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by Andrew Bernard, Stephen Redding,
Peter Schott and Helen Simpson

All is notequal
Theory suggests that market forces should bring the relative 

pay of skilled workers into line in different regions within a country. 

Andrew Bernard, Stephen Redding, 

Peter Schott and Helen Simpson show

that this is not the case for the UK 

and argue that regional industrial

policy needs to take 

this into account.



W
age variations are critical for firms in choosing
where to locate, for workers in deciding where
to live and for governments in managing
regional development.

Economic theory suggests that capital mobility, worker
migration and goods trade should be powerful mechanisms
in promoting the convergence of factor prices. Because the
operation of these forces is more powerful within countries
than between them, such convergence seems more likely to
occur within an economy than internationally.

It is surprising, therefore, that research we have done
suggests that there are in fact large differences in skill
premia in wages between different regional labour markets
in the UK. This is despite the fact that the UK is a relatively
small geographic area with high population density, charac-
teristics that should strengthen the forces producing factor
price convergence. Our results suggest that relative wages
for skilled workers are one third lower in the South-East
than in Wales or Scotland.

The research also finds that differences in the relative return
for skilled workers correlate to variations in industrial struc-
ture between regions. Regions showing more divergent
relative wages are regions with fewer industries in common.
This finding fits with what economists know as the
Heckscher-Ohlin factor proportions theory, which suggests
that countries (or regions within countries) specialise in
industries on the basis of comparative advantage in relative
factor endowments. 

These findings have important implications for regional
responses to globalisation.. Regions within advanced
countries may be differentially affected by the increased
import competition from low-wage countries resulting from
globalisation, depending on whether they produce low- or
high-skilled labour intensive products. This relates 
directly to debates about regional policies designed to
attract skill-intensive industries to regions with high levels
of unskilled labour.

Factor price equality can be either absolute or relative.
Where there is absolute factor price equality, regions
producing identical products for identical prices with identi-
cal technologies must have identical nominal factor rewards
at any given point in time. Where there is relative factor
price equality, regions producing identical products for
identical prices must have identical relative factor rewards,
even though absolute factor prices may differ. We focus
here on relative factor price equality.

Empirical testing for factor price equality can be both direct
and indirect. Direct tests examine whether raw or adjusted
factor prices are equal between regions within countries, or
between countries themselves. Indirect tests, typically
based upon the Heckscher-Ohlin trade model, infer the
existence of factor price equality from the distribution of

economic activity. If factors of production are immobile
between regions or countries, production is physically
located according to comparative advantage. If relative
factor prices differ, regions with a lot of skilled labour will
have relatively low skill premia and attract skill-intensive
industries, while regions with a lot of unskilled labour will
have high skill premia and, therefore, be more attractive to
unskilled labour-intensive industries.

In our study we used a direct test of factor price equality
developed by two of us (Andrew Bernard and Peter Schott)
for the United States in 2001. This methodology empha-
sises the importance of unobserved variation in factor
quality, which cannot be directly measured and which
biases traditional wage measures. If unobserved factor
quality varies between regions, observed wages will also
generally vary, even if true quality-adjusted wages are the
same. The Bernard-Schott test uses total payments to each
factor (e.g. wage bills for payments to labour) to control for
this potential unobserved regional variation in factor quality.
Besides applying this wage bill test to the United Kingdom,
we demonstrate theoretically how it can identify departures
from factor price equality under a more general set of
assumptions than originally considered, including imperfect
competition, increasing returns to scale, and variation in
both the quality and composition of factors across regions
and industries.

Our data source was the United Kingdom's Annual
Respondents Database (ARD). This dataset includes a
variety of information on production activity in manufacturing
establishments. It allows labour to be broken down into two
categories: Administrative, Technical and Clerical Workers
(i.e. non-production workers); and Operatives (i.e. produc-
tion workers). Following standard practice, we have taken
non-production and production workers to represent high-
and low-skill workers respectively. Our test explicitly
controls for variation in the quality and composition of these
two groups of workers.

Each ARD establishment can be associated with one of
some 200 four-digit industries. The disaggregated level at
which production is recorded is an advantage for our analy-
sis as it mitigates the possibility that a departure from
relative factor price equality is due to unobserved variation
of product mix within an industry.   

We examined variation in relative wages, employment and
wage bill levels at two levels of geographical disaggrega-
tion. First, we considered the 10 administrative regions of
Great Britain. Second, we examined variation between the
more than 100 postcode areas. (We took the eight Central
London postcode areas as a single region, reflecting
commuting patterns.)

We took 1992 as our baseline, but as a robustness test we
also show results for 1986. Persisting differences between
UK regions in quality adjusted relative wages for two years
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Table 1. Estimations for administrative regions on UK base

1992 1986
Administrative Region Coeff p-value Administrative Region Coeff p-value
South-East 0.263 0.000 South-East 0.226 0.000
South-West 0.067 0.171 South-West -0.072 0.123
East Anglia -0.044 0.415 East Anglia -0.047 0.343
North-West -0.086 0.056 North-West -0.044 0.290
East Midlands -0.091 0.049 East Midlands -0.067 0.121
West Midlands -0.069 0.134 West Midlands -0.086 0.048
Yorkshire -0.098 0.033 Yorkshire -0.109 0.011
Northern -0.172 0.001 Northern -0.309 0.000
Wales -0.187 0.000 Wales -0.120 0.010
Scotland -0.182 0.000 Scotland -0.145 0.001
F-stat. (p-value) 0.000 F-stat. (p-value) 0.000
Observations 1440 Observations 1413

Estimates based on pooling 4 digit industries and regions, taking the UK as
a whole as the base region.  p-values are heteroscedasticity robust.

Table 2. Actual and implied quality-adjusted relative 
wage differences (CES Technology)

1992
Administrative Region Actual

South-East 0.97 0.77
South-West 0.99 0.94
East Anglia 0.99 1.05
North-West 1.00 1.09
East Midlands 0.93 1.10
West Midlands 1.00 1.07
Yorkshire 1.00 1.10
Northern 1.07 1.19
Wales 1.06 1.21
Scotland 1.01 1.20

Actual relative wages are means across 4 digit
industries within region relative to the UK
average. Coefficients used to evaluate quality-
adjusted relative wage differences are from
Table 1, based on pooling 4 digit industries
and regions, taking the UK as a whole as the
base region.

Quality-adjusted
s= 2

r = 0.5

Relative wages for skilled workers are one
third lower in the South-East

that were at such different stages of the business cycle
would be strong evidence of systematic deviations from
relative factor price equality that were not driven by idiosyn-
cratic shocks to particular regions or by business cycle
fluctuations.

Because individual establishments are subject to idiosyn-
cratic shocks, measurement error in establishment-level
data may be large for any one year. So we aggregated
establishments to produce data for industries in each
region. We excluded all industries classified as "Other
Manufacturing", since these are explicitly heterogeneous
categories that may include different sub-industries in
different regions.

From our regression analysis, Table 1 shows estimated
differences, using the whole UK as the base, in log relative
wage bill ratios for Administrative Regions in 1992 and

1986. For both years it is clear that relative factor price
equality between regions did not exist.

Whether the estimated values of the dummies correspond
to higher or lower quality-adjusted relative wages for skilled
workers depends on the production technology involved.
With a constant elasticity of substitution (CES) production
technology, a positive coefficient corresponds to a lower
quality-adjusted relative skilled wage where the elasticity of
substitution between skilled and unskilled workers is
greater than one. (This is the typical case found in the
labour economics literature.)

Table 2 gives the implied quality-adjusted relative skilled
wages for an elasticity of substitution of two in 1992. It
shows that the most skill-abundant region (the South-East,
which includes London) has a lower equilibrium value of the
relative wage of skilled workers, while skill-scarce regions
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Table 3. Postcode areas with positive and significant coefficients on UK base
Positive and Significant Region Coefficients at the 10% Level

1992 1986
Postcode Region Coeff s= 2 Postcode Region Coeff s= 2

r = 0.5 r = 0.5

Slough 0.195 0.82 Reading 0.187 0.83
Twickenham 0.236 0.79 Enfield 0.201 0.82
Swindon 0.237 0.79 Guildford 0.208 0.81
Hemel Hempstead 0.244 0.78 Swindon 0.283 0.75
Kingston 0.247 0.78 Slough 0.303 0.74
Redhill 0.271 0.76 Hemel Hempstead 0.311 0.73
Cambridge 0.298 0.74 Sutton 0.623 0.54
St Albans 0.364 0.69
Sutton 0.559 0.57
F-stat. (p-value) 0.00 F-stat. (p-value) 0.00
Observations 5044 Observations 5027
Notes: Coefficients based on pooling 4 digit industries and postcode areas, taking the UK as a whole as the base region. Listed regions have statistically
significant positive coefficients at the 10% level. p-values are heteroscedasticity robust.

Table 4. Postcode areas with negative and significant coefficients on UK base
Negative and Significant Region Coefficients at the 10% Level

1992 1986
Postcode Region Coeff s= 2 Postcode Region Coeff s= 2

r = 0.5 r = 0.5

Llandrindod Wells -0.669 1.95 Dumfries -0.504 1.66
Dumfries -0.530 1.70 Aberdeen -0.433 1.54
Chester -0.432 1.54 Cleveland -0.366 1.44
Galashiels -0.392 1.48 Sunderland -0.364 1.44
Watford -0.364 1.44 Plymouth -0.330 1.39
Sunderland -0.357 1.43 Blackpool -0.327 1.39
Exeter -0.350 1.42 Cardiff -0.322 1.38
Llandudno -0.344 1.41 Kilmarnock -0.319 1.38
Aberdeen -0.322 1.38 Truro -0.306 1.36
Peterborough -0.285 1.33 Newcastle -0.296 1.34
Plymouth -0.282 1.33 Llandudno -0.293 1.34
Durham -0.260 1.30 Canterbury -0.276 1.32
Doncaster -0.249 1.28 Darlington -0.273 1.31
Cleveland -0.239 1.27 Wolverhampton -0.252 1.29
Sheffield -0.236 1.27 Wakefield -0.251 1.29
Kilmarnock -0.234 1.26 Halifax -0.245 1.28
Cardiff -0.221 1.25 Bradford -0.231 1.26
Crewe -0.218 1.24 Bath -0.220 1.25
Walsall -0.197 1.22 Sheffield -0.210 1.23
Dudley -0.190 1.21 Wigan -0.208 1.23
Manchester -0.171 1.19 Motherwell -0.207 1.23
Wolverhampton -0.167 1.18 Oldham -0.200 1.22
Newport -0.152 1.16 Nottingham -0.188 1.21

Carlisle -0.185 1.20
Walsall -0.185 1.20
Hull -0.181 1.20
Dudley -0.174 1.19

F-stat. (p-value) 0.00 F-stat. (p-value) 0.00
Observations 5044 Observations 5027

Bilateral comparisons of production overlap and estimated differences in relative wage bills for 111 Postcode Areas. Dependent variable is the number of
industries produced in both region r and region s. Independent variables are the absolute value of the estimated difference in relative wage bills from equation (23)
(?(rs)); the number of industries produced in region r; and the number of industries produced in region s. p-values are heteroscedasticity robust.

Wales and Scotland tend to have
higher relative skilled wages



(such as Wales and Scotland) have higher equilibrium
values of the relative skilled wage. For comparison, Table 2
also shows regions' average observed relative skilled
wages, expressed as a ratio of the average for the UK as a
whole. Even looking at observed relative wages, we find
that the South-East tends to have a lower relative skilled
wage, while Wales and Scotland tend to have higher
relative skilled wages.

The differences in actual relative wages are smaller than
those in quality-adjusted relative wages, implying that the
relative quality of non-production (or skilled) workers is
higher in the South-East than in Wales or Scotland. 

Results for postcode areas are presented in Tables 3 and 4.
Again, it is clear that relative factor price equality did not
exist in either 1986 or 1992. In 1992, at the 10% statistical
significance level, nine postcode areas were above zero
and 23 were below. Those above zero are concentrated in
the South-East, to the M25 and the M4 corridor, and in the
area around Cambridge (see Figure 2).

Results for 1986 display a similar pattern: seven regions are
above zero and 27 below. Four of the postcode areas
above zero in 1986 are in the same 1992 list. The
emergence in 1992 of Cambridge as a high relative wage
bill region is consistent with the recent development of IT
and biotechnology industries in the area.

Tables 3 and 4 also give the implied quality-adjusted relative
wages for an elasticity of substitution of two. Figures 1 and
2 display the geographical distribution of the estimated
coefficients in 1992 for administrative regions and postcode
areas respectively.  They distinguish between three groups
of regions: those with positive and statistically significant
coefficients representing regions with relatively low skill
premia (indicated by the dark shading); those with negative
and significant coefficients representing regions with
relatively high skill premia (indicated by the intermediate
shading); and those with no statistically insignificant coeffi-
cients (indicated by light or no shading). Both Figures show
a clear concentration of regions with positive estimated
values (low quality-adjusted skill premia) in the South-East.

Let us now look at some possible explanations for these
striking results. If regions start with sufficiently different
endowments so that, in line with the Heckscher-Ohlin factor
proportions theory, they come to specialise in distinct indus-
tries, and if at least one type of labour involved displays a
degree of geographical immobility, then quality-adjusted
regional relative factor prices will vary. Immobility for one
type of labour will prevent regional factor prices (and
endowments) from converging towards a common value
across the country. There is a substantial body of empirical
evidence suggesting that labour mobility between UK
regions is relatively low.

A central prediction of the Heckscher-Ohlin model is that

the skill premium between two regions specialising on the
basis of comparative advantage is inversely proportional to
the level of skill endowments. Our estimates of quality-
adjusted relative wages in Table 2 exhibit just such results.
For realistic estimates of the elasticity of substitution
between production and non-production workers, we find
the skill premium to be lower in the regions around London,
where skilled labour is relatively abundant, and higher in
outlying areas, where skilled labour is relatively scarce.

The Heckscher-Ohlin model has an additional empirical
implication. Regions with different skill premia should exhibit
systematic differences in production structure, with skill-
abundant regions producing a set of goods that is more
skilled labour intensive than unskilled-abundant regions. We
examined this additional prediction by comparing the
similarity of industry structure between regions. In general
equilibrium, regions with fewer industries in common should
have larger differences in relative factor prices.

Table 5 presents the results of estimating this relationship
for postcode areas. We found that larger differences in
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These findings have important implications for
regional responses to globalisation

Figure 1. Administrative regions’ estimated
coefficients, 1992 (10% significance)

1.64 to 6.00
-1.64 to 1.64

-4.00 to -1.64



relative factor prices across regions are indeed associated
with greater differences in industrial structure.

Taken together, our findings suggest that variation in relative
factor prices plays an important role in shaping firms'
location decisions within the UK. Evidence of systematic
differences in industrial structure linked to relative factor
prices implies that external shocks may affect UK regions
asymmetrically.

This evidence is also important to policy debates about the
role of regional policies designed to attract skill-intensive
industries to unskilled labour abundant regions. A clearer
understanding of the character of regional industrial varia-
tion within the UK can  inform the growing policy interest in
this subject in the context of developing political devolution.

CentrePiece Summer 2003 7

Figure 2. Postcode areas' estimated coefficients,
1992 (10% significance)

Table 5. Relative wage differences and 
industrial structure

1992 1986
Coeff p-value Coeff p-value

Dependent Variable = Number of industries in r and s
Abs Wage Bill Coeff -1.208 0.000 -0.983 0.000
Industries in r 0.304 0.000 0.305 0.000
Industries in s 0.308 0.000 0.320 0.000
Constant -11.384 0.000 -11.732 0.000
Obs 6105 6105
F-stat. (p-value) 0.000 0.000
R-squared 0.83 0.84

Bilateral comparisons of production overlap and estimated differences in
relative wage bills for 111 Postcode Areas.  Dependent variable is the number
of industries produced in both region r and region s.  Independent variables
are the absolute value of the estimated difference in relative wage bills 
from equation (23) (?(rs)); the number of industries produced in region r; 
and the number of industries produced in region s.  p-values are
heteroscedasticity robust.
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Figure 1 Percentages in post-16 schooling
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Source: “Participation in
education and training of
16 to 18 year olds”, DfES
2002. Work-based train-
ing is part-time only and
includes both govern-
ment-supported and
employer-funded training.

increase in full-time staying-on places a decade ago, even
eating into the share taken by the full-time academic stream
as it supplanted many GCSE re-takes. Considerably fewer
entered work-based training. However, if we add the
numbers doing work-based training, whether funded by the
state or privately by employers, to those doing vocational
education, the total is higher than for those undertaking
academic studies.

Vocational education is, therefore, a large and growing
feature of upper secondary schooling. It is further worth
registering the fact that vocational education is an important
feature of higher education as well. Established profes-
sions, such as medicine and law, in many ways helped to
shape the concept of the present day university, but higher
education has always had a strong vocational content
across a much wide variety of occupations. Figures from
the Higher Education Statistics Agency for first and sub-
degrees (HESA: 2002, Table 13) show that last year nearly
50% of first degrees and some 70% of sub-degree qualifi-
cations were in vocational subjects.

At upper secondary level, the development of vocational
education has been a mixture of “hands off” evolution and
bursts of very directive policy. The “technical schools”
envisaged in the Butler 1944 Education Act never devel-
oped as intended. But by the 1960s a pattern of day-
release courses to go with apprenticeships had been
established in further education colleges, encouraged by a
number of the Industrial Training Boards set up under the
1964 Industrial Training Act. These courses, typically
provided by City & Guilds of London Institute (CGLI),
tended to be fairly “occupation specific”. Similar day
release courses were provided in the 1970s by the
Business Education Council and the parallel Technician
Education Council, which merged in 1983 as the Business
& Technician Education Council (BTEC). BTEC courses
tended to be rather wider, with explicit elements of general
education, and were designed around a principle of
progression from secondary to sub-degree level, where its

M
aking the case for vocational education is not
straightforward. The idea that it has a valuable
part to play in the national educational system still
seems to need some justification.

At its best, vocational education can be a happy marriage
between providing a person with cultural and scientific
development and with significant preparation for future
working life, while at the same time being educationally
valuable in itself. In order to present a credible case for it,
however, there are certain corollaries.

For vocational education to play its proper role, it must:
■ have a clear relationship with established occupations,

trades or professions and with their entry and initial train-
ing arrangements, so as to offer the prospect of progres-
sion into the labour market;

■ consist of educationally respectable material, such that
attainment in vocational education can lead to progress to
higher levels of education.

From time to time these two requirements will pull against
each other. For example, there may have to be compromise
between the inclusion of rather more “theoretical” material
than those in industry consider to be strictly necessary and
of practical experience outside the classroom as part of the
course requirements. A vocational system built in a climate
where both educationalists and those from industry and
commerce respect the traditions and aims of the “other
side” is likely to produce more robust results than one that
reflects only one set of aims and not the other.

Figure 1 shows (for England) that, in the last two decades,
vocational education has been an increasingly common
choice amongst young people. 

Whereas fifteen years ago only one in eight of this age
group was in full-time vocational education, by 2002 more
than one in four were choosing this option. In fact,
vocational education accounted for a great part of the



HNC was established as a “technical” qualification. BTEC
also developed full-time courses on the same pattern,
classified as Diplomas. Thus, by the end of the 1980s, it
could offer a system of full-time vocational education,
ranging from the First (level 2 equivalent in the national
qualifications framework), through the advanced level
National Diploma, to the Higher National Diploma (HND), all
delivered by colleges of further education and - in the case
of the HND - also at polytechnics. The Royal Society of Arts
Examinations Board (RSA) also developed probably the
most widely used secretarial and office-related courses,
taught both in further education colleges and in private
secretarial schools. In the late 1980s, RSA also developed
a popular Computer Literacy and Information Technology
(CLAIT) qualification. All of these qualifications still exist,
both for adults and for young people. 

Though durable, however, these courses did not add up to
a unified system of vocational education. They differed
substantially in design principles and size. Though each
body had its own system of progression, these did not
equate. Neither, with the exception of BTEC, did they have
any real purchase within higher education. Each consulted
differently with industry over curriculum content – and with
differing effectiveness. The extent to which the qualifica-
tions were recognised by employers became even less
clear with the phasing out of almost all of the Industrial
Training Boards in the 1980s.

Superimposed on all this in the 1980s and early 1990s
came a bewildering number of government initiatives:
■ In 1982, came the Technical & Vocational Employment

Initiative (TVEI). In its “pilot” phase, this was intended to
develop dedicated pathways of largely vocational educa-
tion for non-academic young people in “the 15 to 85
percentiles of the ability range” (quoted in his book by
Clyde Chitty). The aim was that programmes stretching
from age 14 until 18 would create a distinctly vocational
track. However, after its national extension in 1986, TVEI
drifted from the original vision to a much more general
infusion of employment-related aspects into a largely
general curriculum.

■ In 1985, the Certificate of Pre-Vocational Education
(CPVE) recognised the trend for young people, who
might have progressed to apprenticeships, to stay on at
school and college for a year after the end of their
compulsory education. It aimed at introducing students to
the skills that would be needed in employment and to an
understanding of the world of work. The CPVE was an
early example of a government orchestration of a national
post-16 syllabus, requiring the three vocational examining
bodies to act jointly.

■ Then National Vocational Qualifications (NVQs) were
introduced, following a review of vocational qualifications
(MSC/DES: 1985). NVQs were not originally intended to
apply particularly to vocational education. Indeed they
sought to encourage work-based training as something
of an antidote to classroom teaching. The NVQs saw

vocational education courses and qualifications as having
merely a contributory role in raising overall occupational
competence. However, NVQs did become taught in full-
time courses in further education colleges. Moreover,
their underlying philosophy of a syllabus based on
standards of performance (outcomes) and an assess-
ment regime typically consisting of observations and
recording of performance in the workplace (or in simula-
tions of it) became a template for the next phase of quali-
fications development. In addition, the NVQ initiative
brought national recognition to a considerable number of
specialised bodies concerned with the awarding of
certificates in particular sectors of industry.

■ Taking the CPVE initiative further, General National
Vocational Qualifications (GNVQs) were introduced at
three levels (Foundation, Intermediate and Advanced),
via the three main vocational awarding bodies. Though
without an HND equivalent, GNVQs were clearly meant
to supplant BTEC qualifications and did so in a number
of areas. They were aimed at young people who wanted
to keep their career options open and so were not ready
to embark on specific NVQs. But the new GNVQs were
also supposed to relate to the NVQ framework, to make
it easier for people to progress quickly to occupationally
specific qualifications. However, there was early doubt as
to whether they could provide satisfactory substitutes for
the many quite specialised vocational qualifications on
offer that had not been converted into NVQs. The impact
of GNVQs was reduced by the number of changes to the
scheme within a short space of time, relating to grading,
external testing, and the “de-coupling” in 1999 of key
skills in numeracy and communication and information
technology. 

■ In 1993, the creation of the Further Education Funding
Council (FEFC), which took over the funding of FE
colleges from local education authorities, resulted in a
largely unintended further spur to the creating of
vocational qualifications. The 1992 Further and Higher
Education Act limited the FEFC to funding courses tied
to “approved” qualifications, or to “courses which led to
them”. The FEFC decided that these contributory
courses should themselves carry a certificate, to aid
accountability and performance measurement. This led to
the conversion of previously uncertificated courses into
ones with awards, validated by the Open College
Network and other new bodies.

■ In 1996, the DfEE reported that: “Too many young people
find school boring, particularly in the final compulsory
years. … The additional stimulation of learning some
basic skills in a work setting may be just what these
people need to reawaken their interest and motivation.”
This paved the way for the introduction of expanded
vocational education and training for 14 to 16 year olds,
particularly for the least able and the most “disaffected”.
At first this was developed at the margins of the require-
ments of Key Stage 4 of the National Curriculum.
However, subsequently “disapplication” became a
frequently used method of creating the space for these

CentrePiece Summer 200310

By 2002 more than one in four were in full-time vocational education



kind of work-related and vocational options. In 2001/2
one third of schools were using this facility to exempt
some 5% of all pupils from up to two national curriculum
subjects. Conscious that, in practice, “disapplication” is
widely perceived as remedial education and such work-
related learning as an inferior alternative to general study,
the DfES now proposes that the new GCSEs in
vocational subjects will be relevant particularly for this
age group and that money will be made available to
support 14 to 16 year olds’ study at a college or with a
training provider for one or two days a week throughout
Key Stage 4.

■ Responding to a recommendation in 2000 from a Skills
Task Force that there should be “separate assessment of
underpinning knowledge and understanding through
related vocational qualifications”, the government has
announced that modern apprenticeships will include
“technical certificates” for taught part-time courses
concentrating on the theory behind the apprenticeship
trade involved. These would be very much on the model
of the old City & Guilds courses, which might thus be “re-
absorbed” into the government-recognised constellation. 

This turbulent history has resulted in a very wide range of
courses, awards, institutions and - importantly - different
rationales for vocational education. Each initiative, while
purporting to rationalise the existing “jungle”, has in fact
tended to make it worse. In all there are now 2,015 differ-
ent approved vocational qualifications for those under 18.
Of these, some 1,000 are NVQs, which are not intended for
full-time delivery in college (even though some are delivered
in this way), and a further 200 are key skills qualifications.
Leaving these aside, we have 42 Vocational A levels, 39 of
which can be taken as a double award and 12 of which can
be taken in the half award format of an AS. There are 27
GCSEs in vocational subjects, with 77 GNVQs at
Foundation and Intermediate levels. In addition, there are
130 qualifications classed as General/Vocationally Relevant
and 441 as Vocationally Related.

One effect of this fragmentation of qualifications is that it is
easy for young people to enter for the wrong one, both in
terms of the occupation in question and of the level of diffi-
culty and style of learning. One study (Payne (2001)) found
very high levels of non-completion of post-16 qualifications,
where in many cases apparently unsuccessful students had
switched to and successfully completed a different qualifi-
cation (sometimes at a higher, rather than a lower, level).

It would seem from Table 1 that up to a third of those who
do not complete a vocational qualification are in fact capable
of completing a different one. One could, of course, criticise
poor advice, but with the range of different qualifications on
offer it may be difficult for even the most experienced advisor
to work out what would be best for a student.

A further feature is the “fall off” after 17 on the vocational
route, as illustrated by DfES regular statistics for 2001.

The A level reduction is four percentage points. On the face
of it, the vocational reduction is nearly double that at seven
percentage points. But, when we look in more detail, we
see a massive ten point reduction at level 2, offset by a rise
for level 3 vocational courses. Clearly some people are
progressing from level 2 courses at 16 to level 3 courses at
17. But clearly, also, large numbers are leaving the one year
level 2 courses at 17 and not progressing any further. This
raises the question whether it is sensible to present self-
contained one year level 2 courses, particularly if they are
not clearly linked to potential successors at level 3.

Both BTEC national qualifications and GNVQs offer the
prospect of entry to higher education. Table 3 shows the
proportion of higher education entrants holding these 
qualifications in 2002.
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Table 1. Successful switching rates

% terminated early of which % successfully 
or failed completing a different 

qualification
GNVQ Advanced 43 26
GNVQ Intermediate 41
BTEC First 44 31
BTEC National 34
City & Guilds 72 34
RSA 58 35
NVQ (full time education) 49 16
NVQ (work-based) 38

Source: Payne, J, Student Success Rates in 
Post-16 Studies, DfEE, RR272 (2001)I

Table 2. Fall off rates, aged 16 & 17

% of age group
Age 16 17
A Level 38.0 33.9
Full time vocational education
Level 2 18.1 8.3
Level 3 12.1 14.9

Total 30.2 23.2

Source: DfES

Table 3. HE entry qualifications, 2000 (%)

HND Degree
BTEC 16 7
Advanced GNVQ 23 6

Source: UCAS

These courses did not add up to a unified system



The rates of entry to HND courses are healthy. But, given
the fact that nearly 50% of first degree courses are
vocational in nature, there ought to be a greater potential for
penetration into higher education by these “top notch”
secondary vocational education qualifications. Since no
other vocational qualifications carry much prospect of entry
into higher education, we also have to note that a third of 16
year old full-time vocational students are on courses which
cannot lead, directly or indirectly, to higher education even
if they excelled at them. 

A second – and very damaging – feature of the fragmented
state of vocational education is that employers have little
confidence – or indeed knowledge – of the awards whose
main purpose is to prepare young people for entry to their
businesses. A scan of job advertisements rarely, if ever.
reveals reference to recognised vocational qualifications,
except for nurses and accountants. This is understandable,
when we reflect on how frequently English qualifications
have been subject to change of name, awarding body and
so on. This lack of recognition means that issues about
esteem become acute and vocational education that does
not lead to higher education becomes something of a
“waiting room” before a young person pitches into the
labour market with no very solid qualification to his or her
name. In many comparable countries, the basic identity of
vocational qualifications has not changed for more than fifty
years, leading to common recognition and valuing by
students and employers. 

Many of the features that are to be found in apparently more
effective vocational education systems overseas are also
present in this country. We have apprenticeships, admit-
tedly at a lower incidence than Germany and Denmark, but
in larger numbers than France, Finland or the USA. We
have a clear university-bound A level track paralleling the
German Abitur, Danish Gymnasiet or French Bac G�n�ral.
We also have full-time substantial vocational education
programmes, in the shape of the BTEC First and National,
the intermediate GNVQ and the option of taking a double
vocational A level (previously advanced GNVQ). 

However, the English system is singular in the following
respects:
■ attempting to promote vocational education both as a

distinct and substantial pathway and as a "mix and
match" facility interspersed with academic options;

■ having little articulation, in terms of well laid out progres-
sion routes, between full-time vocational education and
either apprenticeships or higher education;

■ having such an array of vocational education qualifica-
tions with so little articulation between them;

■ seeing vocational education not just as for those of less
than the highest academic ability, but also for those who
are struggling with any kind of schooling;

■ refraining from including general education within
vocational options, relying instead on the new "key skills"
element to perform a function which combines both incul-

cating wide “integrative” skills and continuing education
in maths and English;

■ viewing lack of parity of esteem both as a major problem
and its achievement as an attainable goal.

It is essential for the future of vocational education that
there should be a consensus as to its purposes. Lack of
such a consensus over the past twenty years has resulted
in the present large array of only partially compatible initia-
tives.

In our view, vocational education should be a substantive
pathway for young people not able, or not wanting, to
undertake the highest levels of academic study. It should be
based on the concrete disciplines which occupations
represent, but should also encompass continuing general
studies. This strand is represented by the early notions
behind TVEI, by the BTEC and by the Advanced GNVQ
before it was “reformed”.

If this vision is to be realised, we need a substantial
vocational programme at Level 3 as the centrepiece of the
system. This programme would:
■ have as its core vocational knowledge and such skills as

are teachable within a full-time, off-the-job environment
that relate to a broad occupational area. This would
mirror GNVQs, BTECs and the practice in Sweden.
Experience indicates that there might be 15 to 30 variants
in all;

■ embrace “relevant” academic knowledge, broadly inter-
preted. For example, aspects of sociology and psychol-
ogy might feature in an award in retail; maths and science
in engineering awards; economics in business and
administration; or biology in health care. Each
programme should include two or three such “subjects”.
(Some countries make an unrelated strand of general
education common to all vocational education
programmes, but we think it would be better for these
general education units to be related, so far as possible,
to the vocational discipline being studied;

■ take as a minimum two years to complete, with the
academic elements taking at least two thirds of available
curriculum time over those two years.

These programmes should be drawn up by joint curriculum
groups comprising representatives of the industries in
question (to ensure compatibility with their recruitment crite-
ria and articulation with apprenticeships in their sectors),
teachers of cognate higher education programmes (to
ensure articulation with their programmes) and relevant
secondary vocational teachers (to ensure that the
programmes are deliverable). National accreditation by the
Qualifications and Curriculum Authority would be geared to
ensuring that the different occupational programmes were of
the same type of standard; that there had been genuine
agreement between the parties; that sufficient academic
material had been included; and that there was not prolifer-
ation of different titles for similar qualifications.
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Assessment for the award should be a mixture of examina-
tions (for the main related academic subjects and for knowl-
edge of the vocational area) and of teacher assessments (for
necessary skills). Though examinations might be staggered
through the programme, there should not be public exami-
nations to mark intermediate levels of attainment.

Further requirements for the award, though not necessarily
part of the programme itself, should be:
■ a minimum attainment at Level 2 in maths and English,

whether through GCSEs at C or above, or through Key
Skill units. (These could be gained before entry and
individual programmes could make higher achievement in
one or both of these subjects an essential requirement for
academic studies);

■ a substantial period of work experience – perhaps three
months – relevant to the area in question, including a
project based on it, or a specialised taught option.

This second feature is in order to introduce a choice towards
the end of the programme. Those wanting to enter higher
education would be well advised to undertake relevant work
experience. Those intending to enter work, whether through
an apprenticeship or directly, would clearly have less need of
work experience at this point and would take a specialised
taught option. This might very well be a relevant “technical
certificate”, which is needed as part of an Advanced Modern
Apprenticeship (AMA). In this way graduates of the national
programmes could enter an AMA with both the required key
skills and the technical certificate. This route would thus lead
naturally into the "accelerated option" for the AMA
suggested by the 2001 Cassels committee report on
modern apprenticeships.

Students with strong GCSEs at 16 (four or five at C+,
including maths and English), who were committed to study-
ing a vocational area, might move straight on to such a
programme and complete it at 18. However, if the experi-
ence of other countries is anything to go by, it is more likely
that students with weaker grades at 16 would form the bulk
of entrants. They would be best advised to undertake a one-

year preparatory programme at the intermediate level, both
to begin to become accustomed to the vocational knowl-
edge and related academic disciplines and to gain the higher
grades of maths and English that they will need. They could
do this through something approximating to the current key
skills at level 2, or by re-taking the GCSEs concerned. 

Because of their evident transfer value, we see merit in
maths and English at level 2 being certificated by means of
separate qualifications, rather than being subsumed in the
syllabus of the main vocational award. We would not envis-
age that a public examination would be taken by young
people at the point that they completed this introductory
programme. It might well be that the institutions running
these programmes would want to set assessments to
motivate young people to learn and to give them recognition,
as well as to satisfy themselves that students were ready to
move into the advanced stage of the programme. However,
there would be no merit in awarding a public qualification at
this stage; it would be costly to run and might give young
people the impression that they had reached a recognised
end point of their education.

Though the expectation would be that the majority would
continue with the advanced level programme, we accept
that some will either not wish to enter the next stage or might
not be capable of doing so. It is important, therefore, that
there should be a recognised exit point that leads to a differ-
ent form of development. For such young people the
obvious route would be to take a Foundation Modern
Apprenticeship. They could start on this while in full-time
education by taking the "technical certificate" required for a
given apprenticeship, followed by an apprenticeship
contract with an employer with whom they would undertake
the relevant work-based NVQ. They would then have the
possibility of going on to the Advanced Modern
Apprenticeship, achieving the important Level 3 through the
work-based route. This gradual transition from full-time
education to apprenticeship is very much what the Cassels
committee had in mind in their recommendation for a
“programme-led apprenticeship”. 
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Job ads rarely refer to vocational qualifications

Figure 2. Advanced programme



It would be possible for vocationally committed young
people to undertake such a programme before they were
16, probably taking maths and English GCSE rather than
key skills. However we would expect that this would be
comparatively rare; in other countries young people tend
not to focus on a vocational area at such a young age.
Instead we would see a preparatory programme with an
opportunity to sample two or three vocational areas,
combined with taking a limited range of conventional
GCSEs. Again, the programme could lead to a foundation
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We see merit in maths and English being certificated separately

Figure 3. Introductory programme and link to foundation apprenticeship

Figure 4. Pre-16 Programme

apprenticeship in the selected occupational area, as well as
to the advanced programme.

It may be said that this pattern of vocational education is
little different to what exists currently. Indeed one could
construct a programme on the model of, say, Figure 2 by
recommending a BTEC First or Intermediate GNVQ
accompanied by Key Skills, followed by a double award
vocational A level, perhaps supplemented by two
academic AS awards. But there are several reasons 



why we do not think it would be sufficient just to have a
“loose” system, where it is left to individual students to put
together programmes.

■ We doubt that there is sufficient careers advice in
schools and colleges to cope with devising individualised
programmes for everyone.

■ There is bound to be an element of irritating overlap, or
damaging lack of articulation, in courses coming from
different stables.

■ Both industry and higher education will find it difficult to
engage with a large number of different awards.

■ Multiple awards “stitched together” to create a coherent
programme will nevertheless tend to be over-assessed
and will give young people the impression that the gaining
of each award is sufficient in itself, leading to damagingly
early “exits” from the system.

We see our vocational programmes – through the two
preparatory routes – being suitable for all but perhaps the
bottom 10% of the ability range. Other countries tend not to
use their mainstream vocational education programmes to
cater for young people with real learning or behavioural diffi-
culties. Nevertheless exposure to work and vocational
material can help motivate such young people and there is a
strong case for using work-related activities in an individu-
alised manner in programmes, such as the “Entry to
Employment” development recommended by the Cassels
committee. But the aim of such vehicles – like their equiva-
lents in other countries – should be the positive one of re-
inserting their students into mainstream options.

All countries offering a range of vocational programmes
outside the workplace struggle to offer the full range in each
locality, particularly where they wish to keep upper second-
ary education distinct from continuing education and training
for adults. In this country, we think that in practice most
school VIth forms would be able to offer vocational
programmes relevant to the service sector. Larger VIth forms
and VIth form colleges would no doubt be able to offer the
more popular manufacturing and engineering programmes
too. Construction (which needs considerable facilities) and
more specialised options might need to be constrained to
colleges of further education. 

It is of the utmost importance that the voice of industry –
unions as well as employers – is brought to bear on the
construction of vocational programmes. It should not be the
sole driving force, but the programmes must, so far as
possible, meet labour market needs. We must recognise
this as a significant weakness in the present system.
Industrial training organisations have been in constant flux
for four decades and another re-arrangement of the deck
chairs is another underway even now. It must be the last
one for a very considerable time. The new Sector Skills
Councils must be allowed to get to know their sectors in
depth, including the related professions and linkages with
higher education. 

It will no doubt be objected that these proposals erect a
distinctive vocational track and do nothing to promote parity
of esteem between vocational and academic studies. 
We would make three points.
■ Vocational subjects have a long and prestigious pedigree

in higher education. Opening up opportunities for
vocational students to access higher education, which is
one of the main aims of our proposals, would do more for
parity than anything else.

■ There are considerable dangers in resorting to devices to
make vocational programmes “equivalent” to academic
ones – mimicking academic content, delivery and 
assessment conventions, losing touch with labour market
realities, cutting off opportunities for the less able
students – and little prospect that they would, in any
case, be successful.

■ Our own history and international experience would seem
to indicate that there is an inevitable difference in kudos
between general and vocational studies in upper 
secondary education. Most countries accept this, and
attempt – in many cases successfully – to increase the
esteem in which vocational studies are held. Vocational
programmes may not be regarded as “highly” as
academic ones, but they are nevertheless esteemed,
which is what matters.
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The aim should be positive
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Good
practice
needs a helping hand

Howard Gospel and Jim Foreman look at four examples of 

employer-led industrial training that are working well and argue that

such initiatives need more initial help from government.
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prevalent than is sometimes thought and can be of high
quality. There is now some renewed policy interest in
promoting it.

Table 1 shows that the largest providers of intermediate
training in terms of numbers are private training companies,
Further Education colleges and employer groups (constitut-
ing respectively 29%, 18.5% and 13.9% of the total). The
Table shows that, on average, multi-employer bodies train

I
n the German-speaking parts of Europe, employers’
organisations and chambers of commerce are a funda-
mental part of the industrial training system. Employer
participation in training provision also exists in a dynamic,

but more informal, form in Italian industrial districts. Further
afield, it is a growing part of training in Australia.

In Britain, the coverage of collective training is uneven and
many of the organisations are fragile. However, it is more

Table 1. Training providers in England, as inspected by TSC/ALI

Type N % of all providers Trainees N % of all trainees Average size

Single employers 233 17 12129 4.8 52 
Employer group training organisations

Group training associations 117 8.6 26184 10.4 224
Chambers of commerce 23 1.6 6586 2.6 286
Employer organizations 11 0.8 2266 0.9 206
Industry training boards 2 0.2 8081 3.2 4040
TEC direct contract units 26 1.9 8559 3.4 329
Employer groups (other) 11 0.8 6976 2.7 634 

FE colleges 253 18.5 48042 19.1 190
Local authorities 115 8.4 14573 5.8 127
Charities / Not-for-profit 96 7.0 15520 6.2 162
Private training companies 397 29.0 96817 38.5 244
Other / unidentified 84 6.1 5823 2.3 69

All training providers 1368 100 251556 100 184
All employer group training providers 190 13.9 58652 23.3 309 

Source: TSC/ALI database, c.June 2001. Tables 1, 2 and 3 are based on
different lists, with slightly different total numbers of providers.

Advanced Modern
Apprenticeships

Foundation Modern
Apprenticeships

‘Other training’ 

All providers EGTOs All providers EGTOs All providers ECTOs

N N % N N % N N %

Table 2. Trainees in Employer Group Training Organisations (EGTOs) 
in England by industry, expressed as %

Agriculture 1212 29 2.4 2521 81 3.1 3116 44 1.4
Business administration 14361 1970 13.7 14111 1766 12.5 6197 725 11.7
Construction 11437 5516 48.2 5199 368 7.1 4484 663 14.8
Engineering 30906 14318 46.3 7600 1922 25.3 5741 1499 26.1
Hair and beauty 5251 297 5.7 7695 434 5.6 1383 71 5.1
Health, care 8667 432 5.0 7021 295 4.2 4720 409 8.7
Hospitality 4259 130 3.1 8127 264 3.2 1435 60 4.2
Leisure, sport, travel 5478 16 0.3 1532 12 0.8 1650 1188 73.0
Management, professional 2645 175 6.6 908 21 2.3 425 43 10.1
Manufacturing 3201 1468 45.9 2333 791 33.9 2121 733 34.6
Media, design 571 217 38.0 99 13 13.1 321 3 0.9
Retailing, customer service 11143 594 5.3 18217 1042 5.7 4154 373 9.0
Transportation 146 6 4.1 195 8 4.1 126 28 22.2

All 99368 25209 25.4 75830 7029 9.3 34567 5839 16.9 

Source: TSC/ALI database, c.June 2001. Tables 1, 2 and 3 are based on different lists, with
slightly different total numbers of providers. Employer group training organisations exclude
TEC Direct Contract Units. All exclude Foundation for Work.
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larger numbers than any other providers. In the case of
apprenticeship-type training, Table 2 shows that multi-
employer training provides 25.4% of all Advanced Modern
Apprenticeships (AMAs). This is particularly high in tradi-
tional sectors such as construction (48.2%), engineering
(46.3%), manufacturing (45.9%) and print, media, and
design (38.0%). In business administration, multi-employer
bodies offer 26.2% of all Advanced and Foundation
Modern Apprenticeships.

Table 3 presents performance grades for vocational train-
ing, as awarded by TSC/ALI inspectors using a national
inspection framework (where 1 and 2 are good, 3 is satis-
factory, and 4 and 5 unsatisfactory). This suggests that the
best performers are single employers. However, in
engineering and construction, these are followed by multi-

employer groupings, though their score is reduced by the
relatively poor performance of chambers of commerce.
Outside their traditional areas, employer group training
organisations seem to perform no better than average.

We have undertaken case studies to investigate further the
quality of multi-employer training and, in particular, its
impact on small firms. The cases discussed here present a
spread of different types of organisation: an industry-wide
employers’ association, a local chamber of commerce, a
traditional group training association (GTA) and a local club
of big employers. 
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Table 3. Performance of training providers in England. 
TSC/ALI Inspection Grades for all types of training

N % N % N % N %

Single employers 40 75 23 2 7 86 14 0 29 55 38 7 64 53 30 17
Employer group 
training organizations

Chambers 14 22 64 14 7 15 71 14 21 24 67 9 19 18 41 41
GTAs 83 45 42 13 17 41 47 12 49 41 47 12 43 40 41 19
Other employer-led 5 60 20 20 2 50 50 0 3 0 100 0 9 45 33 22
TEC direct contract 13 61 31 8 6 33 50 17 12 17 83 0 17 35 58 7

FE colleges 94 27 65 8 69 27 58 15 94 31 56 13 118 33 45 22

Local authorities 23 17 65 18 40 17 70 13 87 31 55 14 69 43 40 17
Charities 16 31 50 19 17 23 71 6 69 23 58 19 67 33 50 17
Private providers 54 33 46 21 26 23 46 31 143 36 49 15 240 41 43 16
Other / Unidentified 32 25 41 34 27 11 59 30 99 31 49 20 123 39 37 24

All training providers 374 38 48 14 56 26 58 16 606 33 53 14 769 39 42 19
All employer 
group organizations 115 44 43 13 32 34 53 13 85 32 59 9 88 35 43 22

Engineering Construction Business Administration All other occupations 
Good Satis Unsatis Good Satis Unsatis Good Satis Unsatis Good Satis Unsatis

Source: TSC/ALI database, c.June 2001. Tables 1, 2 and 3 are based on different lists of
providers, with slightly different total numbers of providers. In this case, not all providers had been
graded at the time the table was compiled. It includes Foundation Modern Apprenticeship,
Advanced Modern Apprenticeship and Other Training.
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ReMIT 
and the 
garage
trade

A number of
national employers’

associations are
actively involved in training,

in sectors such as electrical
contracting, printing, travel and

the garage trade. ReMIT is the
training arm of the Retail Motor

Industry Federation, the main trade
association for the motor sales and repair
trade. The Federation’s involvement in
training began during the Second World
War, when it entered into an industry
agreement with the trade unions for the
training of apprentices. In the late 1960s,
collective action in the garage industry
developed further when the Road
Transport Industry Training Board
established a number of local GTAs. 
In 1983 ReMIT was created, in part to 
take advantage of the Youth Training
Scheme (YTS).

The present-day ReMIT works with
more than 4,000 motor vehicle companies
and is organised into seven UK regions.
Membership covers some main dealerships
and large franchised outlets, but the
majority of members are small independent
garages. ReMIT itself is a not-for-profit
organisation. It is governed by member
firms, though in practice company
involvement in governance is not high. It
employs 98 full-time permanent staff and
180 subcontracted field workers, of 
whom 108 are training coordinators and 
72 are assessors.

ReMIT is by far the largest provider of
training in the retail motor
trade, with over 7,500
apprentices at any

one time – about half the industry total. Of
its trainees, most are working towards a
level 3 AMA over a three-year period. Over
one third are with “key account” members
(manufacturers who require training for
their dealerships, other large outlets, and
major fleet operators); about one third are
with other large dealerships; and the rest
are with smaller independent garages.

Historically, ReMIT was primarily a
broker in the training field, bringing
together employers, trainees, trainers, and
government funds. It is now more closely
involved in all stages of training and
coordinates a national approach to skill
formation. Nationally, it has been active in
the creation of the industry MA framework
and with the awarding bodies in curricula
design. Regionally, ReMIT promotes jobs in
the industry and recruits young people. It
also evaluates garages for their suitability
to train. In practice, this usually means
finding trainees rather than employers.
Those selected are then offered to garages
for interview. If a placement cannot be
found, ReMIT will hold the young person
for a bridging period; if the placement fails
for whatever reason, it will seek to swap an
apprentice around between garages.
ReMIT’s finances depend crucially on
government funding, which provides up to
90% of its income. Firms pay a small
subscription fee and some revenue is
earned from other courses.

ReMIT subcontracts most off-the-job
training to FE colleges, GTAs and private
providers. Because of its size, it is able to
negotiate favourable contracts with FE
colleges, which are the main providers of
underpinning knowledge and key skills on
a day- or block-release basis. It has some
of its own training facilities, but these are
at present limited and used mainly for
basic training. Periodically, ReMIT
coordinators and assessors visit trainees in
their workplaces or at college to provide
pastoral support, review progress and set
learning targets. Simultaneously, staff
monitor the standards of the training
providers and seek to establish links
between work, NVQs and college training.

In recent years, ReMIT has tried to
establish more national standards, while at
the same time responding flexibly to the
needs of member firms. Thus it provides
for larger “key account” members to deal
with its head office and to have their
requirements arranged on a national level.
It organises either day- or block-release
and arranges for qualifications over and
above the national framework. In addition,
it will arrange special facilities in FE
colleges for particular manufacturers
(Ford) and organise marque-specific

training to supplement generic training
(Vauxhall, Land Rover).

Small garages often consider
themselves too small to train and see
ReMIT as taking away a lot of the “hassle”
of recruitment, paperwork and the
management of training. One medium-
sized dealership said it preferred ReMIT to
the manufacturer’s own scheme, because
this avoided block release away from home
and offered better value for money.
Another large group chose ReMIT because
it provided national coverage for all its
outlets, allowed for central planning of
training, and was “cheaper and safer” than
doing it themselves. One of the bigger
firms had considered a major competitor,
EMTEC (a former GTA, now a private
company), which provides excellent
facilities in a number of dedicated training
centres, but had favoured ReMIT because
it offered them a customised local service
without residential block release. 

There are, though, limitations to the
ReMIT approach. Historically, field workers
sometimes have too “cosy” relations with
training providers. Its size means that it is
not always able to guide individual training
plans or spot problems. Its system of
workplace assessment is still being
developed and requires more national
oversight. Moreover, its own centres are
limited and to develop them further would
entail a major national investment. In an
operation of this size, there can be
problems in maintaining tight control over a
myriad of subcontractors and assessment
process. As a result, both the workplace
and college training can be variable.
However, as ReMIT has moved from being
a looser to a tighter “managing agent”, it
has established greater control and
standardisation. 

As with all such organisations, the key
question is what value does ReMIT add. In
its absence, apprenticeship in the industry
would survive: there is real demand, a
tradition of training and plenty of other
providers. In the absence of ReMIT, some
manufacturers might organise more training
themselves – but the tendency is for most
of them to outsource training. Large
dealerships would have to train, but only a
few now do this internally, claiming the
process is too expensive. It is medium and
small independents that would be least
likely to train; and here ReMIT undoubtedly
facilitates skill formation in the industry.

ReMIT is one of the UK’s largest
apprenticeship schemes, producing 
more than 2,000 apprentices a year.
Overall, its TSC/ALI inspection grades
have been good. 

CASE STUDIES
CASE A:



CASE STUDIES
CASE B:

Mid-Yorkshire
Chamber of
Commerce and
Industry

Like all chambers of
commerce, the Mid-

Yorkshire Chamber of
Commerce and Industry

(MYCCI) is a not-for-profit
organisation, accountable to

member firms. It is a large chamber,
formed from a merger of smaller
organisations and covering a number of
towns, of which Huddersfield, Halifax, and
Wakefield are the largest. It has 2,000
member firms – a few large national
companies with local operations, but the
majority small enterprises with fewer than
25 employees. Members pay
subscriptions and participate in the
governance of the chamber, though dues
are now a small proportion of income and
participation in governance is low. The
chamber has a total staff of around 400.
Of these, around 180 are training
personnel. The training is delivered by
three wholly owned local subsidiaries, of
which the largest is the MYCCI (Training)
Ltd, a company limited by guarantee.

Mid-Yorkshire seriously entered the
training market in the early 1980s with the
introduction of the Youth Training Scheme
and since then has developed a growing
number of programmes, in part reflecting
the demands of member firms and in part
driven by government funding
opportunities. At present, it offers
levels 2 and 3 training in a number
of areas. At the time of its last
TSC/ALI inspection (1998),
the number of trainees was:
266 in business
administration,
accounting, and IT, of
whom nearly half were
MAs; 115 in retailing,
distribution, and
warehousing, of

whom 7 were MAs; 132 in engineering
and motor trades, of whom 74 were MAs;
34 in construction, of whom 30 were MAs;
137 in manufacturing, of whom 10 were
MAs in chemically associated industries;
and 28 in the recently developed child and
elderly care areas, of whom 11 were MAs.
In sum, about one third of its trainees are
MAs, but with a majority of these at level
2. In addition, lower level training is
provided for young people, in particular
special needs and pre-vocational
programmes, and for adults. 

The chamber develops an annual
training plan, based on consultation with
local schools concerning the flow of
leavers, an assessment of employer needs
and the estimated availability of funds. It
then recruits, selects, inducts and
matches young people to suitable
employers. If necessary, it will hold
trainees for a short time until a suitable
employer is found and will move trainees
between firms until a proper match is
arranged. All MAs are employed by
participating firms, but a sizeable
proportion of non-apprentices are kept on
the books of the chamber and placed with
firms for work experience. For each
trainee, MYCCI staff develop a training
plan and organise its delivery. Thereafter,
staff make regular visits to the trainees,
monitor progress, and provide or facilitate
off-the-job training. In the case of business
administration, IT and retailing, this is
provided in one of the MYCCI eight
training centres; in the case of
engineering, construction and care work, it
is subcontracted to local colleges. In

addition, chamber staff provide
much of the key skills

training, sometimes in
the workplace,
sometimes in their
training centres. In
the majority of cases,
staff assess the
progress and verify
the work of the
trainees; where it
lacks the technical
capability, this is
done by local
colleges. Finally, if
the trainee does not

stay with the firm on completion of the
training, chamber staff attempt to find
permanent employment with another
member firm.

The chamber provides real benefits. It is
able to draw on its network of companies
and use its reputation to recruit and match
young people seeking training and
employers seeking trainees. It has strong
long-term relationships with local firms and
colleges. In practice, the chamber takes
the burdens of training away from
employers and relieves them of the onus
of navigating government funding and
standards requirements. Some of the
small insurance, solicitors and
accountancy firms we interviewed felt they
had neither the resources nor the
expertise to do the training themselves and
said that they would not enter into
“anything as complex” as MA training
without the help of MYCCI. Equally, one
large national drinks manufacturer and
distributor said it preferred “to concentrate
on its core business” and outsource
maintenance training to a specialist. In
these ways, the chamber obtains some
economies of scale and can spread the
cost of core functions over a number of
programmes. For more expensive training,
as in engineering and IT, there is some
cross-subsidy from other chamber
activities, such as commercial courses and
consultancy. 

On the other hand, there are
shortcomings in the Mid-Yorkshire
approach. Its activities tend to be driven
as much or more by the supply of young
people and the possibility of government
funds as by priorities of member firms.
Indeed, the involvement of firms in the
planning of numbers and the actual
implementation of training is often limited.
Overall, the number of AMAs is small,
especially in business administration, IT,
retailing and warehousing, where it might
be thought that a chamber of commerce
would have a particular interest. In
addition, full AMA completion rates are
low, especially in construction and care
work. However, in the absence of the
MYCCI, it seems likely that many of the
smaller firms we visited would not take on
any apprentices and completion rates
would be even lower. 
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CASE STUDIES
CASE C:

A group
training
association: 

Aylesbury
Training

Group
GTAs are not-for-

profit, local associations
of mainly small and medium

sized employers, who combine
to share the costs of training and

to obtain some economies of scale.
They had their origins after the Second
World War in a number of industries
(engineering, steel and foundry work,
construction, and textiles). In the 1960s,
with the support of the Industrial Training
Boards, their numbers grew and they
expanded to new sectors such as
garages, road transport and retailing.
Since the 1970s, however, some have
ceased to exist; some new ones have
been created; others have merged; some
have been bought out as private
companies; and most have diversified into
training in areas related to their core
activities (e.g. business administration and
IT) and into unrelated sectors (e.g.
retailing, care work). Latterly they have
also begun to work with larger firms,
which are increasingly outsourcing their
training functions. 

Aylesbury Training Group (ATG) was
established in 1967. At present, it has 90
members, ranging from traditional
engineering firms, to small high-tech
companies and local plants of large
national enterprises. In addition, the group
works with a larger number of firms that
are not actual members, but which use its
services. ATG has charitable status and is
owned by its member companies, which
elect a board of directors. However, again,
participation in governance is not high.
About half of all GTAs have their own
training facilities and the Aylesbury Group
is one of these, with an in-house
engineering workshop and a business
centre with IT suites and classrooms. It
has a staff of 40 full-time, 5 part-time and
40 self-employed.

On its last TSC/ALI inspection in 1998,
ATG had 116 Modern Apprentices and 62
other engineering trainees. In response to
employer demand, it had diversified in the
early 1990s into business administration
and IT. Numbers here were: business
administration – 72 MAs, 12 national
trainees, and 51 others; IT – 29 MAs and
15 others; accountancy – 7 MAs and 3
others. More recently, the group has further
diversified and moved into retailing (78 MAs
and 8 others) and care services (16 child
care and 17 residential care MAs).

More actively than the two previous
cases, ATG works with local firms to
identify skill needs and develop training
plans. It then recruits and selects young
people, both school leavers and young
unemployed. These are all directly
employed by ATG for a block period of
centre-based foundation training (24
weeks for engineering, 8-15 weeks for IT,
8 weeks for business administration).
During this period, trainees are paid an
allowance by ATG. The time is used to
induct trainees into the world of work and
to teach basic occupational and key skills.
At the end of the period, the trainees are
helped to find jobs with local employers.
By this route, over 90% obtain full-time
jobs with associated training. (It is not
uncommon for multi-employer training
providers to assume the employer role
during a foundation period, especially in
the case of GTAs with their own training
centres. It is less common to use
government funds to finance the training
allowance in this way.) An alternative
pattern is to take already employed young
people into training and ATG also takes on
apprentices by this route. However, not
surprisingly, the former route is attractive
to employers, who take on the trainees
when they are more “work ready”. At the
next stage, alternating between the
workplace and college, trainees then work
towards level 2 and 3 NVQs, sometimes
supplemented by other qualifications
ranging from National, to Higher National
Certificates (NCs and HNCs) and,
occasionally, degree level. During this
period, ATG staff visit trainees in the
workplace, review performance and set
targets, and provide assessment and
verification. If a participating firm fails or
cannot offer employment on completion,
ATG finds alternative employment with
member firms. 

Members pay a small joining fee and
ATG earns income from other training and
consultancy work. However, 85% of its
income comes from government funding.
Thus, at the foundation stage, ATG pays
the allowance and finances the training;
firms pay wages once the trainees
become employed; at the later stage, ATG
recovers its expenses via Local Learning
and Skills Council funding. Engineering
and, increasingly, IT apprenticeship
training is expensive and at times they
have been cross-subsidised from other
activities.

Our interviews showed that ATG is
highly regarded in its locality by member
firms for recruitment, selection and
matching young people to employers. It is
seen as providing first class training in its
core area of engineering and good training
in business administration, IT, retailing and
care work. This is endorsed by the
TSC/ALI inspectors, who also refer to up-
to-date facilities and experienced staff.
ATG coordinates the link between the
employer, trainee and college and provides
pastoral and technical support. Retention
is medium-to-high for the sector (a 17%
drop out rate). Achievement is high,
beyond that required by NVQ and
awarding bodies, and there are good
progression opportunities, especially in
engineering.

A small member firm we interviewed, a
producer of high-tech mouldings, felt it
was too small to train and needed the
assistance of ATG. A larger employer, a
privatised railway company, finding it
needed more maintenance staff, returned
to apprentice training via ATG after a gap
of a number of years. In the case of ATG,
an important consideration is that, if it
ceased to exist, other trainers might take
up some of its training, but probably not in
engineering.

In terms of weaknesses, ATG is highly
labour intensive, involved in a multitude of
transactions, involving small numbers of
trainees and small and medium sized
enterprises. Like so many such
organisations, it is vulnerable to changes in
funding regime. In recent years a number
of GTAs have collapsed or merged with
other GTAs and with colleges. However, it
is also notable that new ones have come
into existence in sectors as diverse as
offshore oil and horticulture.
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TTE: a local big 
employers’ group
Technical Training
Enterprises Ltd (TTE) was
founded in 1990 by Shell,
ICI and Associated Octel.

It is one of a number of similar
big firm clubs in the UK. Others

include the similarly named TTE
Management and Technical Training

(set up on Teesside by ICI and British
Steel), Gen II in Cumbria (founded by
BNFL, Corus and three smaller companies)
and Flagship Training in Hampshire (led by
BAE Systems, Vosper Thorneycroft and
Johnsons Controls, working in association
with the Royal Navy).

TTE is based at Ellesmere Port on
Merseyside, one of the largest petrochemical
complexes in Europe, and was established
to train apprentices to operate, maintain and
support a petrochemical process plant. It
has impressive training facilities, including
mechanical and electronic equipment,
laboratory space and IT suites. It is a
company, limited by guarantee and governed
by a board of directors from member
companies. It has 11 full-time training staff
(two seconded from Shell) and a number of
training consultants.

The organisation was created by its
members to produce a “modern
apprenticeship”, using the term before it was
later adopted by government. By this was
meant an apprenticeship based on high-level
competence, diagnostic ability, multi-skilling
and team working. From the start, the aim
was to reduce costs of training, by pooling
resources and obtaining economies of scale
in firms whose labour forces were shrinking
and which felt they could no longer sustain
large apprentice programmes. Indeed, in
some of the companies, apprenticeship
training had been discontinued in the 1980s
as the firms downsized and found it easy to
find skilled labour. There were also “cultural”

objectives in the creation of TTE in that a
further aim was to create “modern”
employees who were simultaneously
“rounded individuals” and “team players”. An
important corollary was to take trainees away
from the traditional practices of the shop
floor. Last but not least, it could break the
link with craftsmen’s pay enshrined in union
agreements, thereby allowing lower training
wages to be paid.

The three founders contributed start-up
money and, for a time, as a further subsidy,
sponsored more trainees than they actually
required. Over the years, members have
also provided “kit”, including expensive
process and laboratory equipment, and
support in the form of staff on secondment.
In addition, TTE has in turn obtained
government funding and opened its training
programme to other local companies. It now
has 33 associated firms. With its overheads
covered by apprentice training, TTE has
diversified into other areas of training,
including safety and management courses.
Today, TTE charges sponsoring companies a
commercial rate for apprenticeship training,
including the cost of the trainees’ salaries.

On average, at any one time, TTE has
over 200 AMAs on its books, of whom up to
30 are laboratory apprentices. The annual
process starts with members signalling their
needs and offering places. TTE then recruits
and selects the young people, with sponsor
companies sitting in on the process.
Selection is rigorous and the effective supply
just about meets demand. Once recruited,
trainees are employed by TTE and sponsored
by a participating company until the
apprenticeship is completed. In year one,
TTE provides basic training on its own site,
with some workplace experience. In year
two, training is on the same site, but with
more workplace experience, and proceeds to
level 2 NVQ in specialist areas, such as
mechanical, electrical, process and
laboratory work. In practice, most
apprentices take a multi-skilled mix. In years
one and two, there are also residential
courses aimed at developing communications
skills and team working. In years three and
four, trainees complete level 3 on sponsoring

companies’ sites, with TTE staff paying
regular visits to monitor progress.
Throughout, the trainees follow FE courses
to supplement practical skills, taking a NC (a
level 3 award) in year 2 and a HNC (level 4)
in year 3. TTE coordinates the links between
the employer, the young person and the
college. Throughout, its tutors give pastoral
support and provide most of the assessment
and some of the verification. On completion,
if the apprentice does not obtain a place with
a sponsoring company, TTE will find an
employer from among member companies.

Because of its close relationship with
member firms, TTE has up-to-date facilities
and staff with current experience. Training is
of a high standard and generally exceeds
level 3 NVQ, with a high 90% plus
completion rate. We noted that apprentices
were encouraged to develop independence
and confidence, which is important in team
working in complex and dangerous
situations. It has the close involvement of
member companies. Company
representatives with whom we spoke were
very positive. One stated: “Our apprentices
hit the ground running, both working
independently and in teams.” Several firms
expressed the view that the apprentices
were likely to progress into supervisory
roles. It is not surprising that, on the basis of
its strengths, TTE helped develop the
chemical industry MA framework for both
plant and laboratory staff.

There are, though, some weaknesses in
its approach. The third- and fourth-year
training on the employer’s premises may
have been less well planned and monitored,
with ownership of the process less clear and
over-reliance on local supervisors. In
addition, laboratory apprentices do not seem
to get as much support and their college
work is less well integrated than in the case
of more traditional apprentices. However,
TTE is internalising more of the academic
work, which it thinks it can teach to a higher
standard than local colleges. At present, TTE
is set on diversifying beyond its core
petrochemical work and it is difficult to
predict what effect this will have on the
organisation. 
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Such organisations are vulnerable to changes in funding regime

CASE STUDIES
CASE D:

Two sets of policy questions arise from these case studies.
How well do they perform and what do they add to training
in Britain? Are their arrangements sustainable and might
they be transferred to other parts of the British economy?

All models of training provision have advantages and disad-
vantages. With single-employer training, responsibility lies
with actual employers, who should be well placed to assess
training needs and outcomes. Moreover, if they can
integrate training into their broader human resource

planning and retain staff, single employers may well do
more and better training. As seen in TSC/ALI inspections,
single-employers score best.

On the other hand, there are problems with single-employer
training. One is that such training may create high-skilled
islands within a low-skilled sea and fail to have a positive
effect on training throughout the economy. Employers
acting individually may not train because of fear of poaching
or, to prevent this, may seek to make training more firm-
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specific and, therefore, less transferable. There is a partic-
ular problem with small and medium firms, which may lack
the in-house capacity to train.

Colleges provide apprentice training of various kinds. Most
provide key skills and underpinning knowledge; some go
beyond this and act as registered training providers.
Colleges have real strengths; they provide national cover-
age and wide access; they should have an advantage in
training in key skills and underpinning knowledge. However,
colleges as providers remove the responsibility for training
from the employing organisation and can be remote from
the changing needs of employers. By themselves, they are
unable to provide the workplace experience necessary for
the apprentice. It is sometimes suggested that their teach-
ing and equipment can be out-of-date, especially in high
technology sectors. Moreover, their training can be along
traditional occupational lines and lack the multi-skilling that
firms now require. Finally, many young people find college-
based training unattractive. 

For their part, private providers, especially commercial
companies, have of necessity to be flexible and responsive
to market demands. As with all providers, there is a spread,
with some excellent examples of private firms and others
that are very much driven by the availability of government
funds. Private providers may have limited employer links
and be reluctant to train in more expensive areas.

The multi-employer training of our case studies also has
shortcomings, especially where it is too supply-driven and
attempts to cover too many occupations. Such training is
concentrated in certain industries and has been less
successful in expanding into new areas. However, there are
real benefits of employer cooperation in the training market.
Such collaboration reduces the administrative costs of train-
ing, especially for small and medium sized employers. At the
same time, it does not remove training too far from actual
employers, who should be best able to assess relevant
needs. There are advantages to the employer in being able to
employ “work ready” trainees, especially if this results in
being able to reduce the cost of the apprentice wage. In
addition, at least theoretically, group provision may help
overcome some of the poaching and market failure problems.

Thus multi-employer bodies can play an important role in
providing information to employers and potential appren-
tices. If more firms in an industry or locality share the costs
of training, this potentially reduces the likelihood that any
one employer will fear being at a competitive disadvantage
and increases the overall level of training. Because of its
group nature, multi-employer provision may ensure training
in broad skills of a potentially transferable kind. If this is the
case, this will reduce risks for trainees by ensuring that
more skills are portable. Indirectly, therefore, training may
be more attractive to young people and make them more
prepared to start an apprenticeship and share the costs of
training with the employer. 

But even if multi-employer training performs an useful
function in its own terms, there remain the questions of how
much training at what level would be done in some sectors
and localities in its absence and how much public money
should, therefore, be spent to encourage it.

Many multi-employer arrangements were created in the
past by employers themselves, acting in their own
perceived interests. Some, like many of the GTAs, were
created in response to government support. Some existing
GTAs have extended into new sectors, but have tended to
perform less well in such areas. 

However, in general, the existing organisations are not
financially robust. Indeed, many GTAs and the training
operations of chambers of commerce are fragile, reflecting
the disinclination of employers to train, uncertainties about
funding, and the vagaries of a commercialised training
market. Any changes of policy would, therefore, have to be
careful not to undermine existing arrangements. In some
instances, there may be a case for more mergers to provide
firmer foundations. There is also a case for partnerships
with local colleges, provided these do not take them too far
from their original base.

The situation in the UK is that employers complain about the
need to improve the quantity and quality of apprenticeship
training, but at the same time not enough of them are unilat-
erally willing to offer enough quality apprentice places.
Meanwhile, this government has a manifesto commitment to
introduce an “entitlement” to an apprenticeship. Against this
background, multi-employer training has much to commend
it and should be positively supported by government.

At the very least, there is scope for the following:
■ the dissemination of best practice arrangements;
■ targeted support for start-ups of new multi-employer

schemes;
■ the creation of equality in financing arrangements,

providing these bodies with funding more commensurate
with that received by colleges;

■ funding the direct employment of apprentices by allowing
a further grant for the placement of trainees with
employers;

■ encouragement to firms to join multi-employer scheme via
incentive payments for employees who successfully
complete their apprenticeships.

Ownership of the process can be less clear

Howard Gospel is a member of the CEP and Professor of
Management at King’s College London. 
Jim Foreman is a member of the CEP.

This article is an edited version of their Discussion Paper, The
Provision of Training in Britain: Case Studies in Inter-Firm
Coordination, DP555 available from the CEP. 



CentrePiece Summer 200324

by Leon Feinstein

Very early 
How early can 

we predict future

educational

achievement? 

Leon Feinstein

examines the links

between pre-school 

tests, social class

and final 

academic levels.

T
ony Blair famously made education his govern-
ment’s priority. His motivation seemed to be
both economic and moral – the desire to raise
the quality of human capital and to reduce
inequality. The government also clearly appreci-
ates the inter-generational links between

income inequality amongst adults, the educational attain-
ments of children and future income inequality.

What is less clear is the extent to which policy can seriously
intervene in these long-term processes. There is evidence
that, even before our children reach nursery school, the
effects of class difference are already apparent. These
differences are not set in stone, far from it, but may be hard
to break later . This means that policies to reduce inequal-
ity and increase average levels of performance that come
into play after children have reached primary school age
may struggle to achieve the success that one may wish for
them. That is the motivation for the Sure-Start programme
of investment in local interventions for pre-school children.
However, if the interventions stop at entry to school then
their benefits may be equally transitory. Therefore, to
address these issues it is necessary to take a long-term
developmental perspective with a focus on trajectories of
continuity and discontinuity.

Underlying these questions is a more general and funda-
mental question relating to the timing of policy: At what
stage in life are policy resources best applied?

In the research described here I have considered three
questions that help in understanding these issues:
1. Does pre-school development matter for long-term

outcomes? I assess the extent to which indicators of
children’s pre-school development are associated with
their final educational levels as adults.

2. Does social class matter? I assess the extent of social
class difference in these pre-school indicators (a
difference sometimes called the “attainment gap”).

3. As children get older, how does this stratification
change? I assess how high or low initial achievers
perform differently as they develop and how this
differential development depends on social class.

I emphasise that in this research I make no hypotheses
about the underlying causes of these social

class effects. Different writers stress different
combinations of genetic, economic, psycho-
logical or sociological explanations for social
class differences but my aim here is descrip-
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tive: to assess the degree of difference in the development
of children in broadly defined social class groups. The
results are indicative of the policy challenge facing the
Government and others concerned with social inequality in
education or social exclusion more generally. 

The results describe the context within which all interven-
tions in the education system are made but they do not
provide answers to other important and perhaps more
fundamental questions such as: why do some children do
better than others? Do genes matter more or less than
environments? Why is there an attainment gap? What
particular policies will be most effective?

I have used data from the 1970 Birth Cohort Survey (BCS),
a longitudinal dataset of exceptional richness. In particular,
it records the results of tests of development given to two
sub-samples, when the children were 22 and again when
they were 42 months old.

So let us start with some of the evidence (see Table 1). Of
particular interest is the data collected when the children

were 22 and 42 months old. Due to interest in the effect of
foetal malnutrition on brain cell proliferation, a sub-sample
of the children was studied at these ages. A 10% random
sample of all births was taken, together with those children
who were considered to be most at risk from foetal malnu-
trition. All findings are tested against the control group who
had normal levels of risk of foetal malnutrition. The results
are found to be representative of this wider population of
children.

Although there were over 17,000 children in the full cohort,
the research presented here only makes use of information
about 2,457 children in the pre-school sub-sample. This
includes test scores at four ages (22, 42, 60 and 120
months old) for 1,292 of these children, who form the
sample frame used. Analysis suggests that this is a fairly
representative sample of the population.

There is one major issue concerning the sample that cannot
be overcome. It included only children from two-parent
families. This is a potentially serious limit to the 
representativeness of these results, particularly for those

Table 1. Observations in first four sweeps of BCS

Total Test scores Test scores 
in common

Birth 17196
22 month sub-sample 2457 2436

Random control sub-group 1125
At-risk sub-group:

Twins 228
Post-mature babies 748

Small-for-dates babies 567
42 month sub-sample 2315 2297 2045

Random control sub-group 1093
At-risk sub-group:

Twins 211
Post-mature babies 676

Small-for-dates babies 527
5 years 13135 11738 1672
10 years 13871 12308 1292
26 years 9003 8395

evidence
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concerned with family breakdown. Nonetheless, these data
still shed light on questions of the importance and explana-
tion of early ability differences between children of different
backgrounds. 

At each age, children in the Birth Cohort Survey were
assessed by a wide range of tests of intellectual, emotional
and personal development. At 22 months the children were
asked to complete a range of different tasks: for example,
pointing to their eyes to show understanding of language;
putting on their shoes, to show personal development;
stacking cubes and drawing lines to show locomotor ability.
Based on the tests used for screening in child health clinics,
these measurements and those made at 42 months were
intended to indicate the children’s general development. At
42 months, counting and speaking ability were tested, with
further copying tests, such as drawing simple geometrical
shapes. At age 5, copying was again assessed, together
with tests of basic vocabulary.

It used to be thought that cognitive development could not
be tested before children were five years old. However,
recent work on attention or response to novelty in the first
six months of life have shown results here to be correlated
with cognitive test scores in later childhood. Nonetheless,
intelligence changes qualitatively over early childhood and
there is still considerable instability in the recorded scores,
because very young children do not stay “on task” for long,
because of qualitative changes in the underlying ability
being proxied by the different tests, and because all
children do not have the same growth rate for cognitive
abilities. A child whose IQ score remains the same through-
out childhood does not exhibit the same performance at six
and 16. Steady gains in ability will be observed, but the
relative performance is constant. Conducting analysis on

rank position rather than actual scores increases stability in
the measurements and that is the procedure followed here. 

Table 2 shows the raw correlation of each early test score
with later test results at age 10. It can be seen that early test
scores, particularly those at 42 months, are associated with
later ability, but that there is no particular connection between
scores in tests of specific abilities at early ages and subse-
quent performance in more demanding tests of the same
abilities. For example, cube stacking and language scores at
22 months are equally strongly associated with reading at
age 10. Similarly, age 10 reading ability is as strongly associ-
ated with age 5 copying designs scores as it is with the age
5 vocabulary scores. There is, therefore, no evidence of any
functional equivalence, or that any single test score by itself
is an obvious candidate to proxy development.

Principal components analysis is a statistical technique that
enables us to combine scores and to exploit all of the infor-
mation available in the test scores without discriminating on
unsupported a priori grounds between different tests. I
created a single index of development at each age in this
way, and took each child’s position in the distribution at
each age as the set of developmental indicators.

Perhaps the clearest picture of the relevance of the early
position in the index of development is given by the results
in Table 3, which show how the position in the distribution
at each age predicts final qualification level at age 26.
Starting with the 22 month panel, the first row shows the
highest qualifications at age 26 of the children who were in
the bottom quartile at 22 months. For example, 15% of the
bottom quartile at 22 months obtained no or only "miscel-
laneous" qualifications. The third row shows that, of those
who were in the top quartile at 22 months, only 8% ended
up in the lowest qualifications group at age 26. The z-
statistic greater than 2 indicates that this difference is
statistically significant.

It is striking that, even measured at 22 months, children in
the bottom quartile of this development index are signifi-
cantly less likely to get any qualifications than those in the
top quartile. Moreover, at 42 months more than three times
as many of those in the top quartile as those in the bottom
quartile go on to get A level qualifications or above. Given
the young age of the children tested, these are strong
findings. They suggest that, even before children have
entered school, substantial signals predicting future educa-
tional progress are contained in these standard tests of
child development.

Next, in order to get a picture of the stability of the distribu-
tion of scores as the children develop, let us look at some
transition matrices. These highlight the fact that although
there are apparent long-term implications of development at
22 months there is also considerable movement so that it
would be wrong to conclude from the earlier results that
anything has been set in stone. 

Table 2. Raw correlation of individual test scores
with scores at 120 months

120 months
Reading Maths

22 month scores
Cube stacking 0.20 0.11
Language use 0.22 0.12

Personal development 0.20 0.13
Drawing 0.15 0.14

42 month scores
Counting 0.29 0.13
Speaking 0.28 0.17

Copying designs I 0.32 0.16
Copying designs II 0.27 0.14

60 month scores
Copying designs 0.40 0.19

Vocabulary 0.40 0.18
Human Figure Drawing 0.31 0.13

The effects of class difference are apparent
even before nursery school
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Table 3. Age 26 educational and vocational qualifications by quartile position in
early development scores.

Age 26 Highest Qualifications
None/Misc Lower/Middle A level or higher Total

22 month
Bottom Quartile % 15.00 52.80 32.30 100
Top Quartile % 8.10 48.60 43.30 100
z-stat on difference* 2.6 1.0 2.7

42 month
Bottom Quartile % 25.80 57.30 16.90 100
Top Quartile % 6.50 41.00 52.50 100
z-stat on difference* 6.4 3.7 8.4

5 Years
Bottom Quartile % 30.20 51.80 18.00 100
Top Quartile % 5.20 36.40 58.50 100
z-stat on difference* 18.8 8.3 21.8

10 years
Bottom Quartile % 35.00 53.50 11.50 100
Top Quartile % 2.40 30.70 67.00 100
z-stat on difference* 25.5 12.6 29.8

The final row for each panel reports a test
statistic for the difference between cell
proportions. This has a standard normal
distribution, under the null. The z-statistic on
the difference in proportions in the first
column of the first panel is 2.6, i.e. the
difference is significant at 1%. 

It used to be thought that cognitive
development could not be tested before five

The transition matrices group children by their quartile
position at each of two ages, giving a table of sixteen cells.
Because of the degree of instability in scores at these ages,
movement between adjacent cells may not be solid
evidence of genuine mobility. Perhaps more interesting are
movements from top to bottom and vice versa. Table 4,
therefore, sets out these large movements. The top panel
shows movements from the top/bottom quartile positions at
22 months and the lower panel shows movements from the
top/bottom positions at 42 months.

It might be argued that the degree of movement observed
would be affected by the over-sampling of children at risk
from foetal under-nourishment. If such children were
hindered in their early years but subsequently caught up,
mobility would be overstated in this sub-sample relative to
that in the population. On the other hand, if such children
were persistently affected, mobility might be understated.
Chi-squared tests have been applied and the results are
shown in the Table. These suggest that there is no signifi-
cant difference between the transition matrices for the full
sub-sample and those for the control group. 

Standard Errors are in brackets. Only extreme quartile cells
are reported, i.e. top and bottom quartiles. The reported
chi-squared test is a test of the difference between transi-
tion matrices of the control group and full sub-sample. The
critical level at 5% with 15 degrees of freedom is 25.0

The first row in Table 4 shows that of the 25% children

scoring lowest at 22 months, 39.9% were still in the lowest
quartile at 42 months. On the other hand, 13.7% had
entered the top quartile. By 10 years, from these sample
data, a child in the bottom quartile at 22 months would have
a probability of 0.42 of still being in the bottom quartile at 10
years and only a probability of 0.15 of reaching the top
quartile.

There is even clearer persistence of scores between 42
months and ten years, particularly in terms of the proportion
of large movements. However 10% of the bottom group at
42 months had reached the top quartile by age 10. This
emphasises the need to interpret the development indices
as signals of development and not as stronger classifying
mechanisms. Children can still catch up and overtake those
who have out-performed them early on. Nonetheless, the 22
month and 42 month scores provide a powerful guide to
subsequent performance. This is particularly the case for
the 42 month index and other experiments have shown that
the index is slightly more predictive for girls than for boys.

Our second basic question was whether the results of
these pre-school indicators are stratified by social class.
Figure 1 maps the average position of children from differ-
ent social backgrounds in the distribution of test rankings at
the four survey ages. 

Social class classifications are made here on the basis of
both parents’ occupational classification (Socio-Economic
Status, SES) at the child’s birth. No allowance is made for



their changing occupational classification over time
because it is not possible to differentiate between genuine
changes and the results of miscoding. In any case, social
class at birth provides a fairly good indicator of the material,
genetic and educational inputs that the children can be
expected to receive through childhood. 

Dotted lines represent intervals of two standard errors. The
definition of categories with sample observations is as
follows: High SES – father in professional/managerial
occupation and mother similar or registered housewife (307
obs.) Low SES – father in semi-skilled or unskilled manual
occupation and mother similar or housewife (171 obs.)
Medium SES – those omitted from the high and low SES
categories (814 obs.) Thus, children whose mothers were
housewives were categorised by the SES of fathers.

At 22 months, the difference between the average rank of
children in the top and bottom social class groups is 13
percentiles. At 10 years, the difference between top and
bottom groups is 28 percentiles. The average rank of the low
SES group falls over time, but this does not mean that actual
development has been retarded. The interpretation of this
change as one of increasing polarisation must be tempered
by the fact that the ranks are positions within the distribution
of different tests at the two ages. The findings may be
explained either by declining relative performance or by the
fact that the later tests are more effective at discriminating
between children. It may also be that the later tests assess
tasks at which children in the low SES group are less able. 

However, in a seminal 1983 paper, R.S. Wilson looked at
the IQ scores of twins between the ages of 3 months and

15 years. For identical twins, the correlation between
scores at 24 months was 0.81. For non-identical twins the
correlation was 0.73. By age 15, the correlation coefficients
were 0.88 and 0.54, respectively. Wilson argued that, as
children mature, the genetic component of performance in
the tests becomes more dominant and that, as with the
development of height, the action of the genes in this
respect is not completed until adulthood. 

The pattern of polarisation shown in Figure 1 is, therefore,
not surprising whether one tends towards a genetic or
environmental explanation. Crucially, the graph clearly
shows that, although children are already stratified by social
class in standard tests of intellectual and personal develop-
ment at 22 months, this stratification has become more
extreme by age 10 as assessed by the standard tests for
academic development appropriate at that age. There is
certainly no evidence here from the late 1970s that entry
into schooling in any way overcame the polarisation of
children’s educational achievement linked to the deepening
effects of parental background.

Figure 1, however, only shows the average rank positions of
three fixed groups of children as they matured. There is
considerable variation within the groups. This is brought out
in Figure 2, which groups children not just by their family
background but also by their 22 month quartile position. The
advantage over Figure 1 is that this shows something of the
distribution within the SES groups and so helps us see how
social class impacts on children’s developmental trajectories.

The definition of SES categories is as for Figure 1, with
medium SES children omitted. Children in the 2nd and 3rd
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Social class stratification becomes
more extreme by ten

Table 4. Selected cells from quartile transition matrices

Quartile at 42 months Quartile at 10 years
Bottom Top Bottom Top Obs

Quartile at Bottom 39.9 13.7 41.5 15.4 304
22 months (1.4) (1.0) (1.4) (1.0)

Top 10.8 43.5 13.4 34.6 306
(0.9) (1.4) (1.0) (1.4)

Chi-squared (dof=15) 2.5 8.7

Quartile at 10 years
Bottom Top Obs

Quartile at Bottom 44.8 10.1 306
42 months (1.4) (0.9)

Top 6.2 43.8 306
(0.7) (1.4)

Chi-squared (dof=15) 10.8

Notes: Standard Errors are in brackets.
Only extreme quartile cells are reported,
i.e. top and bottom quartiles. The
reported chi-squared test is a test of the
difference between transition matrices of
the control group and full sub-sample.
The critical level at 5% with 15 degrees
of freedom is 25.0
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Turnover of staff must be
kept to a minimum

Figure 1. Average rank of test scores at 22, 42, 60 & 120 months by
SES of parents
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Figure 3. Average rank of test scores at 22, 42, 60 & 120 months by
SES of parents and 42 month rank

Figure 2. Average rank of test scores at 22, 42, 60 & 120 months
by SES of parents and early rank position 



quartile at 22 months are also omitted. Standard error inter-
vals are not shown increase clarity. 

The Figure shows that having a low test ranking at 22
months does not matter decisively for a child’s future
position in the distribution unless the child has low SES
parents as well, in which case the position is unlikely to
improve greatly. Furthermore, a low SES child with a top
quartile score at 22 months is predicted to fall behind high
SES peers who had low quartile scores at 22 months. Thus,
early scores matter and low SES children are less likely to
have high early scores but even if they do they are very likely
to lose this early advantage.

This conclusion is supported by the separate transition matri-
ces of low and high SES children. Of low SES children who
were in the bottom quartile at 22 months, 60% were still
there at age 10. On the other hand, high SES children, who
happened to be in the bottom quartile at 22 months, were
more likely to be in the top quartile at 10 years than still to be
in the bottom quartile.

Does this suggest that early scores do not matter? The
answer is no for two reasons. First, as Figure 2 showed, it is
still the case that children within each of the SES groups who
are in the top quartile at 22 months score better at age 10
than children in the same SES group who were in the bottom
quartile at 22 months. At age 10, the difference is still 13
points in the distribution for the low SES group and 11 for the
high SES group. 

Second, as Table 4 showed, for the middle SES group (i.e.
the majority of children), those in the bottom quartile at 22
months are significantly more likely to get no qualifications
than children in the top quartile and significantly less likely to
get A levels or higher qualifications. For the top and bottom
SES groups, differences at 42 months strongly predict final
educational qualifications. So, in combination with the SES
factor, the pre-school scores still matter. As well as influenc-
ing early performance, family background clearly plays an
important role in determining the continued development of
children’s ability.

So early scores do matter but so does social class after early
childhood. The lesson for policy makers is clear. There is
mobility (as one would expect) after 22 or 42 months, but
upward mobility is mainly for high or medium SES children.
Low SES children do not, on average, overcome the hurdle
of lower initial attainment, combined with continued low input.
Furthermore, social inequalities appear to dominate the
apparent early positive signs of academic ability for most of
those low SES children who do well early on. 
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In answer to the questions posed at the beginning of this
article, I find that pre-school, academic development does
matter in the sense that it predicts final educational
success. However, I also find that large social effects
continue to impact on children’s development after they
have entered school. The benefits of good early develop-
ment persist but can be substantially eroded by social class
effects. 

This is a measure of the challenge facing the government in
addressing inequality through the education system. It must
intervene early to impact on these important features of
early development but even having done so it must continue
to intervene. 

The Sure-Start programme is, therefore, to be welcomed
but redistributive educational policy cannot stop at entry to
school. Research on the effects of pre-school initiatives has
shown that significant success can be had but not on the
cheap. Staff must be well paid, highly motivated and able.
The turnover of staff must be kept to a minimum. Most
importantly, the effects of programmes that start pre-school
but do not continue for at least the first two years of primary
school are likely to be transitory. It is to be hoped that Sure-
Start can reproduce the positive features of successful pre-
school programmes (on-going evaluation will report on this)
but also that it will establish a platform for the continuation
of policy into primary school. To address the social class
attainment gap, programmes must be developed that
confront the apparent disadvantages of children from low
SES families even after they have entered school. 

Leon Feinstein is Research Director at the Centre for Research
on the Wider Benefits of Learning at the Institute of Education and
a research associate in the CEP labour markets programme.

This article is based on his Discussion Paper No 404, available
from the Centre for Economic Performance. 
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by Peter Kenen

Five years
of the ECB

Peter Kenen looks back on the lessons to be learned from the

early experience of European monetary union and concludes that

it is paying too much attention to monetary aggregates.

W
hen Europe
began moving
toward monetary
union in the late
1980s, economists
turned to the theory of
optimum currency areas

as the appropriate framework for assessing its
costs and benefits. But we did not fully appreciate
the restrictive nature of the assumptions on which
that theory was based.

These assumptions were those commonly used in the early
1960s, when Robert Mundell wrote the paper that gave
optimum currency area (OCA) theory its name. We
assumed that

■ each country’s wages and prices were rigidly fixed in
domestic currency terms, so that changes in nominal
exchange rates would be fully reflected in real 
exchange rates;

■ there was no capital mobility, so that countries adopting

fixed exchanges
rates could still

pursue independent
monetary policies;

■ countries confront two
types of long-lasting

shocks: expenditure-chang-
ing shocks (i.e. exogenous

changes in consumption or investment)
and expenditure-switching shocks (i.e.

exogenous shifts of demand between home and
foreign goods).

This framework led directly to a straightforward pairing 
of exogenous shocks and policy responses. Consider a
world comprising two countries, East and West. Let 
each one begin in internal balance, which we can 
define as the highest output level consistent with long-run
price stability. Let both countries begin in external
balance, which is necessarily defined in this context 
as balanced bilateral trade, because there is no 
capital mobility.
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Let East then experience an
expenditure-raising shock – a
long-lasting increase of aggre-
gate demand. As it raises
Eastern output and imports and
thereby raises Western output, it
drives both countries away from
both internal and external
balance. But a tightening of
Eastern monetary policy can
offset this shock, restoring inter-
nal balance in each country and
external balance between them.
Hence, national monetary
policies can be assigned to
combat expenditure-changing shocks – Eastern policy to
Eastern shocks and Western policy to Western shocks.

Consider, however, an expenditure-switching shock – a
shift of expenditure from Western to Eastern goods. This
raises Eastern output, reduces Western output and causes
East to run a current account surplus. National monetary
policies are not helpful here, but a real appreciation of the
Eastern currency can offset the shock by raising the
relative price of Eastern output and switching demand
back to Western goods. Moreover, a real appreciation can
be achieved by a nominal appreciation when, as here,
goods prices are rigidly fixed in domestic currency. Hence,
exchange rate policy can be assigned to combat expendi-
ture-switching shocks.

Now suppose that East and West form a currency union by
undertaking to fix irrevocably the nominal exchange rate
connecting their currencies. Without capital mobility, the
countries can still use their monetary policies to offset
expenditure-changing shocks, but they have no way to
offset expenditure-switching shocks. Mundell pointed out,
however, that a switch of expenditure to Eastern goods
would create an excess demand for Eastern labour and an
excess supply of Western labour. If, then, labour were
perfectly mobile between the two countries, unemployed
Western workers would move to the East and thus restore
internal balance in both countries. 

In effect, labour migration would enlarge the Eastern
economy and shrink the Western economy to accommo-
date the switch in demand from Western to Eastern goods.
Furthermore, it would eliminate the imbalance in East-West
trade, restoring external balance. When workers migrate
from West to East, their demand for Western goods is
externalised; it becomes part of Eastern import demand
rather than part of Western domestic demand, raising
Eastern imports. Conversely, the migrants’ demand for
Eastern goods is internalised; it becomes part of Eastern
domestic demand, rather than part of Western import
demand, reducing Western imports.

Accordingly, Mundell concluded that perfect labour mobil-

ity would obviate the need for
exchange-rate flexibility and
that the domain of labour
mobility should, therefore, be
used to define an optimum
currency area – the set of
countries that can safely adopt
irrevocably fixed exchange
rates connecting their national
currencies.

Mundell’s analysis had
enormous influence on subse-
quent research, long after
economists had ceased to

employ the strong assumptions on which it was based. It
also influenced the European debate about the advisability
of monetary union. It drew attention, for example, to the
equilibrating role of labour mobility and thus the need for
more of it within and between EU countries, if they were to
forgo exchange-rate flexibility. 

Unfortunately, Mundell’s analysis led us to pay too much
attention to expenditure-switching shocks. For example, in
a 1969 paper I argued that industrial diversification would
contribute importantly to the optimality of a monetary union,
because it would reduce the macroeconomic effects of
industry-specific shocks, which are the shocks featured in
OCA theory as posing the gravest threat to the viability of a
monetary union. In more recent debate, Paul Krugman and
others have warned that a monetary union may become
less optimal after it is formed, because it may promote
inter-industry trade, thus reducing domestic diversification
and leaving the members more vulnerable to industry-
specific shocks. Others have argued, however, that a
monetary union may become more optimal after it is
formed, because it may promote intra-industry trade and
thereby avoid any reduction in domestic diversification.

We should have paid far more attention to another issue –
how a full-fledged monetary union can cope with expendi-
ture-changing shocks. Mundell swept this issue aside by
assuming that each country in a currency union can
continue to pursue an independent monetary policy. With
high capital mobility, however, there can be only one
monetary policy in a currency union – whether it is the
national monetary policy of a leading country in a simple
currency union, or the monetary policy of a supranational
institution like the European Central Bank (ECB) in a full-
fledged monetary union.

There is, however, a major difference between these two
regimes. It derives from the difference between their policy
domains. Consider a stylised representation of the
European Monetary System (EMS), where the monetary
policy of the German Bundesbank was mimicked by the
central banks of the other EMS countries, and suppose (as
was true) that the Bundesbank sought to maintain price

We did not fully appreciate the theory’s
restrictive assumptions
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stability in Germany without concern for the effects on
other EMS countries. Under this leader-follower regime, an
expenditure-raising shock in Germany would cause the
Bundesbank to tighten its monetary policy by an amount
that would necessarily depress economic activity in other
EMS countries. 

The reason for this is simple. An expenditure-raising shock
in Germany would raise aggregate demand in Germany by
more than it would raise aggregate demand elsewhere in
the EMS. Therefore, a tightening of Bundesbank policy
strong enough to stabilise aggregate demand in Germany
would, through its impact on its partners’ monetary
policies, actually reduce aggregate demand elsewhere in
the EMS. Conversely, an expenditure-raising shock in
another EMS country would cause the Bundesbank to
tighten its monetary policy by an amount that would not be
enough to stabilise aggregate demand in that other
country. The reasoning involved is perfectly symmetrical. 

Consider instead a stylised representation of the European
monetary union, where the ECB pursues a monetary policy
aimed at maintaining price stability in the whole euro zone,
and suppose that it does so by trying to stabilise aggregate
demand in the whole euro zone. Under this supranational
regime, an expenditure-raising shock in any single euro
zone country would cause the ECB to tighten its monetary
policy by an amount insufficient to stabilise aggregate
demand in that single country, but by too much to stabilise
aggregate demand elsewhere in the euro zone. The joint
effects of the shock and the policy response would thus
resemble the effects of an expenditure-switching shock in
Mundell’s framework – the one that raised Eastern aggre-
gate demand and reduced Western aggregate demand. To
put the same point differently, the one-sized monetary
policy of a supranational central bank can never fit all of its
members’ needs perfectly when they experience different
expenditure-changing shocks.

Nevertheless, a supranational regime is manifestly superior
to a leader-follower regime when viewed from the follow-
ers’ standpoint, because the followers experience smaller
changes in output, employment and prices than those that
they would experience under a leader-follower regime. This
is not because the supranational regime gives greater
weight to the followers’ policy preferences; different policy
preferences play no role in my story. It is because a supra-
national central bank has a union-wide policy domain,
whereas the Bundesbank, or any other national leader,
necessarily has a national policy domain.

What are the chief implications of my story? Let me
mention three.

First, the main cost of monetary union may not derive, as
we once thought, from forgoing reliance on exchange rate
changes to offset expenditure-switching shocks. It may
instead derive from forgoing reliance on national monetary

policies to offset expenditure-changing shocks, wherever
they originate and partaking instead of a monetary policy
that can never be perfectly optimal for any single member.

Second, economists may have been wrong to do what
many of us tried to do during the run-up to monetary union
– to compare the characteristics of shocks besetting sub-
national regions in a country such as the United States
with the characteristics of shocks besetting individual
European countries. The problem, of course, is that sub-
national regions in a single country necessarily partake of
their country’s single monetary policy. That policy presum-
ably reduces the amplitude of the expenditure change in
the region beset by an expenditure-changing shock, but it
can be expected to reverse the sign of the induced expen-
diture change in every other region. If, then, two regions’
expenditure-changing shocks were truly uncorrelated, the
calculated correlation obtained by conventional methods
could be strongly negative. If, instead, the regions’ shocks
were perfectly correlated, the calculated correlation could
be very low.

It follows, then, that comparisons made in the early 1990s,
which showed that European countries were further from
being an optimum currency area than were US regions,
may have been overly generous to those European
countries, because the true correlation between the US
regional shocks may have been even higher than the calcu-
lated correlations. To obtain the true correlations for the
US regions, it would have been necessary to disentangle
the shocks besetting those regions from the effects of the
monetary policy responses of the Federal Reserve System.
No one sought to do that, because OCA theory had paid
no attention to the change in the domain of monetary policy
that occurs when countries form a full-fledged monetary
union.

The third implication pertains to the need to use national
fiscal policies to cope with the imperfect fit between the
single monetary policy of monetary union and the needs of
its individual members. At one time, I believed that a
monetary union should be accompanied by some sort of
fiscal union. Indeed, my 1969 paper on OCA theory said
so and made two related points. 

First, the income-based federal tax system in the United
States cushions the effects of expenditure-switching
shocks, because it leads automatically to fiscal transfers
from households and firms in prosperous regions to house-
holds in firms in depressed regions. Second, this method
of cushioning the effects of shocks is clearly superior to
either built-in or discretionary stabilisation at the regional
level. Interregional transfers via the federal fiscal system
are not likely to have large effects on the fiscal stance of
the federal government. Therefore, they are not likely to
cause significant changes in stocks of government debt. If
instead regions or states had to conduct contra-cyclical
fiscal policies, those in depressed regions would have to

Mundell’s analysis had enormous influence
on subsequent research
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borrow and issue debt, and they might find it hard to do
that when faced with long-lasting shocks.

Today, moreover, the case for a fiscal union would be
reinforced by concerns about the expenditure-reducing
effects of an increase in government debt. If households
believe that an increase of debt today must inevitably lead
to an increase of taxes tomorrow to service the increase of
debt, they may choose to save more today and thus cut
back their spending today. If they do that, of course, they
will thereby offset some or all of the income-stabilising
impact of a state government’s deficit spending. 

A fiscal union is not essential for the effective functioning of
a monetary union. It can be helpful, however, in compen-
sating for the imperfect fit of the union’s single monetary
policy. It can do that without confronting the constraints
faced by the members’ national governments when they
attempt to use fiscal policy to stabilise aggregate demand. 

In the euro zone, of course, the responsibility for fiscal
policy will reside with the national governments for the
foreseeable future, but they must conform to the fiscal
constraints built into the Maastricht Treaty – the 3% limit
on public deficits and the 60% limit on government debt
that trigger the excessive deficit procedure. I have never
been strongly impressed with the arguments made on
behalf of those fiscal constraints – that they are required to
underpin the integrity of the euro and the operational
independence of the ECB. In fact, I have come to believe
that the rigidity of those constraints may have the perverse
effect of undermining political support for the euro. 

The political and economic rationale for the Stability and
Growth Pact is understandable, given the fiscal constraints
contained in the Maastricht Treaty. At times like these,
when governments face large expenditure-reducing
shocks, they need the latitude to run budget deficits. The
Stability and Growth Pact is aimed at giving them that
latitude by committing them to run “near to balance”
budgets over the long run. But this is surely the wrong time
for them to pursue that goal even if granted additional time
in which to reach it. 

Governments that have already adhered to the original
timetable are understandably annoyed by those that have
fallen behind. They have nevertheless to ask themselves
how their own countries’ economies would be affected if
the laggards were forced to catch up under present
circumstances. Continuing stagnation or outright deflation
in one or more of the three big countries could have very
large adverse effects on the smaller countries.  

We come now to the impact of monetary union on
economic integration in the euro zone. It was widely and
rightly agreed that monetary union would foster the integra-
tion of European financial markets. By banishing exchange
rate risk completely, it would enhance the substitutability of

the securities issued by the governments and firms of the
individual euro zone countries. It would also relax conven-
tional and prudential restrictions on cross-border holdings
of financial assets. Investors that have to limit their holdings
of foreign-currency assets can now invest freely in euro-
denominated assets, regardless of the country in which
they originate. The results have been impressive, especially
in bond markets. The broadening and deepening of those
markets has led to a large increase in bond issues, not only
by euro zone borrowers but also by foreign borrowers. 

The initial depreciation of the euro, however, suggested
that the increase in the supply of euro-denominated debt
exceeded the increase in demand resulting from the intro-
duction of the euro. Portfolio balance models predict that a
change in relative supplies of financial assets denominated
in different currencies is offset endogenously by a change
in the exchange rate connecting the relevant currencies.
An excess supply of euro-denominated debt would induce
a depreciation of the euro, which would serve to reduce
the dollar value of the stock of euro-denominated debt
relative to the dollar values of all other stocks of debt. It
would thereby eliminate the excess supply of euro-denomi-
nated debt. This is indeed the most plausible explanation of
the events that followed the introduction of the euro.

Expectations regarding the impact of monetary union on
the integration of goods markets were somewhat more
modest. Some economists, especially Barry Eichengreen,
argued that monetary union would shield the single market
from pressures for covert protection – pressures like those
that emerged after the EMS crisis of 1992-93, when there
was a large increase of exports from countries such as
Italy, whose currencies had depreciated sharply.
Furthermore, many economists argued that the introduc-
tion of the euro would promote price transparency and
thereby reduce cross-country differences in various goods
prices. But no one expected monetary union to lead to a
very large increase in trade inside the euro zone, because
few economists believed that exchange rate risk is a signifi-
cant barrier to trade.

Three years ago, however, Andrew Rose published a
paper showing that the members of a currency union trade
much more with each other than do other country pairs,
and his results have been confirmed by others. Like many
economists, I was at first critical of Rose’s results, partly
because they pertained mainly to currency unions involving
very small developing countries. Rose himself warned that
the euro zone countries might not experience a compara-
ble increase in their bilateral trade. But subsequent
research suggests that monetary union has substantially
increased trade within the euro zone. All of these results,
moreover, are thoroughly consistent with another finding –
that international trade tends to be much smaller than inter-
regional trade. In other words, national borders matter; and
the existence of national currencies may be an important
reason for that.

The key difference is between monetary domains
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The most extravagant claim for
monetary union was the promise
– or threat – that the euro would
come to rival the dollar, the main
international currency, and even
displace it eventually. To under-
stand why this claim was extrava-
gant, we have to look separately
at the various roles of the dollar in
the international monetary
system. It is especially important
to distinguish between those
roles that can change incremen-
tally, as the result of actions taken
individually by governments or
private participants in international financial markets, and
those roles that can only change discretely, as a result of
actions taken collectively or, at least, simultaneously.

There is nothing to prevent an individual central bank from
investing some of its foreign exchange reserves in euro-
denominated assets. Some Asian central banks appear to
have done that recently. They have not been switching
massively from dollars to euros, but they have apparently
been buying euros with some of their newly acquired
reserves. Nevertheless, the most recently available data
from the International Monetary Fund show little change in
the currency composition of total reserve holdings.

In 1998, industrial countries held 67% of their foreign
exchange reserves in dollar assets and 17% in
deutschemark and other euro zone currencies (the so-
called legacy currencies). Three years later, the dollar
holdings of those countries had risen to 75% of their
foreign exchange reserves, and their euro holdings were
actually smaller than their previous holdings of the legacy
currencies, amounting to only 10% of their foreign
exchange reserves. 

It can be objected, however, that this shift was a simple
arithmetic side effect of monetary union. The introduction
of the euro did not merely involve the conversion of
deutschemark holdings into euro holdings; it also involved
the exclusion thereafter of those euro holdings from the
currency reserves of the central banks of the euro system.
The Bank of France treated its deutschemark holdings as
reserve assets, but it cannot now count its euro holdings
as reserve assets. No central bank can hold its own
currency as a reserve asset. 

It is more useful to look at the currency composition of the
developing countries’ reserves, as they can count their
euro holdings as reserves and are indeed freer to optimise
the composition of their currency reserves than are the
major industrial countries.

In 1998, developing countries held 65% of their foreign
exchange reserves in dollar assets and 13% in

deutschemarks and other
legacy currencies. By 2001,
their dollar holdings had fallen
by only one percentage point,
and their euro holdings
exceeded their previous
holdings of legacy currencies
by only two percentage points.
Although there were additional
changes in 2002, I have been
told that they were not large
enough to alter the figures
significantly. 

It is equally easy for individual
investors to buy euro-denominated assets and for individ-
ual borrowers, including governments, to issue euro-
denominated debt. Some economists, like Richard Portes
and Hélène Rey, have suggested that this increase in bond
market activity could induce a major change in the
functioning of foreign exchange markets. By causing a
large increase of trading in euros, it could reduce the cost
of that trading and lead to much wider use of the euro in
the foreign exchange market. It might even lead to the use
of the euro as a so-called vehicle currency. 

What is a vehicle currency? Holders of small countries’
currencies cannot readily move directly from one such
currency to another – from, say, Mexican pesos to Korean
won. As those countries’ foreign exchange markets deal
primarily in one foreign currency, usually the dollar,
someone seeking to sell pesos for won does that by selling
pesos for dollars and then selling dollars for won. That is
the way in which the dollar serves as a vehicle currency.
The euro could therefore replace it if greater use of the
euro, due to an increase of trading in euro-denominated
assets, made trading in euros much cheaper. Thus far,
however, the introduction of the euro has not led to any
significant fall in the cost of foreign exchange trading. In
fact, the cost of dollar-euro trading rose initially, compared
with the previous cost of dollar-deutschemark trading.

It is important to note, moreover, that something more must
happen before the euro can become a widely used vehicle
currency. Foreign exchange dealers must be induced to
establish new currency markets – markets in which the
peso and won and traded directly for euros – and that
cannot be done unless there is a sufficient volume of euro
zone trade with Mexico and Korea. Otherwise, it will be
cheaper to use the dollar, not merely when moving
between the peso and won, but also when moving
between the peso or won and the euro. Bear in mind,
moreover, that no single foreign exchange dealer can
create a new currency market. Several dealers must
decide simultaneously that it makes sense to do so. That is
because each dealer relies on other dealers to engage in
the “wholesale” currency trading required for each dealer
individually to manage exchange rate exposure.    

The US federal tax system cushions the
effects of expenditure-switching shocks
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There have been some interesting changes in foreign
exchange markets. In Hungary, for example, bilateral forint-
euro trading appears to account for a larger fraction of total
currency trading than did bilateral forint-deutschemark
trading before the advent of the euro; and it also accounts
for a larger share than does forint-dollar trading. In the
Czech Republic, the share of the euro in foreign exchange
trading is not much larger than the previous share of the
deutschemark, but it is much larger than the share of the
dollar. In the Russian market, however, the dollar remains by
far the most important currency, due in part to the dominant
role of oil in Russia’s foreign trade. Like many other primary
products traded on organised commodity markets, oil is
priced in dollars. In Asia, including Japan, the dollar is still
dominant; and that is also true in Latin America, although
the market share of the euro is somewhat larger than the
previous share of the deutschemark.

In short, there is little evidence thus far of a significant
change in the functioning of foreign exchange markets
or, for that matter, the functioning of international
commodity markets.

I cannot conclude, however, without a more general
comment.

The European Central Bank has been heavily criticised for
paying too much attention to monetary aggregates, for
adopting an unduly tough definition of price stability and for
being too slow to make interest rate changes. I agree with
the critics. I am especially worried about the definition of
price stability adopted by the ECB – an inflation rate no
higher than 2% a year. It does not allow sufficiently for the
strong probability that the fast-growing euro zone
economies will experience more inflation than the more
mature economies. 

At one time, most economists believed that the adoption
of a single currency and single monetary policy would
greatly reduce and even eliminate persistent differences in
national inflation rates. We were wrong. And the differ-
ences will get bigger when the accession countries join
the euro zone.

Nevertheless, the ECB deserves admiration. In five short
years, it has created an institutional culture and has 
made the euro zone into an operational concept, not a
mere statistical construct. Those achievements have
exceeded expectation.

Peter Kenen is Walker Professor of Economics and International
Finance at Princeton University.

This article is an edited version of his Queen’s Anniversary Prize
Lecture delivered at the LSE on 18 February.
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