employer-dominated, replaced the
training boards. In line with market-based ideas, measures
were introduced to reduce the pay of young people; private
training providers were encouraged; and credits were intro-
duced to be exchanged for approved training. 

In a major reform of the qualification system, from 1986
onwards, ‘competency’ based National Vocational Quali-
fications (NVQs) were introduced. The aim was to institute
a nationwide and rationalised system of transparent and

transferable qualifications. But critics argue that NVQs
have merely superimposed another layer of qualifications
without much effect on the quantity of training and a largely
negative effect on the quality. 

Perhaps not surprisingly, the decline of apprenticeships
continued. Figure 2 (below), using data from the
Department of Employment (DoE) and the Labour Force
Survey (LFS), shows that the most precipitous falls in
apprentice ratios were in the late 1960s and early 1970s,
in the early and mid 1980s, and again most dramatically in
the early and mid 1990s.
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From the mid-1970s, with growing market uncertainties and rising unemployment, many firms took
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But why?
It’s not clear why the decline in apprenticeships was so
steep. It could be argued that young people have become
less willing to enter an apprenticeship, preferring to stay in
full-time education. That might have had some truth in the
early 1990s, when participation rates increased markedly;
but it doesn’t explain the decline over a much longer period,
since 1960. It is also argued that technical change and the
contraction of traditional trades reduced the need for
apprentices. Clearly some trades, for example printing,
have declined. But the decline in apprenticeships is seen
even after correcting for this. Nor does it correlate closely
with the decline in trade union membership and power.
Unions are important in supporting apprenticeship arrange-
ments, but alone they have insufficient power to initiate or
sustain them. 

A more convincing explanation lies with the attitudes of
employers. From the late 1960s, companies became less
willing to take on apprentices. Costs rose and the failure to
reform the system made this form of skill preparation
increasingly unattractive to employers. From the mid-
1970s, with growing market uncertainties and rising
unemployment, many firms took the short-term option of not
training and recruited labour directly from the external
market. Where entry training was unavoidable, some
employers resorted to informal, in-house arrangements;
while others looked to state-sponsored YT schemes. As
already suggested, government too played an important
part. The Conservative administrations in power after 1979
distrusted apprenticeship training and undermined existing
support for this form of training. 

It was different abroad...
Yet apprenticeship remained strong in Germany and neigh-
bouring countries such as Austria and Switzerland, where it
also covers more occupations and a larger proportion of
the age cohort. It even remained strong in Australia, a
country with similar traditions to Britain. In these countries,
it is underpinned by legal frameworks and state support, by
regulation through employers’ organisations and chambers
of commerce, and by employee involvement through trade
unions and works councils. It is true that, even in these
countries, there have been growing pressures on the
system in recent years. But in the mid-1990s, in Germany,
the system still covered around 5% of the labour force. In
Australia, up until recently, apprenticeship has also
remained significant, covering about 2% of the labour
force. By contrast, in Britain, apprentices represent less
than 1% of the employed labour force. 

A break with the past
Having recognised deficiencies in training policies, the then
Conservative government decided to revive work-based
training in 1993 with the Modern Apprenticeship, a scheme
which incorporates both traditional and novel features.

There is a written agreement on traditional lines between
the employer and apprentice, specifying rights and obliga-
tions. This also outlines the training to be provided, qualifi-
cations to be attained, and a commitment to completion. As
such the agreement is intended to signify a mutual and
long-term pledge to a significant period of training. The
agreement is underwritten by the local TEC, with the
expectation that, should the employer cease trading, alter-
native training will be found. A corollary of this sort of
agreement is that the young person has employed status
and is paid a wage by the employer. This is seen as a way
of signalling employer commitment and as a means of
attracting young people. The signs are that in the few
instances where there is not employed status (as in some
business administration apprenticeships) or where off-the-
job training involves the whole of the first year in college (as
in some chemical companies), the scheme in less attractive
to young people.

Though no time period is specified, the expectation is that
the average apprenticeship will last about three years. Each
Modern Apprenticeship is linked to a sector framework
based on training to NVQ Level 3; there is also a require-
ment that the apprentice be taught ‘key’ skills (numeracy,
communication, IT, problem solving, and personal skills
such as teamworking), though in practice there is great
variety in how these are delivered and whether they are
certificated; and employers are concerned about the size
and funding of this element of the scheme. Since 60% of
entrants are 18 or over, Modern Apprenticeship appears to
offer young people the option switch to an apprenticeship
from further studies at school or college – and, because of
the provision of NVQs and key skills, the option to switch
back into full-time education. This flexibility fits with the new
notion of alternative, but inter-linking, pathways within the
British system.

The aim of the new scheme, from its inception, was to give
‘ownership’ to industry, which, in practice, as with previous
Conservative reforms, meant giving leadership and control
to employers. This was seen as necessary to establish
management commitment and to avoid the appearance that
this was yet another government scheme for the
unemployed. Vocational education colleges, traditional
certifying bodies, and trade unions have tended to play a
lesser role.

A new role for the state
A crucial part of the Modern Apprenticeship is that the whole
of the wage and part of the training costs are borne by the
employer. But government also contributes towards the cost
of off-the-job training, establishing for the first time in Britain
the principle of state support for part-time education and
training for employed young people. It is unclear how much
public money has been put into the programme and how
much is paid out to employers by way of subsidy for training:
the subsidy varies between localities and occupations. 

The Conservative administrations in power after 1979 distrusted apprenticeship
training and undermined existing support for this form of training.
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In practice, the DfEE sets target numbers for TECs which in
turn decide how much they will spend on which
programmes, giving them latitude to decide, for instance,
whether to fund more engineering and IT places, which may
be difficult to fill, or more hairdressing and retailing appren-
ticeships, which may be easier and cheaper. On average,
government funding covers about £6,000 per capita of the
average gross cost of £25,000 of a three year apprentice-
ship. This is about twice as much as the YT subsidy.

So far, more than 70 sectors (covering the majority of
British industry and commerce) have developed Modern
Apprenticeship programmes, (see Table 1). Some, such as
those in engineering and electrical installation, built on well
established arrangements; some, such as construction,
have tried to revive traditions which were fast dying out;
and others, such as those in IT, retailing, and business
administration, had a bigger challenge to develop frame-
works from scratch, from existing loose qualifications, or
from YT arrangements. In this respect, the programme has
extended apprenticeships on the lines of the more broad-
ranging German system. There was some initial fear that
young people would be insufficiently interested because of
the stigma of government schemes and a growing prefer-
ence for staying on at school. But in practice it has gener-
ally been relatively easy to recruit. The average level of
educational attainment of the early intake has been high and
has included many who might have stayed on at school or
gone to university.

Still not enough though
Nevertheless, the figures in Table 1 suggest the scheme
has not been as successful as anticipated or as might be
required. It was originally envisaged that at any one time
there would be between 150,000 and 200,000 Modern
Apprentices, with around 70,000 apprentices qualifying
annually. It was also intended to treble the number of young
people on government supported training reaching NVQ
Level 3 by the year 2000. 

The figures show that up to October 1997, 144,576 Modern
Apprentices have started in England and Wales. Given a
dropout rate of 15%, it will take until beyond the turn of the
century before the stock target is reached. Perhaps more
worryingly, Figure 1 shows that the scheme has not yet
halted the fall in apprentice numbers. By the turn of the
century, apprentices (Modern and otherwise) will probably
constitute only around 10% of the 16-18 cohort – in other
words, little or no increase over the early 1990s  level. 

A look at the sectoral breakdown reveals other problems,
as Table 1 also shows. More than 40% of all Modern
Apprenticeships are in the traditional sectors, with many
newer industries having very few. And progress on equal
opportunities is very slow: only 4% of apprentices are from
the ethnic minorities. The 43% of women are mainly
concentrated in traditional female jobs.

Some companies have used the Modern Apprenticeship to

Table 1 Characteristics of Modern Apprentice Starts, Selected Sectors, to October 1997, 
England and Wales only, percentages except for first two rows

Engineering Construction Electrical IT National
Installation total

Starts 18,549 10,188 6,067 3,000 144,576
Length (weeks) 138.2 112.3 162.3 94.2 112.3

Male 96.1 98.3 98.2 66.6 56.6
Female 3.9 1.7 1.8 33.4 43.4

Age of entry
16 33.9 32.4 41.2 9.1 20.9
17 24.7 26.5 27.6 15.3 19.3
18 19.2 24.9 16.4 17.5 18.4
19 11.5 9.7 7.7 14.9 12.4
20+ 10.7 6.5 7.1 43.3 29.1

Been on YT before 36.3 42.8 22.4 37.6 37.0
Employed status 96.9 92.6 99.4 97.6 96.9
Disabled 2.5 2.0 0.8 2.7 2.9
Ethnic minority 2.0 2.2 1.8 9.9 3.9

Source: DfEE Modern Apprenticeship Database Reports, October 1997.

Government also contributes towards the cost of off-the-job training, 
establishing for the first time in Britain the principle of state support for 
part-time education and training for employed young people.
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re-enter apprenticeship training; others have used it to
introduce apprenticeship for the first time. However, a
worrying number of firms have merely substituted Modern
Apprentices for apprentice places they would have funded
themselves anyway, or which would have been supported
in the first two years by YT. In engineering, for example,
leading firms such as Rolls Royce, British Aerospace,
Rover and Ford had apprentice schemes and simply
renamed as many as they could on such programmes as
Modern Apprentices. Many construction industry employers
who funded the first two years of training under YT have
now switched to the Modern Apprenticeship. 

An ambitious target
Both past Conservative and the present Labour govern-
ments have seen the Modern Apprenticeship as a major
qualitative initiative and a re-establishment of the ‘gold
standard’ of work-based training in Britain. The new
scheme does appear to be raising the qualification level of
young people, though not fast enough to meet the govern-
ment’s target for the end of the century. It has also estab-
lished credibility with young people, and the educational
attainment of the early intake has been good. And it has
given some industries an opportunity to re-think the content
of youth training. In some sectors, such as the chemical
industry, this meant building on firm foundations. In other
sectors, wholly new arrangements have been created. 

The emphasis on national systems and more standardised
content may also have led to greater transparency and
transferability. The Modern Apprenticeship is better than
informal on-the-job upgrading which is uncertified and diffi-
cult to transfer; and it is also an improvement on some
traditional apprenticeships where levels and outcomes
could vary considerably. It also provides a stepping stone to
and a basis for further training. It is being used in this way
in retailing, where some large supermarkets are using it for
progression to management positions. At Rover, the
Modern Apprenticeship offers the chance to switch
between craft, technician, and student schemes in a way
which was not possible under traditional apprenticeships.

Not always achieved
But the scheme is not without its flaws. It might be argued
that the NVQ approach stresses the ability to perform a set
of tasks at a given point in time rather than a fuller under-
standing of the context of the trade and its broader theoreti-
cal underpinnings. It has also been argued that national
competency frameworks cannot take enough account of
the variability of contexts in which tasks are performed –
without becoming so abstract and complex that they
become unintelligible to employers who then lose confi-
dence in it. There are also problems with the quality of
tuition and assessment and, therefore, of quality assurance.
Most British firms do not have the experienced trainers who
are a key part of the German system. 

Testing is also an area of concern. The Modern
Apprenticeship relies extensively on the assessment of
practical work, carried out often by internal assessors.
But these assessors, may not be well qualified to assess
‘key’ skills and, moreover, may be inclined to push their
own trainees through, with the result that the quality of
successful apprentices varies from company to company.
Linked to this are problems with the funding system:
funding for off-the-job training is output-related and train-
ers receive payment on attainment of competency by
trainees. This creates an incentive to permit sub-standard
candidates to progress. 

In response to such criticisms, changes have been made
by both government and employers. Attempts have also
been made to simplify and improve assessment of NVQs
and ‘key’ skills with more rigorous external testing. Firms
have adapted the frameworks in various ways to make them
more relevant and also sometimes more demanding. Thus,
for example, Ford requires a broader content to ensure
standards and multi-skilling (unlike most firms, it has also
retained a 4-year time-based format and guarantees a job
on completion). A number of sectors, such as engineering,
chemicals, and bus maintenance, have maintained a 
traditional qualification alongside NVQs to ensure that
knowledge and understanding are sufficiently wide. In
electrical contracting, the industry has insisted on the
continuation of its traditional qualification and its own
testing standards. 

No room for complacency
The Modern Apprenticeship scheme was developed with a
bold aim: to reverse the decades of decline in apprentice-
ship and work-based training in Britain. In many respects
the scheme has got off to a good start. Of course, there
are problems: but the scheme’s flexibility offers the scope
to respond to these. It’s clear that the original targets for
the number of participants in the scheme are unlikely to be
met. But in the longer term, what matters more is that the
weaknesses with the scheme are addressed. This is proba-
bly the last opportunity to get work-based training in Britain
on the right lines – and to enjoy the gains which a success-
ful scheme could bring, and which many of Britain’s
competitors have enjoyed for so long.

Howard Gospel is a member of the CEPs Human 
Resources Programme and Professor of Management at 
Kings College, London.

A CEP Special Report Apprenticeship: A Stategy for Growth
by Howard Gospel, Paul Ryan and Hilary Steedman will be
published on 30 October.

This is probably the last opportunity to get work-based training in Britain on 
the right lines – and to enjoy the gains which a successful scheme could bring, and

which many of Britain’s competitors have enjoyed for so long.
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P
eople need an income; and they need to be
needed. For people of working age, the obvious
way to satisfy both needs is to have a job. A
society which accepts mass unemployment,

mitigated by handouts, will not only face increasing
economic strains – it will leave millions with empty lives.

But it’s one thing to identify an ultimate objective, and quite
another to see how that objective can be achieved. Plenty of
solutions – some of them conflicting and contradictory –  are
on offer. But what’s needed are solutions which will work –
by putting more people into work. And there is considerable
evidence from a wide variety of labour market institutions in
different countries, and the wide variety of unemployment
rates which accompany them, to help focus more clearly on
the solutions most likely to be effective. This evidence
suggests, among other things, that the ideological conflict
between the unregulated labour market of North America

and the overprotected system in continental Europe is
exaggerated. Progress in tackling unemployment appears to
lie on a middle way, between the two extremes. 

The US labour market:
not quite the success it seems?
It is well known that unemployment in the US has been
lower than in most European countries. But there is 
little systematic difference in short-term unemployment
rates. The real difference is in long-term unemployment – as
Table 1 shows.

The explanation for this difference is obvious: in the US
unemployment insurance (for those who get it) runs out
after six months, while in European countries it lasts for
many years. Figure 1 shows quite clearly that where
benefits last for a long time, so does unemployment.

Getting people
back to work
Are there ways of making people employable and helping

them to find a job? Richard Layard thinks so.



Governments and societies get what they pay for – if they
pay for inactivity, that’s what they get.

There are two ways to respond to this obvious fact. One is
the heartless response underlying American policy: cut off
the money. But there is a second approach, a more
humane middle way: keep paying, but after a fixed period of
unemployment pay only for activity rather than inactivity.
This will eliminate the central problem, long-term unemploy-
ment. It is this which is such a waste since after a relatively
short time unemployed people cease to be of interest to
employers. Even if employers have vacancies they are loath
to hire the long-term unemployed, because they prefer to
deal with people who have not been out of the labour
market, or at least not for long.

This reluctance on the part of employers means that even if
the authorities try to expand the economy by stimulating
demand, inflation can easily take off at a time when long-term
unemployment is relatively high. Long-term unemployment
therefore fails even to serve the only purpose of unemploy-
ment, to restrain inflation. So it makes sense to prevent
people entering long-term unemployment in the first place.

Britain’s answer – the New Deal
In Britain, this approach has just been introduced by the
Blair government. After six months of unemployment, young
people under 25 enter a period of intensive counselling
from which they will either get a job (unsubsidised) or
choose one of four full-time activities: a subsidised job with
a regular employer; work on an environmental project;
voluntary work; or full-time vocational education. They will
no longer have the option of drawing benefit. If, after
another six months, they have still not got a regular job,
there will be another period of counselling.

This approach, known as the New Deal, is a major social

experiment, which could well become a benchmark for
other European countries (from November 1998, Britain will
be piloting a similar approach for people over 25). It is
clearly in line with the spirit of the Guidelines adopted by
European leaders in Luxembourg in 1997. They then
agreed that member states should ensure that:
■ every unemployed adult should be offered a new start – in
the form of a job, training, retraining, work practice or other
employability measure – before reaching twelve months of
unemployment;
■ every unemployed young person should be given such a
new start before reaching six months of unemployment.
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by Richard Layard

Table 1 Average unemployment rate in the 1990s

Total Under 1 year Over 1 year

USA 6.2 5.7 0.6

UK 8.9 5.5 3.4
Belgium 8.6 3.4 5.2
France 10.9 6.7 4.2
Germany 6.9 4.0 2.9
Italy 10.4 3.9 6.6
Netherlands 6.5 3.5 3.0
Norway 5.4 4.2 1.2
Spain 20.2 9.4 10.8
Sweden 6.0 5.2 0.8

Source for both figures: OECD
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The unemployed are not, of course, the only groups of
working age who depend on welfare benefits; there are also
people on incapacity benefits and lone mothers. Many of
these should also be working, but our systems of passive
handouts have encouraged them to become dependent on
benefits. With more active help they too could be found
work and Britain is currently planning how to do this.

Enough jobs to go round?
All these Welfare to Work policies prompt the obvious
question: where do all the extra jobs come from? In fact,
new jobs are created when the effective supply of labour
increases. As Figure 2 (previous page) shows, the volume
of unemployment in any one country responds to the
number of people seeking work. The mechanism is simple
enough. If the labour supply increases and the number of
jobs does not, inflation starts to fall; this makes possible an
increase in aggregate demand in the economy, which in
turn increases employment in line with the increase in the
labour supply.

But the number of new jobs available only responds to what
employers perceive as the effective supply of labour. If
people have been unemployed for a long time, their attrac-
tiveness to employers diminishes sharply, and they can
easily become effectively excluded from the world of work.
By preventing long-term unemployment we can expand the
effective supply of labour and thus in turn the number of
available jobs.

Skills matter too
Another key dimension of employability is skill. In nearly all
countries unemployment rates for unqualified people are
three to four times as high as for university graduates. This
mismatch means that when the economy expands, inflation-
ary pressure develops in the skilled labour market and the
expansion has to be halted while there is still intolerable
unemployment among the unskilled.

The only solution is to increase the number of skilled people
and, by the same token, reduce the number of unskilled.
This is becoming increasingly urgent: as trade grows
between the West and the developing world with its billions
of unskilled workers, the demand for unskilled labour in the
West will sharply decrease, except in a few service
sectors. It is important, therefore, that every young person
should acquire a serious level of skill.

Some countries have been particularly successful at equip-
ping their young people with skills – the continental
European countries in particular. There the supply of skilled
labour has grown in line with the increase in demand. Even
though there has been little change in wage differentials
between skilled and unskilled workers in these countries,
the unemployment rate of unskilled workers has not, in
general, risen relative to that for skilled workers – although

overall unemployment has, as we have seen, grown for
quite other reasons.

In the US, by contrast, the supply of skilled people has
failed to keep pace with demand. As a result wage differen-
tials have increased enormously and the unemployment rate
of unskilled people has risen relative to that for skilled
workers. Today a white US male whose wages are in the
bottom tenth has a real wage half of that of his German
counterpart.

Britain too has done badly in developing skills for the less
academic half of the population (though very well for the
top half) and in consequence there has been a massive fall
in the relative wages of the unskilled. The Blair govern-
ment, however, has committed itself to securing a skill for
every youngster. In addition there is now a commitment to
the concept of Lifelong Learning – to be achieved partly
through a new University for Industry, based on distance
learning and developing skills at all levels. But to reach 
the goal of a skill for every youngster and to repair the
drastic lack of skill among adults will require substantial
public funding.

So does wage flexibility
Where there is a mismatch between the pattern of demand
and supply, wage-adjustment is a crucial mechanism for
maintaining employability. One dimension of wage structure
is the skill differential. Another is the pattern of regional
wage differences. Britain used to be famous for its regional
unemployment, with much higher unemployment in
Scotland, Wales and northern England than in the south.
These differences have now largely gone, as relative wages
have fallen in high unemployment areas and stimulated
employment there. But in continental European countries,
securing changes in relative wages is much more difficult:

If people have been unemployed for a long time,
their attractiveness to employers diminishes
sharply, and they can easily become effectively
excluded from the world of work. 
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workers in the Mezzorgiorno region of Italy, for example, 
or Eastern Germany have far more trouble pricing
themselves into work.

But caution is needed in bringing about reform in this area.
In many European countries, and especially the
Netherlands, the former West Germany and Austria, the
national system of co-ordinated wage bargaining has had a
key role in securing wage moderation. The inflationary
pressures in Germany following reunification might have
been much greater if there had been a more decentralised
system of wage bargaining. The trick for these countries is
to maintain the discipline coming from co-ordination while
changing relative wages across regions.

Finding the right solution
But these issues – welfare to work, skills acquisition, wage
flexibility – are very different from the issues often identified
by policymakers and commentators as being important.
The red herrings all tend to assume – wrongly – that the
basic problem is one of inadequate demand. While that
may be a factor at some points in the business cycle, the
long-term constraint on reducing unemployment is the
tendency for inflation to rise when employers experience
labour shortages. Some of the more fashionable solutions
put forward do nothing to tackle this central problem.

It’s not shorter working hours
Cutting the length of the working week is an approach
favoured by the left of centre French and Italian govern-
ments and by the German trades unions. It might help as a
temporary measure in recession, but it will not reduce the
sustainable level of unemployment. 

To begin with, of course unemployment will fall: shorter
hours for workers mean more workers for the same level
of output. But if we start from the sustainable level of
unemployment, any lower level would stoke inflationary
pressures. The authorities would have to deflate the level
of demand in the economy, and the end result would be
the same number of workers that we started out with –
except that these people would now be working shorter
hours and producing less. There is, in fact, no fixed
amount of work to be done: we can easily reduce the
amount of work by foolish policies. All the evidence
suggests that changes in hours of work have no effect on
the sustainable unemployment rate.

Nor is easier dismissal
Coming from the opposite end of the political spectrum is
the idea that if bosses could sack their workers more
easily, they would hire more people. This is true. But they
would also sack more people. The evidence, accepted 
by most economists, is that these two effects would 
cancel each other out. If sacking is easier there is more

short-term unemployment (more sacking) but less 
long-term unemployment (more hiring). The total is 
roughly unaffected.

Cutting payroll taxes isn’t the answer
Another idea is that employment is restricted because of
taxes on firms for the labour they employ. These taxes are
very high in some continental European countries. But they
are not limiting the demand for labour. Macroeconomic
policy could always stimulate demand for labour if we were
not worried about inflation. There is no convincing evidence
that switching taxes from labour on to, for example,
products would affect the level of employment at which
inflationary pressures develop. This is because if there
were a tax on products, workers would insist on higher
wages and labour costs would remain the same.

There is one important exception, though. If there were a
minimum wage with a high labour tax on top of it, the tax
then could cut the number of jobs available to minimum
wage workers. In France, for example, there is a strong
case for the recent cuts in labour taxes for people close to
the minimum wage.

There’s only one solution
In the very bad old days, people thought unemployment
could be permanently reduced by stimulating aggregate
demand in the economy. This belief has died everywhere –
in Britain in 1976, for example, and in France in 1982. In
the not so bad old days which followed, a host of structural
policies were proposed. Some still focussed on demand
issues – spreading a given amount of work, or stimulating
job-creation by employers. But these ideas did not address
the fundamental problem: to ensure that inflationary
pressures do not develop while there are still massive
pockets of unemployed people.

The only way to address this problem is to make all the
unemployed attractive to employers – through help with
motivation and job-finding, through skill-formation, and
through a flexible system of wage differentials. Nothing else
will do the trick.

27

In the very bad old days, people thought
unemployment could be permanently 
reduced by stimulating aggregate demand 
in the economy. 

Richard Layard is Director of the CEP.
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T
his book is a pleasure to
read. It is a model of
clarity, pace and command
of material. In writing it,
Susan Strange has drawn

on a life-time of scholarly enquiry.
But her learning sits lightly on the
page. The book carries the reader
on from chapter to chapter,
stimulated to find out and
understand what happened and
why. There is no fog of abstract
concepts, no thickets of jargon or
unexplained acronyms. The writing
is direct, lucid and sharp-edged.

Strange leads the reader through the
labyrinth of international finance, as it
has developed in the ten years or so
since her Casino Capitalism of 1986.
Her aim is “neither descriptive nor
prescriptive, but analytical and
interpretative”; and not to debate the
economics, but to bring out the
political and social trends and
consequences.  She is an expert
guide to the twists and turns of this
maze. She shows how some of the
most attractive paths prove to be
dead ends. When there is a crucial
choice of roads to take, she stands
back and encourages the reader’s
own judgement.

The book is not just about the last
decade nor simply a sequel to

Casino Capitalism. It stands on its
own and looks further back into
history for clues abut the present. It
is full of instructive comparisons: not
suggesting that history repeats itself,
but using the analysis of what has
changed and what endures to
illuminate underlying trends. With 
this goes an understanding of 
the strength of irrational forces: of
how greed, timidity, inertia and blind
panic shape events as much as
rational calculation.

So this book is a pleasure to read;
but it does not tell a pleasant story.
For Strange, the last ten years have
been a record of deterioration and
failure. Free and unrestricted capital
flows have become mad money,
making the world a worse place to
live in. Governments have wholly
failed to discipline and control them.

Chapter Two analyses the financial
innovations of the last decade: new
technology, accelerating the speed
of transactions; a host of new
financial actors; new instruments,
like derivatives and hedge funds.
Chapter Five looks more closely at
stockmarkets. Chapters Eight 
and Nine assess national and
international efforts to regulate 
these innovations. The intervening
chapters look at various causes 

and consequences of inadequate
regulation – political friction, chronic
debts and financial crime.

In her analysis of markets and
operators, Strange shows how the
active players have spread far
beyond the banks. The rapidity of
transactions has boosted their
volume, vastly exceeding what is
needed to finance the real economy.
The new instruments offer the
temptation of huge profits for
operators by risking other people’s
money. So they are encouraged to
drive up a market far beyond its
worth – only to abandon it with equal
suddenness, confident that, whoever
suffers, it will not be them. The
consequences are felt instead by
people in the real economy,
especially by poor farmers, traders
and small businesses, while the
financiers toast their windfall profits.

Strange sees more evils following
this blind pursuit of profit: the
polarisation of big business and
small; and moral contamination in
politics, such as tax evasion. 
Even the benefits claimed for
greater competition in financial
services are suspect for her. She
believes that, with greater
competition, “managers rarely cut
their prices. Rather they are
tempted to take bigger risks”.
Altogether, she has no good word to
say for this aspect of globalisation.

But if financiers are the villains for
her, governments are dupes. The
powers of government have shrunk
in the last decade. But while Strange
berates governments for having lost
control, she equally condemns their
efforts to mend matters. In every way
she finds governments worse off
than ten years ago. Europe and
Japan “are less impressive as power
centres”; links between the US and
Japan, between France and
Germany have weakened.

Western governments have failed in
judgement in their construction of
EMU – foreseen as a source of
trouble, not of strength; in

A world 
gone mad

BOOK REVIEW

Nicholas Bayne reviews Mad Money

by Susan Strange



imagination in not launching a
second Marshall Plan for Eastern
Europe; and morally in neglecting the
damage done to poor countries by
their burden of debt. Their motives
and foundations are questionable:
summits create institutions to have
“some grandiose initiative that will
catch the international headlines”;
and the US and Japanese electoral
systems, like Thailand’s, are based
on bought votes. 

Because governments still think
nationally, Strange finds them
incapable of regulating financial
markets, which now operate
internationally. Japan, France,
Germany and Britain all do this
differently and all are losing control.
Only the American system works,
because the national market is so
big; it would not work elsewhere.
International institutions, formed by
nationally-minded governments or
central banks, have no better
success. The Bank for International
Settlement (BIS) has given up setting
international rules for banks,

advocating self-regulation instead.
The banks themselves advocate this;
but will “enlightened self-interest
overcome the pursuit of profit”? 
The IMF is attacked by most of its
critics for having too much power. 
Strange sees it as having too little: 
it cannot enforce the disciplines it
recommends and is soon out of 
its depth.

No one reading this book could be
complacent about the record of the
last ten years. But what should the
responsible financier or enlightened
government do now? (I admit to an
interest on both sides.) Some critics
of governments urge them to do
more, others to do less and leave
more to the market. For Strange the
markets are mad and governments
are incompetent. So they are
damned if they do and damned if
they don’t.

Her final chapter offers some
suggestions, though several, like
shutting down tax havens and
forgiving poor countries’ debt, do not

address the central problem of
regulation. For the future, she offers
a range of scenarios. But the good
ones seem implausible, while even
the bad ones sound not much worse
than the madness we already have.
She is forced to conclude that only
by getting worse may things get any
better. In that spirit, she speculates
earlier that in the Asian crisis “it
might have been better to leave it to
the Asians, so that when their
combined resources were
overwhelmed... some hedge funds
and others would have been unable
to get their money back”. 

But financial institutions can hardly
recommend this approach to their
depositors or shareholders, nor
governments to their electors. So
they have to keep on trying, with the
tools they have and learning from
past mistakes. Strange has little to
say about the efforts of the IMF since
the Mexican crisis (encouraged by
the Halifax G7 summit of 1995) to
tighten its disciplines and mobilise
more resources. This programme
was not enough to forestall the
current Asian crisis; but it provides a
basis for the new efforts being made
by the IMF and World Bank – urged
by this year’s G8 summit. The new
measures will try to make
irresponsible financial operators bear
the costs of their imprudence, with
the aim of giving honest dealing a
premium over blind profit-seeking.
(This moves in the same direction as
Strange’s favoured concept of
“narrow banking”.) There is no
agreement yet on how to organise
international supervision; and no one
is confident that more crises will not
recur – as in Russia this summer.
Even so, this activity is better than
the “dismal fatalism” against which
Susan Strange warns us, but 
to which her book itself might be 
a temptation.
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by Nicholas Bayne

Sir Nicholas Bayne GCMG is now Visiting
Fellow at LSE. He is a former UK
Ambassador to the OECD and High
Commissioner to Canada.

While Strange berates
governments for
having lost control,
she equally condemns
their efforts to mend
matters. In every 
way she finds
governments worse
off than ten years ago.
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I
s the weightless economy just
faster, more reliable computers and
telecommunications? If so, then
perhaps working, adding value,

and creating wealth can take place
much as they always have done.
There will simply be more beautiful
and more advanced machines in the
workplace. Those machines should
make our every working minute more
productive. In this view the
weightless economy as the most
obvious manifestation of technical
progress ought to let workers
generate ever more economic value
with ever reduced labour input. 
That it does not would signal abject
failure. Improving productivity from
plugging in better machines is a fine
way of thinking about technical
progress in general. 

Useful technical progress is when a
machine sits before a worker, and the
two together make valuable output
more than the worker could before.
Failed technical progress is when
that machine seduces the worker to
use it, but the resulting output is not
so valuable after all. A productivity
paradox arises if entire economies
spend increasingly on technologically
advanced machines while average
labour productivity declines. But if

this is a good way to think about
technical progress in general, 
it might not be for understanding
information technology and the
weightless economy. 

Moving mountains to
Muhammad
Many of us tend to use a black box
approach to technology, not only in
how technology advances but also in
how it is used. One form of technical
progress is no different from any other,
and all forms of technical progress are
equivalent to better machines, i.e.
improved physical capital.

A visual metaphor for technical

No heavy lifting

Danny Tyson Quah

If the Information Technology revolution 

is such a big deal, why aren’t economies

more productive? Danny Tyson Quah asks 

if it might be the nature of work in the

weightless economy that makes measured

average productivity seem low, when in 

fact true productivity is high. 
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progress in economic life is useful
here. Suppose the decision has been
taken to move the mountain to
Muhammad, after all. One way to do
this is to have a thousand workers
digging up, carting over, and then
piling up anew under Muhammad all
that mountain material. Another way
is to bring in heavy metal piledrivers,
earth movers, construction cranes,
greasy lathes, steam engines and
work these machines in tandem with
humans. The job gets done faster
and, Muhammad willing, might even
employ fewer workers. The end
result is the same but labour input
measured in people hours is
reduced. Average worker productivity
has therefore risen, from substituting
capital for labour. At the same time,
the rewards to workers their wages,
determined in free markets as their
marginal productivity would also rise.

Yet a third way brings in new,
improved machines a specialised
mountain mover that can, in one gulp,
store a whole mountain in its maw
and then disgorge it wherever
Muhammad wishes requiring but a
single worker. Labour productivity and
worker wages have now skyrocketed,
thanks to technical progress. 

Adding value is difficult
Most times, when observers lament
the information technology revolution
not improving worker productivity,
they are seeking to fit computers and
software into a model of moving
mountains: new tools for old jobs.
The weightless economy comprises
information and communications
technology; name brands,
advertising, and aesthetic designs;
new media; and electronic databases
in particular and intellectual property
more generally. How do workers add
value in such an economy; what are
the new jobs for which new tools
might create wealth?

The reason I put the categories of the
weightless economy together is that
they share a root property, that of
infinite expansibility where a single
instance of an object never has its

usefulness diminish, regardless of
how much it gets used. This holds for
an item of computer software, of a
vivid advertising image or design, of a
movie print in entertainment media, of
an electronic database, and of a
breakthrough scientific idea. 

Another key property, although not an
obvious economic one, is that
weightless economy objects can all
be readily translated into bitstrings –
sequences of binary digits 1s and 0s.
Every bitstring is infinitely expansible,
but not all are economically valuable.
To come to grips with a piece of
computer software, the Nike logo,
Derwent’s patent database, or the
double helix structure of DNA, one
needs a device for first encoding 
them into a bitstring, and then
another for decoding the resulting
bitstring back to the original. Such
devices can, moreover, actually be
the same physical machine and be
relatively simple. Most of what 
makes the device function the
controlling instructions can in turn 
be themselves bitstrings.

Bitsrings and their origins
In 1936, Alan Turing at Cambridge
established how such devices work.
These universal Turing machines or
computers are symbol processing
engines (thereby putting to death the
misguided idea that in the future
successful human workers will be
symbol processors). Computers
process symbols many times faster
and better than people, and they

have done so from the very
beginning. Doing arithmetic
simulating models, solving equations,
adding and multiplying numbers are
but some of the less imaginative uses
for a computer. John von Neumann at
Princeton, simultaneously with others
including Turing himself in England,
carried the work forward and
developed the modern electronic
computer, together with controlling
software the instruction bitstrings
stored in random access memory.
Only one relatively simple physical
device is needed. Instructions and
data are, interchangeably and
simultaneously, bitstrings. A 
different complicated machine 
isn’t needed for every different task,
just a single, physically invariant
machine reconfigurable on the fly by
bitstrings. All economic value,
flexibility, and usefulness is
embedded in the bitstrings. 

Noting that the weightless economy
is all, in essence, bitstrings gives
insight into how that economy
functions. A bitstring, weightless
economy is a lot like a community of
research scientists seeking to make
scientific knowledge. Kenneth Arrow,
in 1962, studying the problem of
resource allocation in knowledge
production, therefore also provided a
model for the functioning of the
weightless economy. Traditional
markets do not work well, not for
allocating resources in the scientific
research community, and nor in
general for the weightless economy. 

But how does this affect our
interpretation of productivity
measurements? Scientific knowledge
is a bitstring. Bitstrings build on one
another (as does, more obviously,
scientific knowledge); the usefulness
of a bitstring is only as good as its
weakest substring. Just as the space
shuttle Challenger disaster occurred
due to a faulty O-ring, successful
bitstrings depend critically on earlier
bitstrings that, by themselves, are
acknowledged to be neither
successful nor glamorous. The
sequence of ho-hum developments
leading up to a single successful

Useful technical progress is when a machine sits before a worker, and the two
together make valuable output more than the worker could before.

When observers lament 
the information technology
revolution not improving
worker productivity, they 
are seeking to fit computers
and software into a model 
of moving mountains: 
new tools for old jobs.
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breakthrough product in biotech or
pharmaceuticals is a ready example.
A computer program failing because
part of it became corrupted is
another. Working in the weightless
economy is producing bitstrings.
When a bitstring is useful, the worker
researcher or scientist, in Arrow’s
model should get paid the
appropriate amount. But because the
use of that bitstring occurs without
drawing down its inherent usefulness
(‘additional copies can be made for
free’), the socially optimal price for
the worker’s product is zero. A well
functioning market achieving the 
ex post efficient outcome should
reward the successful worker exactly
nothing for having produced a
bitstring useful or otherwise. This
isn’t Robin Hood nonsense; it is
sound economic reasoning. 

But if so, then rational, well informed
people will decide to do something
other than produce bitstrings. As a
result no bitstrings are produced, and
the weightless economy grinds to a
halt. This isn’t Microsoft/robber baron
propaganda; it too is sound
economic reasoning. 

Coping with failure
But, as does the Internet, reality re-
routes around failures. In the
weightless economy, society might
agree to forsake the social efficiency
that comes from flooding an economy
with free copies of useful bitstrings.
Instead, it might decide to endow
enforceable monopoly property rights
on particular bitstrings. This provides
ex ante incentives for workers in the
weightless economy, but at the cost
of social inefficiency, ex post. 

Since the first instance of a bitstring
suffices to serve the entire market
(remember, infinite expansibility) no
producer beyond the first is ever
needed. That first producer, the
tournament superstar, owns the
whole industry. All that matters for
their reward is that they came in first.
They get everything regardless of
whether they were far ahead of the
rest of the pack, or just a smidgen

so. (‘First’ needn’t mean literally ‘first
in time’ examples abound of
companies, countries even, who
were technologically first but were
unable to exploit that priority. The
Xerox company is a well known much
reported example; 14th century
China is another.) Society awards no
prizes for coming in second and
reinventing the wheel. Ex ante, before
the winning worker has won, there is
a frenzy of activity as everyone in the
race gives up everything else and
concentrates on being the one to
breast the tape.

But the story doesn’t end there.
Given the right platform to build on,
bitstrings can be cheap to make, and
the position of a winning bitstring is
fragile and temporary. Someone else
will come along with a bitstring that
trumps if the current superstar simply
sits idle.

Bitstring production occurs all the
time while award-winning bitstrings
are acknowledged only infrequently.
Some ho-hum bitstrings will be
critical parts of a prize-winner
bitstring, but by themselves are not
worth anything. In such a world, an
external observer observes worker
productivity (current economic value
divided by current labour input) to be
mostly low, although periodically a
spurt of remarkably high productivity
occurs. Averaging across workers at
a point in time, productivity could be
high or low: It depends on the relative
mix in the population of winners and
all others who happen to be just in
the race. 

A lot of zero valued bitstring
production is unrewarded, by
definition, but is also necessary for
otherwise, high valued bitstrings
never get produced. Adding value in
the weightless economy is like when
someone admits that half their
advertising budget is useless the
trouble is, no one knows which half.

As with most other economic
reasoning, the predictions here fit
some observations in the real world
better than others. Software

engineers in California work for
peanuts in current wages relative to
their industry’s success, but take
stock options instead. They are
generating bitstrings at low value
now, but are holding out for the
winning bitstring in the future. 
Of the world’s wealthiest people in
1997, four worked in software; 
two in computer hardware; and 
two in media. Winning bitstrings
evidently pay well.

Across a range of workplaces in 
the weightless economy, younger
apprentices bide their time and
accept relatively meagre rewards in
the present, while anticipating their
big breakthrough to become a
superstar winner in the future. 
What are the implications for 
average productivity?

In the weightless economy measured
value-added varies considerably
across workers. When productivity,
averaging across all workers, is seen
to be low, that might simply reflect
the workings of the dynamic reward
structure implicit in the apprentice/
superstar system. Some contribute a
lot to measured output; others only a
little, in the anticipation that they will
make a great deal more in the future. 

Measured average productivity and
its growth could be high or low.
However, getting rid of the apparently
low productivity apprentices, by
some external mechanism, in an
attempt to raise average productivity
could be itself counter productive.
Over time, the supply of superstar
bitstrings dries up, and growth stops. 

Danny Tyson Quah is Director of the
CEP’s National Economic Performance
Programme, and Professor of Economics
at the London School of Economics.

http://econ.lse.ac.uk/~dquah

That first producer, the tournament superstar, owns the whole industry. All that 
matters for their reward is that they came in first. They get everything regardless of 
whether they were far ahead of the rest of the pack, or just a smidgen so.
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