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Introduction

Imost a year after voting to leave the European Union the negotiations for the

UK’s departure have finally begun. Those negotiations and the exact nature of

the agreements they lead to will dominate British politics and policy making
for the years ahead. Making a success of Brexit Britain however is about far more than
the text in new international treaties.

This is partly because Brexit itself brings with it big shifts in many parts of our
national life, and indeed the lives of British firms, families and individuals that require
responses. But it is also because with or without Brexit there are wider challenges and
opportunities facing us.

Brexit and wider economic issues, some of which drove the decision to leave the EU,
look set to come together with some force in our labour market in the coming years.
Indeed, as this book sets out, the combination of these shifts mean that parts of the UK
economy are at a tipping point.

The UK economy is about to face a dual shock of big increases in the relative cost of
low paid labour and a potential reduction in the supply of it. A rising National Living
Wage (NLW), auto enrolment and other increases in business costs will overlap at the
bottom of our labour market with falling migration. Firms that have previously relied
on low-wage labour will see challenges posed to their current choice of business model.
For the sectors and firms involved that means wrestling with serious questions about
what they produce and how they produce it. For the government it means ensuring that
delivering Brexit means more than just signing the right bit of paper at the end of long
winded negotiations.

This book discusses these forces and how business and policy makers might rise
to the challenges they pose. The first chapter explains why our labour market may
have reached a tipping point, with an increase in the relative cost of low-wage labour
and afall in supply as migration levels reduce. Chapter 2 focuses on that second shift,
noting that migration levels are falling long before we formally exit the EU. Chapter
3 discusses how businesses may react to these forces, mapping the varying scope for
investment in skills and automation in different sectors. Chapter 4 turns to what the
governmentcandoto offsetanyfall inlabour supply by supportingthose furthest from
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the labour market. Chapter 5 outlines how we can tackle high levels of precarious jobs
and get our labour market ready for the new world of work, while Chapter 6 focuses on
how we canbegin to address the UK’s endemic challenge of progression out of low pay.

None of these challenges are easy to address and the temptation will be to ignore
them while the country navigates its departure from the EU. However this would be
a grave mistake. After all, it is through the labour market that many people will in
practice experience both the fact of that departure and the nature of it. For most people
the abstractions of treaties is nothing compared to the work they do and the firm they
do it in. That is why addressing the challenges and seizing the opportunities set out in
this book in tandem with the exit negotiations is central to laying the foundations for a
successful post-Brexit labour market.

David Willetts, Executive Chair of the Resolution Foundation
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End of an era?

The supply of low-wage labour is set to fall

and its price is set to rise

Torsten Bell & Stephen Clarke



End of an era?

abourmarketschange. Theycandososlowly,inthefaceofdeep-rootedstructural

trends; or quickly, following big policy moves or shifts in the economic cycle.

Even before last year’s Brexit vote the UK labour market was displaying signs
of change on all three of these of fronts: long-term wage and employment relationships
looked to be changing; a tightening labour market appeared to challenge the assumed
permanency of some trends towards insecurity; and a huge policy shift was underway
in the form of a significantly raised wage floor with the introduction of the National
Living Wage (NLW). Add in the Brexit process, and in particular the prospect of a
significant reduction in the availability of migrant labour, and the UK labour market
startstolook as though it’s approaching a potential tipping point.

Importantly, these developments appear to be concentrated towards the bottom end
of the labour market. The pay squeeze that started after the financial crisis continues
to be an issue across large parts of the earnings distribution, with the current decade
on course to be the worst for average pay growth in over 200 years.' However, as we
move down the earnings distribution we find that wages — and broader labour costs —
are bucking the trend. It is also in that part of the labour market that migrant labour is
concentrated and therefore where major post-Brexit migration policy shifts might have
most impact.

For those firms reliant on relatively low paid labour, the impact of these two shifts
will be significant: an era of seemingly limitless and relatively inexpensive low paid
labour may be coming to an end. Understanding just what this potential tipping point
might mean for firms’ business models and our nation’s labour market — rather than
worries about the arrival of robots bringing an end to the world of work - should form
the main focus of policy makers’ attention as we prepare for post-Brexit Britain.

This book aims to chart the coming change. Not because the exact impact can be
predicted, but because very different outcomes are possible on the basis of different
decisions by government and firms that engage with, and shape, our labour market.

Much has changed in the UK labour market since 2008

Digging into the changes that are underway in our labour market can save us from one of
the most common errors in public policy making: assuming that tomorrow’s battles look
just like those of today. The importance of learning this lesson was brought out clearly
by the post-financial crisis experience, which departed significantly from expectations.

In late-2008 it became clear that the UK was facing a significant recession, with
output contracting by over 2 per cent in the final quarter of that year alone. All
planning in Whitehall focused on what history told us would be the single biggest
challenge from a recession on this scale - unemployment shooting up and topping
three million, with lasting damage to the individuals concerned and the productive
capacity of the UK economy.
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Although unemployment did increase it never approached the highs recorded in the
late 1970s, and as Figure 1 shows, employment returned to its pre-crisis peak much
fasterthanin previousrecessions. Clearly this was a welcome development, notleast as
rising employmentbenefitted those onlowerincomes the most. Importantly, post-crisis
employment growth has been about more than just unwinding cyclical unemployment.
Rather, we have seen an increase in the number of people participating in the labour
market, lifting the employment rate well above its pre-crisis levels.

The widespread availability of labour has been reinforced by an even faster growthin
the number of hours worked per person. Both have been buttressed by a substantial rise
in the labour supply coming from abroad during this period; migrants have accounted
for two-thirds of the growth in employment over the past five years.

Figure 1: A tale of three recessions: 1979, 1990 & 2008

Employment rate, pre-recession peak=100 Real average weekly earnings, level at
employment's pre-recession peak=100
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Alongside the jobs ‘boom’ however, Britain has faced a post-crisis productivity and
pay ‘bust’. As the right-hand panel of Figure 1 makes clear, employees have endured an
entirely unexpected and unprecedented period of not just slowing but falling wages.
Only in Greece has the post-crisis squeeze on earnings been as dramatic.? Earnings
remain 6 per cent lower than they were in early 2008 and productivity has only grown
by 1.5 per cent in a decade, well below the 2.3 per cent annual growth experienced
before the crisis. This was something unseen in previous recessions and something
policy makers had made no preparations for.
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Policy has also been slow to catch up with the large post-crisis rise in atypical or
insecure work towards the bottom of the labour market. Since 2008 the number of
people on zero hours contracts (ZHCs) has risen significantly to 900,000, agency
workers have increased by 46 per cent, while some (but far from all) of the spectacular
growth in self-employment has certainly been at the insecure end.

Taken together then, much has changed since the financial crisis. Unforeseen though
it was in 2008, Britain has now got used to the idea that labour is available, that it is
cheap and that — at the bottom of the labour market - it is prepared to work without the
normal security of standard full-time employment.

More change is coming, thanks to a relative price
shock at the bottom end of the labour market

Yet, just as policy makers were caught out by developments after 2008, so a failure to
update our understanding of the labour market in light of more recent developments
risks meaning we misdiagnose the challenges of the coming years. In particular, shifts
atthe bottom end of the workforce could underpin profound changes in the functioning

of our labour market. Below we’ll consider .

the effect of a potential labour supply By 2020, we project that 15 per
shock associated with Brexit. But first cent of all employees will be on
we discuss the effects of a relative price the National Living Wage
shock that is already becoming apparent.

While there is no sign of an end to the UK’s overall pay squeeze,® there are good
grounds for believing that firms who employ low paid workers will face fairly fast rises
in their labour costs over the coming years.

First and foremost, the roll-out of the NLW imposes a direct cost on those hiring
workers at or near the wage floor. The NLW is set to rise much more quickly than typical
earnings over its first few years, such that its value reaches 60 per cent of median
over-25 earnings in 2020 (after which it will rise in line with typical earnings growth).
An expected real increase of 10 per cent between now and 2020 (taking it to £8.75) is
significantly more rapid than either the 3.5 per cent expected for average earnings over
the same period or the norm for the National Minimum Wage over the previous 15 years.

The scale of the impact of the NLW on relative labour costs is apparent in Figure 2. It
shows that earnings rose by between 4 and 6 per cent for the bottom 30 per cent of the
earnings distribution between April 2015 and April 2016 (the point at which the NLW
was introduced). By 2020, we project that 15 per cent of all employees will be on the
NLW, increasing the wage bill for those firms affected by £4.5 billion. Crucially, this
will represent not just an absolute cost increase for firms but a relative one too, with
employees at the bottom end of the labour market costing more relative to both higher
paid workers and to capital.
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Figure 2: Pay growth has been strong for low earners: 2015-2016
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‘We would of course expect those sectors that rely most on cheap labour to be most
affected by the lifting of the wage floor. In some industries, such as hospitality and
retail, half of all employees look set to be affected by 2020. As such, wage bills in these
sectors could rise by 3 per cent or more, as Table 1 shows. The early evidence we have
suggests that labour costs are indeed rising most rapidly in those sectors listed at the
top of Table 1. Real labour costs have risen by an average of 2.6 per cent in wholesale,
retail, hotels and restaurants since the introduction of the NLW. They have also risen
by 4 per cent in the construction sector, though given the large amount of self-em-
ployment in this sector other factors have likely played a part. By contrast they have
risen by just 0.7 per cent for the private sector overall, and have fallen in finance and
business services.*

Alongside the direct wage costs associated with the NLW, firms are also facing
higherlabour costs from other aspects of government policy — including the ramping up
of auto-enrolment pension saving and the apprenticeship levy.* These represent more
generalised costs than the NLW, but the former is likely to weigh heavier at the bottom
of'the labour market.

Since 2012, firms have been required to enrol all staff onto company pension schemes
and to contribute to them. Larger firms were first to face the obligation, but all firms
will by April 2018. The amount firms must contribute will also increase over time, from
1per cent of an employee’s earnings to 3 per cent. While firms do not have to contribute
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for those earning less than £5,876 per annum and those earning less than £10,000 or
under 22 do not have to be enrolled (but can request to be), the evidence to date is that
lower paid staff have benefited disproportionately from the move — presumably because
higher earners were much more likely to already have access to an occupational
pension scheme. For example, the number of people earning less than £300 a week and
on a defined contribution pension scheme rose by 250 per cent between 2012 and 2016,
compared with an increase of 86 per cent for those earning £500 or more.

The Department for Work and Pensions estimates that by 2019-20 employers will
have to contribute an extra £6 billion annually in pension contributions as a result of
the auto-enrolment policy. The scale of the impact is therefore likely to be equivalent
to that of the NLW.

Coming together, these various — very welcome - policies will significantly raise the
relative price of low-wage labour, compared to both higher-paid workers and the cost
of capital. The impact of this shock will be felt differently across sectors, but will bring
with it a strong incentive to think hard about how that labour is used.

The bottom end of the labour market may also be further
affected by a labour supply shock associated with Brexit

The UK’s recent jobs ‘boom’ owes something to both a rebound from the unemployment
sparked by the financial crisis and increases in participation among older workers and
other groups such as single parents. But it is also a product of sizeable increases in net
migration over the past decade. The arrival of large numbers of foreign workers has
provided a major boost to the UK’s GDP and eased a wide range of labour shortages,
both sectorally and geographically. Yet, as with costs at the bottom end of the labour
market, things look to be changing.

Currently, residents of European Union (EU) and European Economic Area (EEA)
countries can freely move to the UK. Since this right was enshrined in 1992, and particu-
larly since the A8¢ countries joined the EU in 2004, many Europeans have come to the UK
for work. Migrants from the EU and EEA account for only 7 per cent of all employment,
yet workers from the continent have become an increasingly important part of the labour
market, particularly since 2004. Since this point the number of people from the EU in work
inthe UK has increased by 1.6 million and migrants from the A8 countries have accounted
for over 60 per cent of this increase. More recently, EU migrants have accounted for a third
ofthe increase in employment since 2010.

In some sectors migrants are an even larger part of the labour force, forming a large
proportion of employees in hospitality, agriculture and a large share of domestic
workers. EU migrants form 15 per cent of employment in the food manufacturing
industry, 13 per cent of hotel employees and 9 per cent of all restaurant and bar staff.
The figures in Table 1 exclude the self-employed and so probably underrepresent the
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Table 1: Increasing costs for firms: 2016 & 2020

Increase in wage bill EU migrants as a
in 2020 as a result  share of employees
Sector of the NLW (2016)
Food and beverage service activities 8.9%
Services to buildings and landscape 8.5%
Accommodation _
Residential care activities 3.9%
Manufacture of wearing apparel 6.6%
Security and investigation activities 2.3% 3.0%
Employment activities 2.0% 5.6%
Retail trade, except vehicles 2.0% 3.8%
Crop, animal production, hunting 1.9% 7.0%
Other personal service activities 1.9% 4.1%
Gambling and betting activities 1.8% 4.5%
Manufacture of textiles 1.8% 5.1%
Manufacture of food products 1.4% -
Domestic personnel 1.3%
Manufacture of furniture 1.3% 5.9%
Social work without accommodation 1.3% 3.6%
Wholesale and retail trade 1.2% 3.0%
Sports, amusement, recreation 0.9% 3.9%
Manufacture of wood and wood products 0.8% 4.8%
Rental and leasing activities 0.8% 4.3%

Source: RF analysis of ONS, ASHE and LFS

migrant workforce in some sectors — such as construction — where self-employment is
common. Geographic concentration also means that in some parts of the country they
form an even greater part of the workforce than this.

As well as the variation across the economy, what stands out is the extent to which
many of the sectors most reliant on migrant labour are also significantly affected by
the NLW. The sectors in Table 1 will be those most affected by changes in the labour
market, they all have an above-average exposure to increases in the NLW and the
majority of them also have an above-average proportion of EU migrant employees.
Figure 3reinforces the point that many lower paying sectors will feel the dual impact of
arising NLW and falling migration. The share of EU migrants earning between £220
and £340 (£60 a week either side of full-time earnings on NLW) is 50 per cent greater
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Figure 3: EU migrants tend to cluster towards the lower part of the earnings
distribution: 2014 - 2016
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than that for natives. Around a third of EU migrants sit in this part of the distribution
compared to a fifth of natives.

Migrants have therefore played animportantrole in the country’s recent employment
boom, increasing the availability of relatively skilled, flexible labour. In some sectors
they carry out tasks that native workers cannot or do not wish to do. They have also
increased the geographical mobility of labour in the UK, further boosting effective
labour supply beyond the levels implied by the raw number of workers. This is both
because they are more mobile once they are based in the UK but also because migrants
tend to go to places that have tight labour markets in the first place.”

The impact of migration on wages is hotly debated. Our own evidence, in common
with wider work, finds no effect on wages overall but a small effect on lower paid
and lower skilled workers.? In any given year that effect is negligible and is clearly
dominated by wider shifts in productivity or employment, but over a prolonged period
itis not immaterial.

Looking to the future the combination of the decision to leave the European Union
(EU), the fact that both Labour and the Conservatives have promised to end freedom
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of movement, and a tightening labour market in many European countries means
that the years ahead are likely to bring big changes to the role of migration in the UK
labour market.

While the full impact of the Brexit vote on immigration will not be felt for many
years, there are some early signs that numbers are already easing off. Figures for
the end of 2016 shows that net migration dropped below 250,000 for the first time in
three years, National Insurance registrations for EU workers are flat, and there has
been a plateauing in those born in the EU working in the UK. While the data is not yet
suggesting a dramatic drop in EU workers, some industries have suggested that they
may soon face significant shortages."

Further reductions are likely even ahead of any major migration policy changes if the
wider European economy continues to perform strongly, the pound remains relatively
weak and uncertainty exists about EU migrants’ ability to stay in the UK long term.

In terms of the first of these factors — one that is often less discussed in the UK - the
evidence is that over the past year labour markets in Europe have begun to tighten signifi-

. cantly. This is true both in countries such
M Igrants have therefore played as Germany and other European nations
an important part in the country’s that tend to attract economic migrants, but
recent emp loyment boom also in countries used to seeing significant

emigration. Across the whole of the EU
(excluding the UK) the unemployment rate has fallen from just below 10 per cent to just
below 8 per cent, with some countries, particularly Poland and Bulgaria, experiencing a
more significant decline (Figure 4).

Given the continued strength of many European economies, further tightening in
the future is likely, however regardless of conditions in Europe, eventually Brexit will
provide the government with the policy flexibility to control immigration from the EU,
further tightening the labour supply. The Conservatives have promised a significant
reductionin migration as akey objective of the new government. The Labour party have
not committed to a specific migration target or such a significant decline in migration,
but nevertheless support the end of free movement.

The fact that lower paying sectors are currently most reliant on migrants means that
thistighteningoflabour supplywill overlap with the parts ofthe economyalready seeing
increased labour costs in the next few years. Indeed, the migrant earnings picture set
out in Figure 3 would be even more skewed towards low earners if we restricted our
analysis to temporary, or short-term migrants — those most likely to be affected by any
future changes to the country’s immigration system.

At the bottom end of the labour market, the supply shock associated with reduced
migration will therefore compound the pressures already facing firms as aresult of rising
labour costs. The implication is that firms in the most affected sectors will need to make
more significant changes to what they do or how they do it — be that replacing migrant
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Figure 4: A tightening labour market in Europe will further reduce migration
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workers with natives, substituting capital for labour or ceasing to produce certain things
—than would be warranted by the presence of either a price or a supply shock in isolation.

A tighter labour market may already be affecting the
types of jobs people are doing, if not their pay

The pressures associated with this dual shock can be expected to build over the coming
years. Yet we may already be starting to see some effects manifest themselves in the
form of amodest reversal in the trend towards atypical (or insecure) work.

Growth in insecure work over the course of the 21st century is often described as a
product of either advancing technology or people’s wish for more flexibility. The latter
is viewed as empowering, while the former is usually considered demoralising. But
both explanations are used to underpin an expectation that insecure work will simply
grow year on year. Yet we have begun to see the number of people employed in atypical
forms of work flattening out or even falling over the last 12 months.

The number of people on ZHCs reached 900,000 in early 2016, but has not risen since,
while the number of agency workers has fallen to 800,000, having hit a high of 850,000 last
year. And the share of all workers accounted for by self-employment has also started to fall
sincetheturnoftheyear - reversing apreviously consistently increasing trend. In contrast,
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End of an era?

those working full time for an employer have accounted for 97 per cent of the growth in
employment in the pastyear.

While it is obviously early days, these numbers could be consistent with a tightening
of the labour market. And to the extent that atypical working is often associated with
lower paying roles, we might speculate that today’s tightening is being felt most acutely
at the bottom end of the labour market. Indeed, in interviews with businesses we’ve
heard that some firms have responded to the introduction of the NLW by lowering their
use of ZHCs, arguing that higher labour costs necessitate the establishment of more
permanent — and higher quality - relationships with their workers."

The presence of significant numbers of atypical jobs in the post-crisis labour market
could help to explain why we haven’t yet seen impressive reductions in unemployment
drive up wages in any significant way. A lot of work has been done to try and explain this
ongoing riddle,’? with the most popular explanations highlighting subdued productivity
growth and arange of reasons for believing there could be more slack in the labour market
than the headline employment figures suggest.’* However, it may well be that the raised
level of atypical work in our economy post-crisis means that the labour market tightening
is feeding through in the first instance to changes in the types of jobs people do, rather
than their pay. That is, as workers gain more power and
employers find it harder to fill vacancies, the first thing

brin g with them a raft of that is demanded and conceded is greater security rather
changes that will impact  thanhigher pay.
the UK’s labour market It is important to recognise that the level of insecure

work remains too high in Britain today and that there
are arange of areas where labour market regulation should be changed to tackle it, as
Chapter 4 sets out. But, while recognising that fact, we need to be careful in assuming
that akey feature of our labour market is ever-rising insecurity. Firms assuming they
will simply be able to continue employing more people on such terms may well find
themselves disappointed in the years ahead. This will necesitate adjustments not just
in the contracts firms offer but in entire business models in some cases.

The times they are a-changin’

Discussions of the UK labour market have focused in recent years on the abundant
supply of cheap labour, a growing proportion of which has been prepared to work with
less security than many workers take for granted. These trends have been particu-
larly pronounced at the bottom of the labour market. But just because that story has
held in recent years, firms and policy makers shouldn’t simply assume such trends
will continue.

The next five years will bring with them a raft of changes that will impact the UK’s
labour market. We have highlighted some of the main ones that, combined, may well
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mean that we are at a tipping point when it comes to the availability and cost of low
paid labour." This represents a big change for our economy, and one we would do well
to prepare for. The changes may bring welcome pay rises for millions of people and the
opportunity to make some of our firms and sectors more productive and higher paying.
But they also carry big risks of employment shifts, labour shortages and lost output if
we get things wrong.

First and foremost, it is firms themselves that will respond to the increased cost
of low paid labour and its reduced availability - changing what they produce and
how they produce it. Quite how these employers will react is not yet clear. Focusing
solely on the cost increases associated with the initial introduction of the NLW,
our research has shown that around a third of firms raised prices, with around one
in seven firms investing more in training and around one in eight investing more in
technology.”* This may be an indication of what firms will do when faced with wider
price and supply pressures in the coming years, although over time a wider range of
adjustment strategies should be available.

But government has a clear role too. Not only because it lies behind the scale and
pace of several of the changes affecting firms, but also because the coming challenges
raise broader questions for the country at large. Despite the uncertainty created by
a hung parliament, the government owes business more clarity about the world in
which they will be operating, and should be providing an impetus to the sectors most
affected to get on with necessary adjustments.

Perhaps the most important issue that needs to be clarified soon is what the
country’s immigration system will be after we leave the EU (Chapter 2). Clarity
will allow businesses to take long-term decisions around skills and investment
(Chapter 3). Adjusting to a changing labour market also means grappling with new
challenges. In a tight labour market increasing labour supply involves supporting
those furthest from the labour market (Chapter 4), regulations and rights need to
adjust to the new world of work (Chapter 5) and the UK’s entrenched reliance on low
pay remains a problem (Chapter 6). This section has outlined the changes that the
UK economy is facing, but the rest of the book addresses the harder question of how
it canrise to the challenges created.
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The state we're in

Migrants or those born outside
the UK account for 18 per cent
of people in work and have
accounted for two-thirds of the
growth in employment over the
past five years

Nearly half of firms we polled
expect free movement to
continue or that all immigrants
with a job offer will be able to
move to the UK

Net migration has fallen to
below 250,000 for the first time
in three years

Filling in the gaps

What should we do?

The government needs to

provide a clear vision for the
country’s future immigration
system well before the point at
which the UK leaves the EU

The MAC needs greater

resources and a broader role in
deciding what skills immigration
needs to provide

A streamlined system for skilled
EU/EEA migrants, temporary
worker schemes, and more
investment in enforcement are
all likely to be needed

tis the combined effect of the shifts discussed in the previous chapter that could
I add up to a turning point in the availability and cost of labour at the bottom

of Britain’s labour market. But the certainty with which we can predict the
elements of these shifts varies significantly. The scale and pace of increases to the
National Living Wage are fairly clear right through until 2022 - even if their impact
is not. In contrast there is huge uncertainty about the other big shift coming to the
UK labour market - the pace and nature of a reduction in migration. Significant
policy uncertainty about the UK’s post-Brexit migration regime combines with the
complexity of how individuals and firms change their behaviour to make a wide range
of outcomes possible.

This chapter focuses on this uncertainty, the questions that the decision to leave
the EU raises about the UK’s approach to immigration, the implications for the labour
market, and the fact that many firms appear wholly unprepared for the way in which
immigration is likely to decline in future. This is intentionally a partial labour market
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focus, leaving aside other important debates about the public finances, public service
use and wider social impacts.

Upon leaving the EU the government will be able to impose restrictions on
immigration from the continent. The Conservatives have promised to use this
new-found freedom to significantly reduce net migration, perhaps by as much as
two-thirds from its current level. By contrast Labour have not committed to reducing
migration by any specific amount, but have promised to ‘manage’ migration and end
freedom of movement. Both parties have provided very few specific details about how
the immigration system will function after we leave the EU.

Meanwhile there are already signs that migration is falling and new research for this
publication highlights the fact that firms are woefully under-prepared for a significant

. . change. Now is therefore the time for
Migration has ebbed and flowed over ;. government to set out the future
the course of the last two decades immigration system that businesses

should be preparing to operate within.
That means going beyond generalities about lower overall numbers, or more managed
migration, to providing clarity on the time-frame for change, what types of migrants
will no longer be permitted to move to the UK and what, if any, transitional arrange-
ments will help businesses and the economy adjust. This chapter sets out some broad
principles that should be front of mind as the government seeks to change the country’s
immigration system. For the purposes of this chapter we take that change as a given,
assuming the new government is able to deliver on their policy intentions.

Migrants form a significant part of the UK labour market

These are not small issues for our labour market. Migrants' play a significant part in the
UK’s economy and labour market - in terms of scale, growth in labour supply and flexibility.

Migration has ebbed and flowed over the course of the last two decades. Change
has been driven by a number of factors including; the state of the UK’s economy, the
country’simmigration regime and the situation in other countries. Figure 1 shows that
net migration (on the left-hand axis) rose steadily from the mid-1990s, spurred by the
relative performance of the British economy and value of the pound. There was a sharp
increase after 2004 when the A8 countries joined the EU and the number of A8 workers
in the labour force rose sharply. Numbers dipped from the financial crisis until 2014,
when net migration rose to new highs until the EU referendum, following which it has
fallen. As a result of rising net migration the number of migrants in the labour force
(right-hand axis) has also risen.

The result is that today 18 per cent of all people in work were born abroad. Migrants
play an even more significant role in the growth of labour supply than in the stock;
migrants account for two-thirds of the increase in employment over the past five years.
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Figure 1: Migration and the numbers of migrants in the UK labour force
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For the size of the UK economy in aggregate these are very significant numbers. But
migration has not only increased the overall size of the UK labour force, it has also
increased its flexibility. For example it has increased the geographic mobility of our
labour force: migrants are much more likely, as much as twice aslikely in the case of EU
migrants, to move regions than natives. Furthermore migrants tend to go to parts of the
UK labour market that are tightestin the first place; migrants form between a third and
ahalf of all residents in many London boroughs. In addition, migrants respond quickly
to changes in demand; migrant populations have increased fastest in many parts of the
country that heavily rely on temporary, flexible labour.2

Readily available migrant labour, with low costs of hiring in the case of workers from
within the EU, has also played a significant role in reducing labour and skill shortages.
Itsexistence will also have affected decisions taken by firms in terms of what to produce
and what investments in capital and training are needed.

So taken together migration has meant a bigger, faster growing and more flexible
labour supply in recent years. It has also meant British firms becoming used to the
availability of plentiful, flexible labour. Given this, any significant change in migration
is likely to have a big and complex impact on our labour market.
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From current high levels it is likely migration numbers will fall in future

We believe Britain is set for just such a change. Although the scale of that change is
not yet clear it is likely that the country will see a shift in migration numbers in both
the relatively near future and more structurally following post-Brexit changes in the
migration regime.

The Conservative government’s explicit recent reaffirmation of their commitment to
reduce net migration to the tens of thousands (alongside promises in their manifesto
to increase the earnings thresholds for people wishing to sponsor migrants for family
visas and increases in the costs of employing non-EU/EEA workers), combined with
policy freedom to restrict EU and EEA migration (the Brexit White Paper stated that

. . in the future the country will control the

Net migration has al ready fallen numbers of people coming to the UK from

from a high of 335,000 to 248,000 the EU®) means that it is reasonable to

assume migration could fall significantly.

The Labour party have not committed to such asignificant reduction but have promised

to end freedom of movement, with new controls imposed on EU migration. Although

many changes will not happen until we depart the EU, the fall in the value of Sterling —

down 12 per cent in trade-weighted terms since the vote to leave the EU - and the fact

that many immigrants may perceive the UK asless welcoming or may feel unsure about
their right to remain in the country, could mean a decline comes earlier.*

Indeed as shown in Figure 1 net migration has already fallen from a high of 335,000
to 248,000. Recent data suggests that the number of EU14 and EU8 migrants in the
labour force may have plateaued but the referendum has had no discernible effect on
the numbers of Bulgarian and Romanian workers. The absolute size of changes to
date is not yet substantial, so it is not surprising that in a new mid-April 2017 survey
for this publication of around 500 firms that employ EU/EEA migrants, two-thirds
reported that they had seen no change in the number of migrants they employ. However
such evidence does not exclude the possibility that specific sectors have experienced
shortages. The agricultural sector (see Box 3), food manufacturing and the health
service have all voiced concerns that they are having trouble finding staff.s

Changes in migration will affect some sectors much more than others

If net migration falls it is likely that those sectors that are particularly reliant on
migrant labour will feel the pinch first. Table 1 shows that nearly four in ten employers
in the food manufacturing sector and a similar proportion of domestic workers were
born abroad. One in three employees in hotels, bars and restaurants are migrants with
asignificant proportion of these coming from the EU. Despite not being the focus of this
publication it is worth noting that some higher paid sectors also have sizeable migrant
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Table 1: Some industries are very reliant on migrant labour: 2014-2016

Industry Share of total employment (%)
All
EU14 EU8 EU2 RoW migrants
Manufacture of food products 4.0% 1.8%
Domestic personnel - 10.2%
Undifferentiated goods 4.2% 13.4% 35.6%
Manufacture of wearing apparel 3.1% 6.7% 0.8% 31.6%
Accommodation 11.4% - 11.6%  30.5%
Food and beverage service activities 5.4% 1.6% 18.5% 30.1%
Extraterritorial organisations 0.1% 0.0% - 29.6%
Security & investigation activities 1.5% 2.9% 0.7% 27.2%
Services to buildings and landscape 3.4% 7.4% - 11.9%  25.5%
Computer programming and consultancy - 1.6% 0.6%  18.0%  25.4%
Warehousing & support for transport 2.0% 10.9% 17% 103%  25.0%
Scientific research and development - 1.8% 07%  158%  24.6%
Land transport inc via pipelines 1.3% 3.4% 1.0% 182%  23.9%
Residential care activities 1.9% 2.8% 13%  15.3% 21.2%
Manufacture of textiles 1.9% 7.6% 0.5%  109%  20.8%

Source: RF analysis of ONS, LFS

workforces — a quarter of employees in computer programming and scientific research
were born outside the UK. Sectors with high staff turnover are likely to feel the impact
first, and this tends to be higher in lower paying sectors such as hospitality.¢

Firms appear unprepared and have unrealistic expectations
about the UK'’s future immigration system

The combination of a likely reduction in migration with heavy reliance by some firms
on such labour means that significant adjustments to ways of working are likely to be
needed in parts of our economy. Those adjustments will take time and need planning
for, but there is very little sign of that taking place (see Box 1).
Thefactthatfirmsarenotexpectingbigchangesintheshorttermmaybeunderstandable
given that changes in net migration are about the flow of migrant labour and take time
to have a sizable impact on the stock of workers. More concerning looking further ahead
however is the risk that firms may be complacent about the scale of the change coming,
with the risk that they are left disappointed and surprised by the immigration system
eventually adopted, and with insufficient time to make the transition to a new reality.
Figure 2 shows both what firms would like to happen and what they expect by way
of a post-Brexit immigration system. In terms of preferences the outer circle suggests
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1 Box 1: Are firms ready for a fall in migration?

We polled 500 business decision-
makers in firms that employed EU/
EEA migrants to find out how the fall in

migration had affected them in the past

six months and if they expected to be
affected in the next year.” We found:

of migrants they employ.

® Only a quarter of firms (26 per
cent) expect the number of EU/
EEA nationals in their workforce to
decline in the next year.

e A similar number (24 per cent)

actually expect the number to rise.
Firms are aware of the importance
of migrants to their business, but do
not expect that a fall in migration
will affect staffing levels in their firm.

* In almost half (42 per cent) of the
500 firms at least one in four staff
are migrants. The proportion is over
half in 13 per cent of firms.

® Three-quarters of firms (73 per
cent) expect that a fall in migration
would affect their business.

® In the past six months 65 per cent
have seen no change in the number businesses could be left short of staff.

There is danger that as a result few
are planning for the future and if
migration falls faster than expected

that firms will be disappointed by the commitment to end freedom of movement and
be disappointed with any system that significantly limits immigration. Two-thirds (64
per cent) would like to retain freedom of movement or move to a system where all those
with a job can migrate. The first of these has been ruled out by both parties, the second
is unlikely to be compatible with the Conservative’s target of significant reductions in
migration and may not differ much in practice from freedom of movement making it
hard to square with the Labour party’s 2017 manifesto as well.

The migration system the country chooses however should clearly not just be about
what firms would like. More concerning therefore than the fact that firms are unlikely
to get the migration system they desire, is the fact that there remains a big difference
in what firms expect from the government and what is likely to happen. The inner
circle shows that half of firms (47 per cent) expect either free movement to continue
or that all those with a job offer will be able to migrate to the UK. This is despite the
fact that both parties have ruled out freedom of movement and both indicate that
government, rather than business, will play alarger role in the immigration system in
the future. Therefore migrant-reliant firms making decisions on the basis of either of
those two outcomes are likely to underestimate the scale of change to their business
that may be required.
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Figure 2: Doomed to be disappointed? What businesses want and expect
from a future immigration system

= No changes to freedom of movement
u All those with a job offer

u Determined by industry

Inner: What do you think
likely to happen?

= Migration limited for a certain period of time
= Salary threshold

= Don't know

Base: All business decision-makers employing EU/EEA nationals (n=503)
Source: Prepared by ComRes, fieldwork 12th - 26th April 2017

The government needs to make clear what the key features
of the UK’s future immigration system are likely to be

To date too much of the debate about migration and the world of work has been
polarised between those saying any change is impossible and the government’s rhetoric
on reductions in numbers. Instead of that we need a focus on how we make whatever
regime we choose to adopt (wWhich is not the main topic of this publication) work best for
the UK labour market.

British business can function with a wide range of migration regimes, but moving
from the status quo to a very different world without unnecessary economic damage
requires both clarity on the eventual destination and time to implement changes.

To that end firms will need to adjust their, currently apparently unrealistic, expecta-
tions about the UK’s future immigration system and government needs to do more to
provide clarity about the regime they are aiming for. Designing and running a new
immigration system will be a significant bureaucratic challenge (when the current
system is already quite complex - see Box 2) taking years not months, but so are the
adjustments firms will need to make to operate in a changed labour market, meaning
changes not only to how they produce goods and services but to what they produce in
the first place. For both reasons, the sooner the broad principles are clear, the better.
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Deciding on these will be difficult, and the considerations and suggestions we
outline below focus on ensuring that disruption in the short-run is minimised and
that the eventual system best supports the UK labour market. In this respect we make
no judgement on the wider impacts of immigration, although we are aware that the
government will need to take into account other concerns, not least public opinion, and
the Brexit negotiations. The latter could be particularly important given that whatever
system we impose on EU/EEA nationals is likely to heavily affect the regime that UK
workers wishing to migrate to the EU will face and to shape elements of any eventual
free trade deal.®

Providing the skills the UK economy needs

Moving away from a world of a very large and varied pool of potential migrant labour
with relatively low hiring costs and bureaucracy, to a much more controlled system
will put significantly more pressure on government decision making and intelligence.
The Conservative party says that it wants to make the immigration system work for
sectors facing skills shortages and the Labour party have also said any future system
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should reflect economic needs. However, because the existing migration system
places relatively little pressure on our ability to judge and forecast skills shortages,
introducing a new system that allows far less easy access to migrant labour will
require further investmentin understanding what skills the UK labour market needs.
Furthermore such a system will have to cover a far larger proportion of the labour
market than it does currently; the majority of EU migrants work in occupations in
the top half of the skills distribution and so a more controlled system could involve
managing the labour market on an unprecedented scale.’

At present the majority of skilled (non-EU/EEA) migrants come to work in the UK
through the Tier 2 visa route. Of these, two-thirds come on an intra-company transfer
(ICT). The next most common route is when a firm proves that a UK resident can’t
do the job (satisfying the Resident Labour Market Test (RLMT)). Finally, fewer than
10,000 people enter each year through the shortage occupation list.

The body that currently advises government in navigating these challenges is
the Migration Advisory Committee (MAC) and its role will need to be significantly
expanded going forward. It is welcome that the government has already showed some
recognition of this need. At present the MAC assesses if an occupation should go on the
shortage list for occupations where Tier 2 visas are available. Given that the majority
of EU migrants work in skilled occupations this route is likely to have to play a much
more significant role in a post-Brexit system, where it covers EU/EEA migrants.
Smaller firms in particular who do not have access to ICTs for skilled labour will need
to look to this route.Fewer than 10,000 . .
visas are awarded through the shortage Less than one in ten firms expect a
occupation list each year and annually salary threshold to apply to EU/EEA
around 150,000 EU migrants come to migrants in future
the UK to work. Therefore it is possible
that the shortage occupation list, and other skilled immigration routes, will have to be
significantly expanded. Reassessing which occupations are likely to be on an expanded
shortage occupation list (something we discuss in more detail in the next chapter), or
how sectors are going to access the skills they need through other routes, once we leave
the EU will be a significant task for the government and the MAC.

If migration falls over the long-term, the MAC, may also need to have an expanded
remit to assess not just short term shortages but the extent to which UK workers can
be trained to fill skill shortages in future, in which sectors businesses may be able to
substitute machines for labour, and ultimately which industries will be reliant on
migrant labour indefinitely. Such a task will be a big departure from the MAC’s current
role, and would clearly require wider work with parts of government, but would be
necessary if net migration is to be significantly reduced without depriving firms - that
may not be able to change the way they operate — of the labour they need.

To reinforce wider changes that will be required beyond simply applying our existing
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non-EU migration system to labour from the EU is the fact that less than one in ten firms
expect a salary threshold to apply to EU/EEA migrants in future, yet the current system
for non-EU/EEA migrants is based on such a threshold. The current regime restricts
non-EU/EEA migration to workers that
earn at least £30,000 (often the threshold
mig rants is eXPGHSiVe and com |O|eX is higher) and only medical radiographers,
nurses, paramedics or secondary school

teacher in some subjects are allowed to earn less. In contrast currently around 27,000

At present employing non-EU/EEA

migrants work in high-skilled occupations (those in which over half of people have a
degree) but earn less than £30,000 a year. Three quarters of these work in the following
seven occupations:

» Teaching and Educational Professionals

e Nursing and Midwifery Professionals

* Business, Research and Administrative Professionals
* IT and Telecommunications Professionals

e Administrative Occupations: Records

» Health Professionals

* Public Services and Other Associate Professionals

It is likely that many of the occupations above (aside from those which already benefit
from salary exemptions) will require salary exemptions in future.

At present employing non-EU/EEA migrants is expensive and complex. Even small
firms are required to pay a minimum of £2,000 to employ someone for the first year
and £1,000 a year after that." Costs rise if someone needs to be hired at short notice,
and the government has made it clear that charges will rise significantly in future.
This also doesn’t take into account the significant costs associated with navigating the
system. The Institute of Directors claims that due to cost and complexity small firms
find it difficult to hire foreign workers." Running the system is also expensive for the
exchequer and expanding it will require significant investment.

One way to minimise both the cost to business and to the government described above
would be to have a simpler, although less controlled immigration system for EU/EEA
migrants. Two suggestions that have been proposed would be to make EU/EEA nationals
whowanted toworkin the UK apply for avisathrough asimilar systemtothatfornon-EU/
EEA nationals but one with lower thresholds (in terms of earnings, qualifications, etc).
Another approach would be to impose no restrictions on EU/EEA nationals but cap the
number that can come here to work on monthly or annual basis.’? We suggest a different
proposal; to permit migration by EU/EEA migrants with a job offer in an occupation on
the shortage list. To minimise costs this regime should make it as easy to hire needed
skilled EU migrants as possible. This would satisfy firms operating in areas where
experts have concluded there is a genuine shortage, and could be combined with MAC
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recommended time limits (perhaps dictated by the time expected to train UK workers to
fill the roles or for less labour intensive ways of working to be introduced).

Short-term, relatively low-skilled immigration

It is a fallacy that migrants can be neatly categorised into either high or low skilled.
Even amongst EU2 and EU8 migrants 30 - 40 per cent are in occupations in the top
half of the skills distribution.” Nevertheless there are some sectors that are reliant on
relatively short-term, low-skilled migration. Furthermore every year at least as many,
if not twice as many, short-term EU migrants come to the UK aslong-term ones." As we
outlined in the introduction this is the part of our labour market where the increased
costs of labour are likely to most acutely interact with shifts in labour supply via
migration changes.

The UK used to run seasonal workers schemes, in particular the Seasonal Agricul-
tural Workers Scheme (SAWS), the Sector Based Scheme (SBS) and the Tier 3 route for
unskilled migrants. However the first two were discontinued and the last never used
because it was felt that the supply of labour from the EU/EEA was sufficient. David
Metcalfe, the previous head of the MAC, has already suggested that a temporary worker
scheme could be restarted for low skilled migrants post-Brexit.

Figure 3: Agricultural firms are most likely to be satisfied with a temporary
worker scheme

Proportion of firms that want a system where EU/EEA nationals coming to work are only allowed to stay for a certain
period of time

Agriculture, forestry & fishing

Construction

Accommodation & food services

Wholesale

Retail

Business administration and support services

Food processing

Social care

Base: All business decision-makers employing EU/EEA nationals (n=503)
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Other countries operate such schemes with a number of common features; employers
needing to prove that natives cannot do the work, employers paying a charge to employ
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migrants and being responsible for ensuring their departure. In some cases employers
even need to prove that employing a migrant will not adversely affect the wages or
employment prospects for natives. It has been suggested that more sectors (other than
just agriculture and food manufacturing) could make use of such schemes once we leave
the EU. However, this could be a very challenging task. Such temporary schemes suit
agriculture, with its reliance on temporary labour and history of using gangmasters and
other intermediaries to recruit, house and manage migrants, but would be difficult for
other sectors without these features, or history of using such temporary worker schemes.

Our polling (Figure 3) showed that agricultural firms are most likely to be in favour of
such a system (see Box 3), perhaps unsurprising given that they have benefitted from one
in the past. However it is noticeable that, in general, support for such a scheme is tepid at
best, again indicating the disconnect between the migrant labour regime firms may face
and what they hope for. Once again such a system will require evidence based decisions
about which lower-paying sectors could have access to this route and for what time period,
something government is not currently set up to for. Inevitably significant lobbying
around which sectors are covered can be expected, this increases the need for a clear lead
on recommendations to come from a strong, independent institution like the MAC.

A new migration regime needs to address the
stock as well as the flow of migrant labour

Although alot of attention has been directed at what immigration system may supersede the
currentone, perhaps more important forthe UKlabour marketin the short-termistoreassure
and guarantee the rights of those migrants living

A proactive approach should lead

and working in the UK at the moment. If such

reassurance is not provided, and emigration to a better uhderstanding of
increases, then labour shortages are likely to be the skills and investment needs
far more damaging given the reliance of many of the UK labour market
firms on these workers.

Providing such guarantees is no simple task — the Institute for Government estimates
thatthis maytake manyyearsorthe hiring ofanadditional 5,000 civil servantsto process
the permanent residence claims — however until this is done it will not be possible to
introduce any new immigration system given the importance of being able to distinguish
recently-arrived EU migrants from those that have been here for some time.

A renewed focus on enforcement will be needed
A new immigration system is likely to increase the need for significant investment in

labour market enforcement, to ease the transition and ensure that migrants - many
of whom will have different rights depending on their exact migration status - have
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1 Box4: Regional immigration systems

Other countries, notably Australia and cent in the West Midlands. However
Canada, have a regional elementto  the Home Office has stated that it is
their immigration systems and there  not considering a regional approach
has been some discussion of having  to migration, such a regional system

something similar in the UK.» Our would require further investment,
survey shows that what firms want particularly in enforcement. It would
does differ by region. For example also require political support,
approximately 56 per cent of Scottish  something hindered by a lack of
firms polled want to keep freedom regional political structures in much
of movement compared to 24 per of England.

their rights respected. Once the new system is in place the need for greater levels of
enforcement will remain, both to ensure alevel playing field for businesses and to avoid
exploitation. While the migration debate includes lots of references to the border, given
that we are unlikely to start requiring EU/EEA visitors to the UK to apply for visas it is
likely that it will be the labour market that is the point of enforcement in reality.

In that context it is welcome that David Metcalf was recently appointed to be the
first Director of Labour Market Enforcement, overseeing the three bodies with a role
in enforcement of labour market standards and regulations (HMRC, Gangmasters and
Labour Abuse Authority and the Employment Agency Standards Inspectorate). In the
future these bodies will have to oversee significantly more migrants with constraints on
their right to work in the UK and so there will need to be significantly more investment
to ensure thatlabour market standards are enforced and that people do not overstay their
visas. At the moment the Home Office grants around 160,000 working visas to people
from outside the EU/EEA and their dependents per year and spends £427 million on
enforcement. Based onlong and short-term migration data we know that around 150,000
EU/EEA migrants come to the UK towork per year. Inthe future these people will require
visas and they will need to leave the country once their visas expire. The enforcement
budget will have to be significantly expanded, if not doubled.

Taking back control on migration requires a clearer vision for
what the country’s immigration policy is trying to achieve

Putting in place a new system and helping firms and the labour market adjust to it
requires a clearer sense of what we want the immigration system to achieve. One of
the big impacts of Brexit is that we are - to a great extent - able to take decisions about
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our approach to migration. But doing so requires government owning the trade-offs
inherent in any migration policy. Should firms be able to easily get the labour they need
to grow in all cases? Are there types of output we are happy to see stop being produced
inthe UK if'thatis the price of lower migration? How do we encourage firms to invest in
skills and technology, without them facing short term skills shortages?

Taking back control means the UK government will need to answer these questions
in away it hasn’t for a generation, and in a way that brings together immigration policy
with wider labour market decision making. Reinforcing the sense that there are many
more questions to be answered, the Conservative manifesto stated that the party will
help sectors suffering skills shortages and support those that are ‘strategically-im-
portant’. Aligning the system with the industrial strategy is a good idea but the devil
will be in the detail, not least which sectors are deemed to be strategically important
and by whom. Similarly the Labour party have made it clear that economic need will
inform any future immigration system and recognises that many sectors depend on
migrant labour, again though more detail is needed.

Itisnotjust government that needs thatvision as aguide, itis also amatter of urgency
given the very worrying complacency of many firms, many of whom believe that the
world is going to continue as it currently does with very little change impacting on
them. In place of that lack of preparedness for change we need business to have the
clarity that allows long term decisions on investment, training and indeed what they
produce to be taken. There may be a temptation to delay a decision on the shape of
an intended migration system given the wish for leverage in the Brexit negotiations,
however the strategic needs of the UK labour market are more important than such
tactical considerations. Furthermore a proactive approach should lead to a better
understanding of the skills and investment needs of the UK labour market at a time
when costs are rising and supply is likely to shrink at the bottom of the labour market.
Itistothisthat the next chapter turns.
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Summary of recommendations

— Skills

The MAC should have a greater role, and additional
resources, to inform decision making on the UK’s skills needs and migration.

More occupations will probably need an exemption
from the current salary threshold for skilled migration.

— Costs

We can minimise the costs of any new immigration
system by allowing migration by EU/EEA nationals with a job offer in a
shortage occupation.

New temporary worker schemes will have to be
created and, for those sectors that have no experience of using these,
support should be provided.

— Enforcement

The Home Office’s enforcement budget may need to
rise from £427 million to as much as double this.
— Rights

Need to guarantee the rights of those migrants that
currently live and work in the UK given how much the UK labour market
depends on them.
— Next steps

In the near future the new government should publish

a green paper setting out its vision for what the new immigration system
aims to achieve by the end of 2017.
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ComRes interviewed 503 business decision makers employing EU/EEA workers online between 12th and 26th April
2017. Data were weighted to be demographically representative of GB businesses by number of employees.
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A firm response

The state we're in What should we do?
Automation provides a route As part of an industrial strategy
for some sectors, including the government should
construction and retail, to adjust proactively make sectoral deals
to a changing labour market with those industries most
affected by changes at the
But UK total investment is bottom of the labour market
currently lower than the OECD — particularly those likely to

and European Union averages struggle with automation or face

severe skills shortages

The occupations facing skills

shortages could double, The government should do
providing a further spur to more to encourage firms to
change in some sectors make use of apprenticeships
of Level 3 and above and more
The proportion of adults with apprenticeships should come
access to work-based training is with nationally recognised

below the OECD average and qualifications
most training lasts less than
a week

o far we have set out significant changes that are likely to affect the bottom of
S the UK labour market in the coming years, and the difficulty firms may have
responding to those changes if they are unprepared for them — as they currently
are on migration. The next question centres on what types of responses are feasible and
desirable, once the reality of change has been recognised. Chapters 4-6 explore the role
that government can play in responding to and shaping this changing labour market,
but the subject of this chapter is the response we might expect from firms themselves.
In particular, we note that among the firms and sectors most affected by the tipping
pointofthe availability and relative price of lower paid labour, very different adjustment
strategies will be relevant. For some, the prospect of automation, far from being the
job-destroying bogeyman of much media coverage, may provide a viable adjustment
strategy to a higher productivity business model. This chapter identifies where that
may be the case, however it notes the worrying trend that many industries with the
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most to gain from increases in investment have traditionally been among the least
likely to engage in such activity.

For other firms affected by labour market shifts, the nature of the work and state of
technology means such an approach may not be viable. This is particularly concerning
in sectors that also look likely to face the most severe skills shortages. These sections
of our economy should be a key part of any industrial strategy because of the clear need
for ashared view of their future role in the UK economy between firms and government.
Changing what they produce as well as how it is produced will be important questions
going forward.

Understanding how responsesto the tipping point might vary across the UK economy
- and therefore where the biggest challenges may be — will be crucial to making sure the
country is as prepared as it can be for the change that is underway.

Some lower-skilled sectors could make significant gains from
increased automation, but investment levels are low

Economic theory, international evidence and some early indications from firms’
response to the rising National Living Wage (NLW) point to greater investment in
capital being a key route through which firms respond to a combination of rising labour
costs at the bottom end of the labour market and tightened labour supply. The financial
incentives to do so clearly rise with labour costs, while tight and very uncertain labour
supply prospects will also make the case for greater investment in capital to produce a
given level of output.

International evidence on how businesses respond to big reductions in low-paid
migration does show significant shifts towards more automation (alongside changes in
what is produced in the first place)." Domestically, this is also a message that has come
throughin our research, with two in three
firms affected by the NLW for example
same opportun ities for teChnOlOg)" taking up measures in the first six months

linked pl’Od uctivity gains to increase their productivity.2 Encourag-
ingly, athird of firms we surveyed who felt

Not all firms and sectors have the

that afall in EU migration would lead them to change the way their business is run said
that they would invest more in technology.® Such an approach would be the reverse of
one explanation for why the post-crisis fall in productivity (the so-called productivity
puzzle) has been particularly deep for the UK, where the argument runs that firms have
substituted relatively cheap and available labour for investment in capital.

However, while there is clearly appetite among some firms, the extent to which
capital investment and greater automation is a feasible response will vary hugely.
Simply put, not all firms and sectors have the same opportunities for technology-linked
productivity gains.
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To assess which sectors most affected by coming shifts to the low-paid part of the UK
labour market have the greatest potential to respond with greater automation, we can
use work showing the number of jobs that could be replaced by robots over the coming
years. These estimates — which vary from 10 per cent to 35 per cent of jobs by the early
2030s - are inevitably highly uncertain and are more typically set out as describing the
scale of the ‘threat’ posed by robots to existing workers.* However, the estimates might
also be considered to show the scale of ‘opportunity’ for automation that exists across
different industries. They provide a useful jumping off point for considering where
across the UK economy automation looks most and least likely to occur. In this chapter
we use the estimates produced by Bakhshi, Frey and Osborne, which given they suggest
more scope for automation than some of the other estimates can perhaps be thought of
as an upper-limit to what we can expect from sectors.

Figure1setsouttheresults. Amongthe sectors mostlikelytobe affected by thelabour
market shifts underpinning this book big differences are visible, with the agricultural
sector having the most significant scope for further automation and social care having
very little at all.

Figure 1: Automation

Probability of automation (>1 is above average)
Electricity & Gas
Education

Health & Social Work
Prof, Scientific

ICT

Other Services

Water supply

Real estate activities
Mining & Quarrying
Public Administration
Admin services
Transportation

Arts & Entertainment
Manufacturing

Financial & Insurance
Wholesale & Retail
Construction
Accommodation & Food
Agriculture

Source: RF analysis of Bakhshi et al, 2015
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Drilling down below the broad industrial categories depicted in the chart, we can
isolatethosesectorsthatarejudged ashavingarelatively high probability of automation
(within the top 25 of the 80 sectors) and are most affected by higher costs and lower
availability of low paid labour. We are left with a list of 11 industries that could be
particularly affected by rising labour costs and reduced access to migrant labour (see
Chapter 2), and which might be well placed to make gains via automation:

» Agriculture

* Food and drink service activities

* Postal and courier activities

* Retail trade

* Gambling and betting activities

 Printing and recorded media

» Specialised construction (electrical work, demolition, plumbing)

* Accommodation

 Construction of buildings

» Manufacturing of materials (metal, paper, plastic, textiles)

* Food manufacturing

The history of investment in the UK offers some caution about
whether these opportunities for automation will be realised

The fact that opportunities for investment in technology exist for firms considering
responses to a changing labour market is, however, only part of the answer. Firms also
have to take advantage of those opportunities.

It is therefore not encouraging that UK capital investment is low by international
standards. Gross fixed capital formation is lower than the OECD and Euro Area average
and firms account for a smaller share of total British investment than in many other
developed countries.®

Moving beyond the overall poor investment performance, sectoral level analysis
reinforcesthe scale of the change in business models and behaviour that a shift towards
capital investment in low paying sectors would mean. Figure 2 compares the estimated

. . . propensity for automation across sectors

It is not encouraging that UK capital (x-axis), with changes in investment
investment is low by international levels between 1997 and 2015 (y-axis).

standards The first thing to note is investment

in machinery and intellectual property

has fallen in many sectors, further emphasising that there may be a general dearth of

investment. Secondly there has been no strong evidence that investment over the last 20

years hasbeen any higher amongthese lower-paid, more tech-ready industries. There are

exceptions to this (agriculture) but the general picture is that some sectors have taken
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advantage of technology (finance) whereas other sectors have remained labour intensive,
including those that we are now focused on (construction and retail for example).
Although there are some sectors that buck the trend (health and social work stand out)
the wider evidence is that even in low-paying sectors where technology is available,
investment is lower than is recorded in the same sectors in other European countries.’
Even where the opportunity for greater automation exists, it will of course be for
firms in such sectors to decide themselves whether or not the tipping point associated

Figure 2: Automation and investment across UK industries

Change in machinery and IP investment per worker (1997 - 2015)
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Sources: RF analysis of Bakhshi et al, 2015, & ONS, LFS

with changes at the bottom end of the labour market is sufficient to spur them into
action. In all likelihood, normal market forces will dictate that some firms react and
progress, while others struggle to adapt.

Much bigger will be the challenge facing firms in sectors where technology has less
obvious applications, particularly where this coincides with potential labour shortages
associated with lower migration. It is to this issue that we now turn.
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The scale of challenge in different sectors will also be affected
by skills shortages that changes in migration create

Alongside investment in technology, adjusting their use of human capital is a key
partofthe response available to firms. Even ahead of the Brexit vote, UK firms voiced
concern over their access to the skills they need. In 2015, businesses reported over
200,000 skill shortage vacancies, up 43 per cent on 2013.2 Likewise, in April 2016
- just ahead of the referendum - nearly 70 per cent of firms (a record high) told the
Confederation of Business Industry that they couldn’t access enough workers with
the skills they needed.’

As discussed in Chapters 1 and 2, the process of Brexit and any associated reduction
in the supply of foreign labour is likely to compound this problem, particularly in the
short term. Hiring workers from EU/EEA countries is currently relatively straight-
forward, in contrast to the complexity involved with recruiting workers from the rest
of the world to fill skills shortages. We discussed the UK’s immigration system and
the role of the Migration Advisory Council (MAC) at length in the previous chapter,
but the focus here is on one particular part of the system, the shortage occupation list,
and what it can tell us about where firms’ might struggle most to respond to a changing
labour market.
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In order to explore which occupations are more likely to face skills shortages in the
new world of an end to free movement, we — as far as possible — can replicate the MAC’s
approach.”? In our simplified thought experiment, we remove all EU/EEA migrants
from the workforce and consider how different occupations then fare against the MAC
scoring system. Thisis of course an extreme example, but serves as auseful illustration
of the sectors which might face additional skill shortages under a tighter post-Brexit
migration regime.

In total, 50 out of 369 occupations (14 per cent) are flagged as facing shortages in our
model - almost double the current number of occupations on the MAC list. Figure 3
sets out these occupations and splits them on the basis of underlying skill level (y-axis)
and average pay (x-axis). These distinctions matter because, although we have no
indication yet from the government about how they intend to address skills shortages
within anew migration regime, lower-skilled occupations are less likely to make it onto
any future MAC shortagelist, while occupations with lower pay rates are likely to find it
harder to entice UK workers to plug any gaps, and firms in these areas will also face the
challenge of responding to a higher NLW.

Figure 3: Sectors that may face skills shortages after freedom of movement ends

Share of people with a degree in the occupation
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Health professionals .
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Notes: Wage data is from the Labour Force Survey. This is less accurate than sources such as the Annual Survey of Hours
and Earnings (ASHE), but allows us to look at pay by occupation and education.

Source: RF analysis of ONS, LFS
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We can identify three different groups of occupations from this chart. Largely
irrelevant to the focus of this piece are those in the top right that are both relatively
high-skilled and relatively high-paying. They are therefore more likely to qualify for
the shortage list (indeed some are already on the list) and meet the salary threshold.
As noted in the last chapter though, some slightly lower-paying but higher-skilled
occupations - such as teachers and graphic designers — might face more difficulties
given the current level of the salary threshold.

Shifting to asecond group in the bottom centre part of the chart - covering occupations
such as plumbers, construction workers, telecom engineers and technicians — we might

. speculate that firms relying on these
Encouragmgly' employers are aware occupations are unlikely to benefit from
that human as well as physical accesstolabour from the current non-EU/
ca p|ta| Change may be needed EEA migration regime. That means a

higher bar for a successful response to
a shifting labour market. These firms do however have scope within existing business
models to train up native workers to fill such roles, even if that has cost implications and
requires a mindset change about who the firms’ workers of tomorrow will be. Crucially,
as these occupations have pay levels above the NLW and so can offer pay progression to
workers engaging in that training who would previously have been doinglower paid work.

In contrast, those sectors in the bottom left of the chart — including sales assistants,
restaurant workers and LGV drivers — might be considered especially vulnerable
as under current rules they are unlikely to qualify for the shortage list, face wider
constraints on their ability to respond by spending on training or to compete on relative
pay given they are most affected by the fast rising NLW. As we noted above, there might
be some scope for automation, but this is not always the case. Where it is not, wider
business model shifts will have to be examined, including lowering staff numbers (with
quality effects), hiring workers from groups not previously looked to (including the
young and disabled), or trying to move to a higher-paying equilibrium to attract staff
with obvious implications for prices and profits. Some firms could also decide to stop
producing certain goods and services in the UK.

Adjusting to greater investment in human
capital will not be straightforward

By highlighting which sectors may face the most acute skills shortages or the least
opportunity to look to automation, we can start to identify where firms relying on lower
paid labour may have more difficulty adjusting to a changed labour market and where a
focus on training might be most needed.

Encouragingly, employers are aware that human as well as physical capital change
may be needed. In the survey of employers we carried out as part of this project, 34 per
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cent of firms said that, faced with a decline in EU labour, they would try to hire more
British workers. Similarly, the most popular way that firms had attempted to raise
productivity in response to the NLW was to invest in training." Such initial steps are
welcome and the government can stimulate further change by providing more clarity
about how the future migration regime might operate, and in particular how skill
shortages will be dealt with.

The worrying news for our post-Brexit world of work is that - despite positive
intentions - Britishfirmstend tounderinvestin human capital. The proportion ofadults
with access to work-based training is below the OECD average, and most training (52
per cent) lasts less than a week."* More generally, business surveys indicate the need to
upskill and retrain workers of all ages and qualification levels.'s

Perhaps more troublingly in the context of how well our skills system is set-up
to ease the load of firms responding to shifts at the bottom of the labour market, UK
skills training is unequally distributed. It tends to be undertaken primarily by those
with higher qualifications and higher pay. This is perhaps unsurprising and is partly
explained by the fact that training tends to raise wages. However, it does suggest that
those sectors that may be in most need of additional investment in human capital in the
future are the least likely to get it.

The problem is compounded by the fact that the 60 per cent of young people who do
not go onto university at age 18 face abewildering array of educational pathways. These
often do a poor job of equipping them with the skills necessary for the modern labour
market.” In short, education and training may be able to address some of the skills
shortages that the UK is likely to face in future. But this will not happen until technical
education and work-based training are actively improved.

Supporting firms contending with a labour market tipping
point means improving the domestic skills system

Inlarge partit will be for firms themselves to determine the most appropriate response
to the pressures associated with the combination of rising costs in the bottom part of
the labour market and an exogenous labour supply shock. Alongside the efforts we have
set out above that are designed to maintain a certain level of output, it’s also feasible
that firms decide to trade down on quality or simply produce less.

Ultimately we can expect marketforcestobring UK businessesto anewequilibrium
in the post-Brexit world. But government intervention could help both ease the
transition to this new equilibrium and nudge it in the direction of a higher-value
economic model.

Byway of preparing for the end of free movement, the MAC should undertake asimilar
exercise to the one we have set out above - providing an assessment of the occupations
it expects to be most affected. Once it does this, the government will be in a better place
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to provide guidance to firms about whether they can expect to access migrant labour

once the country leaves the EU. Some expansion of the shortage occupation list - given

the potential doubling in our modelling - is likely to be necessary. But it is important

that the government provides more clarity about which occupations are unlikely to

make the list. The more detail firms have, the more likely they are to make investment

decisions that take a number of years to come to fruition.

. . . There should also be a wider evaluation

The new Apprentlceshlp Levy 1S of how the new immigration system

another opportunity to increase interacts with the UK’s skills system

technical skills provision (something we discussed in more detail in

the previous chapter). This is particularly

important given that a significant expansion of the shortage occupation list may run
against the government’s target of reducing net migration to the tens of thousands.

Improving the UK skills system - especially in relation to intermediate skills and
technical education - is a big task, and one worth undertaking even in the absence of
any shift in the functioning of our labour market."” For example, there should be more
intermediate and higher-level technical provision. The Government’s Post-16 Skills
Plan and the Apprenticeship Levy provide an opportunity to do this.

The Post-16 Skills Plan set out welcome plans to streamline technical education
options for 16-19 year-olds by providing 15 new technical education routes, called
‘T-Levels’.'® Average annual teaching hours on these courses will rise to 900, up from
the 600 currently provided to this age group. In order to get these programmes right,
extrateaching will require additional funding.

In the 2017 Spring Budget the Chancellor committed additional annual funding
allocations of between £115 and £445m, as each of the courses are rolled out. In their
2017 manifesto, the Labour Party similarly proposed afunding increase, by bringing all
16-18 year old programmes in line with baseline funding for 14-16 year olds.

The new Apprenticeship Levy is another opportunity to increase technical skills
provision, but there is a danger that expansion comes at the expense of quality. At
present, 42 per cent of new apprenticeship standards are at Level 3 and in 2015/16,
only 40 per cent of completed apprenticeships were at Level 3 or higher.” This should
be helped to rise in future. In addition, more apprenticeships should offer a nationally
recognised qualification; only around two-thirds do currently.

Importantly, an increased number of higher quality options will not have the desired
effect unless people understand how to access them. The government needs to ensure
that the push to have more apprenticeships does not produce a plethora of different
standards which are difficult for prospective candidates to understand. Worryingly,
there is some evidence that this is happening; there have been 172 new apprenticeship
standards already approved and a further 218 are in development.
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Those sectors facing the most difficult transition should
be a priority for the new industrial strategy

This chapter has sketched out the kind of analysis that can start to inform a view
about which sectors face the biggest challenges in adjusting to an era of less available
and more expensive low paid labour. A recognition of those challenges would help
the government refocus its forthcoming industrial strategy on these big shifts at the
bottom of the UK labour market.

The draftindustrial strategy offers to adopt a sectoral approach with those sectors that
choosetocometogetherand ask for one. A more proactive approach would see government
identifying those sectors with the least straightforward responses to a changed labour
market, be that because of limited scope for automation or the depth of skills shortages,
and prioritising those sectors for engagement with the industrial strategy.

The industrial strategy is a good opportunity to ensure that a welcome overarching
focus on productivity growth involves boosting output in both high-skill, high-value
industries and lower-paid ones that are too often ignored in such visions but are set for
thebiggestlabour marketupheaval. Likewise,itwouldbewrongtoplacealltheemphasis
in this area on new technology, when the wider adoption of existing technology is also
key. Although UK businesses outperform those in many other developed countries,
management skills lag behind firms in countries such as the US, Japan, Germany and
Canada,* meaning there are gains to be made from the sharing of best practice and a
new focus on organisational capabilities.

This chapter has provided an indication of how different sectors may respond to a
changing labour market. In the end, the success or otherwise of firms in adjusting to
this new world will be shaped by market forces, but government has a role to play in
providing guidance as to what the UK’s immigration and skills systems will look like in
the future and in proactively helping workers and firms adjust to the changes. One area
where more action is needed - increasing engagement with the labour market - is the
focus of the next chapter.
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Summary of recommendations

— Immigration and skills

The government should commission the MAC to
model the impact that the end of free movement will have on different
sectors and occupations

The government will probably have to enlarge
the shortage occupation list — perhaps almost doubling the number of
occupations - but it should make it clear which occupations will move onto
the shortage list once freedom of movement ends

— The domestic skills system

The government should incentivise firms to make use
of apprenticeships at Level three and above

More apprenticeships should offer a nationally
recognised qualification

The government should ensure that apprenticeship
standards do not proliferate to the point where they are confusing for
firms and prospective apprentices

— Industrial strategy

The government should proactively approach those
sectors that will be most affected by the end of freedom of movement
and rising labour costs as part of its industrial strategy rather than waiting
for sectors to come forward.
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The state we're in

Employment is at a record high
of 75 per cent

Yet there is a 46 percentage
point gap in participation rates
between the best and worst
performing groups in the labour

All working together

What should we do?

Increase work allowances in
Universal Credit for single
parents and second earners to
£2,000 and £1,500 respectively;
restore work allowances for
disabled recipients to value
originally intended

market

Create a statutory ‘right to

return’ period of one year for
those absent from work due to
sickness, coupled with a rebate
on sick pay costs for firms

Progress is possible:
employment rates for single
parents, the low qualified
and older workers have risen
significantly in the past two
decades The government should
explore allowing for the partial
drawdown of the state pension,
reinstating the option to take a
lump sum, and supporting the
expansion of partial drawdown
options in private pensions

he last chapter focused on how firms might react to the changes in the labour

| market and how this would vary by sector. Firms may deal with the relative

change in the price of low-wage labour by substituting labour for machines or

taking on fewer — though perhaps more well-trained - staff. However this may not be an

option for all firms and the reduction in migrant labour will mean that they will have

to deal with a general supply shock. But we should remember that in the medium term

the domestic labour supply is far from fixed. Government has a key role in helping more

people engage with the labour market to ease the transition firms - particularly at the
lower-paying end of the labour market — face in a world of lower migration.

Whatever challenges the UK’s economy continues to face a decade on from the
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financial crisis, there can be no doubt that its headline performance on employment
has been remarkable. From a 2011 trough, the number of people in work has jumped by
more than two million, with the 16-64 employment rate seeming to reach new highs on
an almost monthly basis.

Even before the Brexit vote there was a strong case for focusing on further increasing
labour market participation in the UK, both as a key component of economic growth,
a driver of highly progressive income rises and part of the answer to how we adjust
to an ageing society. With the labour market tightening, and the prospect of lower
net migration (and therefore labour supply) from the EU, doing so is now more of an
imperative. This increasingly means bringing in workers from those groups that have
traditionally been further away from the labour market, such as older people and those
with health problems. That’s not a straightforward task and one that is unlikely to be
achieved without serious and sustained focus from government, but it is one at which
the country has enjoyed some success before.

In this chapter we consider the lessons we can learn from past policy interventions
and highlight those areas worth focusing on as we endeavour to push the country
further towards full employment as part of an approach to successfully adjust to big
shifts in our labour market.

Labour supply is tight, and getting tighter

Responding to our migration survey (discussed in Chapter 2), four in ten (38 per cent)
firmsthatemploysignificantnumbersof migrantworkerssaid thattheywouldhire more
UK nationals if the supply of migrant labour fell after Brexit. Yet the employment rate
among the UK-born population aged 16-64 is already 75.3 per cent. The unemployment
rate for this group — which captures just those out-of-work individuals who are actively
looking for a job — has returned to pre-crisis levels (Figure 1). Add in the fact that
the working-age population is about to start shrinking as large numbers of the ‘baby
boomer’ generation retire and the ease with which firms might draw in replacement
) staff without wider changes is clearly
Not all firms and sectors have open to question.
obvious opportunities for As we touched on in Chapter 2, one
technology—linked productivity gains response to any reduction in the size of
the workforce is to simply accept that we
will produce less as a country. GDP would be lower but, to the extent that the population
would also shrink, GDP per person might be sustained. However, this approach would
have implications for our public finances (all else equal, the UK’s stock of debt as a
percentage of GDP would be higher if overall GDP was lower) and doesn’t much help
individual firms looking to maintain or increase output while wrestling with the
challenges of a reduced availability of labour.
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Figure 1: Employment and unemployment for those born in the UK
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However, the extent to which capital investment and greater automation is a
feasible response will vary hugely across firms. Simply put, not all firms and sectors
have obvious opportunities for technology-linked productivity gains.

Recognising the potential constraints on labour supply, 37 per cent of those firms
saying they would recruit more UK nationals said that they would do so by expanding
their pool of applicants. At the lower paying end of the labour market this in practice
means looking to recruit workers from outside the current labour force. These firms
will be helped by one of the big drivers of changes to this part of our labour market - the
series of above-inflation increases in the wage floor associated with the development
of the National Living Wage (NLW). Higher pay, particularly in this part of the wage
distribution,should actasapull factor by raising returnstowork formanynew entrants.

But experience tells us that market forces and wage incentives alone will prove
insufficient to drive big structural increases in labour market participation. That is
reinforced by evidence that employment levels vary significantly across the UK, but
only a third of the gap between the best and worst performing areas can be attributed
to differences in the functioning of the local economies." A much larger part of the
variation can instead be explained by differing levels of engagement across groups that
we mightlabel as ‘low activity’, such as older people, single parents, people with disabil-
ities and ethnic minorities.
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Boosting employment will increasingly rest on raising
participation among ‘low activity’ groups

Figure 2 compares participation rates (that is, the proportion offering themselves up
for work, irrespective of whether they are currently employed or not) within these
‘low activity’ groups with the ‘high performer’ group. This group - comprising white,
non-single parent, highly qualified, non-disabled people - records a participation rate
that is always and everywhere above 90 per cent. It appears relatively untouched by
variation in either location or the economic cycle.

Three things are obvious from the chart. First, participation among most ‘low
activity’ groups has improved substantially over the course of the 21st century so
far, demonstrating that progress is possible. Secondly, all of these groups continue to
lag well behind the ‘high performer’ group, highlighting the scope for improvement.
Thirdly, recent experience has differed somewhat across the ‘low activity’ groups. The
most dramatic improvements can be seen for single parents and older people whereas
for other groups, in particular non-single parents, there has been less change over time.

Figure 2: ‘Low-activity’ groups have become more engaged with the labour
market over time

18-69 year old participation rate
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Notes: 2000 bars for mothers, low qualified, and single parents represent trends based on slightly different group
definitions, indexed backwards from the more recent trends. See Annex 1 of P Gregg & L Gardiner, The road to full
employment: what the journey looks like and how to make progress, Resolution Foundation, March 2016 for full details.

Source: RF analysis of ONS, LFS
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Scratching beneath the surface of these numbers, Figure 3 suggests that there is
nothinginevitable about the relatively poor performance of some groups. Each diamond
represents the employment rate for a specific group recorded across 20 sub-regions of
the UK, with wide dispersions highlighting the very different labour market outcomes
that exist across the country. Variation is particularly marked for people with disabil-
ities, single parents, mothers and ethnic minorities.

Boosting employmentrests therefore with both closinginter- andintra-regional gapsin
engagement within these ‘low activity’ groups and narrowing the distance between these
populations and the ‘high performer’ group. Previous Resolution Foundation modelling

Figure 3: Labour market outcomes for ‘low-activity’ groups vary significantly
across the country

Employment rates for different groups in 20 UK sub-regions (18-69 year olds, 2016)
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(summarised in Box 1) has concluded that the biggest gains in headline employment
numbers are likely to be made by raising participation and employment for the low-qual-
ified, older people and those with disabilities. From a policy perspective, pursuing such
goals means identifying both the common improvements that can be made across groups
and acknowledging the specific challenges faced by different parts of the population.

In the last chapter we looked at what could be done to increase human capital and in
earlier work we have outlined specific proposals to improve labour market outcomes for
younger workers and mothers.: Future research willlook at thelabour market prospects
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1 Box 1: The employment gains from geographical convergence
on ‘low activity’ performance

In order to assess where the biggest gains in terms of increased labour
market participation and employment might be derived from, Gregg

and Gardinerz undertook a modelling exercise in which they simulated
geographical convergence in labour market outcomes across each ‘low-
activity’ group. They focused on outcomes by 2020-21 against an assumed
backdrop of trend population growth, trend participation increases and
further falls in unemployment.

The convergence they modelled reflected the increase in participation and
employment associated with people in each sub-region having labour market
outcomes that were equivalent to similar people in the best two performing
parts of the country: the East and South East. Clearly employment is boosted
by convergence in each of the ‘low activity’ groups but, as the table below
shows, the biggest gains associated with reaching full employment come
from improving labour market outcomes for the low-qualified, people with
disabilities and older people.

Table 1: Reaching full employment

Full employment

Actual (2014-15) (2020-21) Gain

All 30,440 33,030 +2,590
Low-qualified 7,810 9,140 +1,330
18-29 year olds 7,030 7,630 +600
50-64 year olds 8,180 9,100 +920
65-69 year olds 750 990 +240
Single parents 1,430 1,590 +160
Non-single parent mothers 4,350 4,530 +180
People with disabilities 3,380 4,270 +890
RAMF aroiins 2310 2800 +490

Notes: For full details of modelling see P Gregg & L Gardiner, The road to full employment: what the journey looks
like and how to make progress, Resolution Foundation, March 2016

Source: RF analysis of ONS, LFS

for BAME groups. Below we focus in more detail on how we can increase labour market

participation of two of the groups where much might still be done: people with disabil-

ities and older people. But first we consider two groups where policy has already had a

marked impact in recent years — namely single parents and second earners.
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Policy success and policy threats: the UK's
experience on maternal employment

The rise in maternal employment over the last two decades is one of the key success
stories of the British labour market, setting it apart from some other advanced
economies such as the US. Between 1996 and 2016 the employment rate for (non-single
parent) mothers rose by 7 percentage points, while the single-parent rate increased by
aremarkable 23 percentage points.

Previousresearch suggests that these gains were the product of three different policy
approaches all pushing in the same direction: improved financial incentives; greater
regulation of the employment relationship; and conditionality combined with greater
engagement with employment advisors.* Going forward, there is much that we can
learn from this experience in relation to other ‘low activity’ groups. But it is important
too that we don’t row back on these existing successes. In this regard, the fact that
one element of this package - financial incentives - is being weakened is a cause for
significant concernatatimewhen changestoourlabour market make furtherincreases
in labour market participation even more crucial.

The difficulty lies with the roll-out of Universal Credit (UC). This new welfare benefit
is gradually replacing the existing tax credits system for lower income working people.
The move to a simpler benefit system is to be welcomed, but the current regime of UC
being rolled out risks shifting incentives for some groups - particularly single parents
and second earnersin couples - in away that puts past gains and future progress at risk.

Currently, single parents respond
strongly to tax credits, with large The structure of UC also threatens
numbers working precisely the 16 hours work incentives for second earners
a week that constitutes the ‘sweet spot’ in couples — often mothers
under the system. Here they receive the
maximum boost in their tax credit receipt. But the structure of UC - particularly
following a succession of budget cuts — means that this ‘sweet spot’ looks like it will
drop to 10 hours (or five depending on housing costs). Once childcare costs are added
into the mix, some single parents might conclude that it is no longer worthwhile to
work at all.

The structure of UC also threatens work incentives for second earners in couples —
often mothers — another group where the evidence is very clear that financial incentives
matter. The work allowance available to UC recipients - that is, the amount they can
earn before their UC award starts to be removed - applies at the household rather than
individual level. It is therefore typically entirely used up by the first earner in a couple,
meaning that the family sees reductions in UC support as soon as the second earner
starts to earn anything. As a result, around three in ten part-time second earners will
lose 70p to 80p of every pound earned.
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Inordertoavoidturningtheclockbackandinsteadbuild onthe employmentsuccesses
associated with tax credits, it’s imperative that UC is reformed. We’ve written in detail
on the subject before,’ about the need for higher work allowances alongside a number of
other technical but important adjustments. The success of UC and of ongoing efforts to
raise labour market participation depends on getting these details right.

Job retention as well as job entry: rising to the specific
challenges of disability and long-term health problems

If the main goal in relation to mothers and single parents is to avoid undermining past
gains,theaimforother‘lowactivity’ groupsistoreplicatethesesuccesses. Thatambition
is certainly reflected in the Conservative party’s commitment to getting 1 million more
people with disabilities into work over the next ten years. This would be a similar
number to the increase in employment we have seen over the past two-and-a-halfyears
and would take us nearly half way to reaching full employment, based on our estimates
in Table 1. But as things stand, government policy in this area is too narrowly focused
on the necessary but not sufficient (or indeed always well implemented) task of getting
people who are judged to be able to work off benefits and into a job. Figure 4 presents
an alternative perspective, showing that more people leave work for health reasons
than move into work from health-related inactivity. Moreover, exits from employment
have beenrising since 2011 and disabled people are more disadvantaged the longer they
remain out of work. Non-disabled people are three times less likely to re-enter work
if they have been out of a job for a year, whereas someone with a disability is 6.5 times
less likely to re-enter work. With this in mind, the government should increase the
emphasis it places on job retention for those suffering from health problems, alongside
. a continued focus on access to job entry.
The government should increase the For example, building on the
emphasis it places on JOb retention for success of statutory maternity leave
those Suffering from health problems and the crucial lesson that retaining
attachment to the labour force through
an existing employer is key, workers with health problems should have a new right to
return to work following a period of ill-health of up to 12 months, mirroring the right to
return for mothers after childbirth. To encourage employers to actively support people
back into work, the government should also offer a rebate on Statutory Sick Pay (SSP)
where that happens. Keeping workers in touch with the labour market could go a long
way to boosting participation among those with disabilities and long-term illnesses.
Of course, while a focus on retention is important, people should not be tied to jobs
at all cost. For those leaving employment, support, in the form of the Work and Health
programmeor otherinitiatives, needstokick-insoonerandbemoretailored. We provide
afuller outline of these and other proposals in the summary of recommendations.
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Figure 4: Exits from work because of health problems have been rising

Number giving health reasons as main reason for leaving employment in last six months (18 & over) & number in work
giving health reasons as main reason for not being in work a year ago
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Financial and non-financial incentives: keeping older
people in the labour market for longer

Finally in this chapter, we consider the particular challenges and opportunities
associated with raising employment among older people. It should be acknowledged
that this is a group for which labour market participation has been rising steadily over
time, powered by improvements in health but also the end of the default retirement
age and the raising of the state pension age.¢ Despite this, further progress is both
desirable and achievable. The labour force participation rate for workers 65 and over is
lower than the G7 average. The UK performs better for workers aged 55 to 64 although
performance is still below that of many Nordic countries, New Zealand, Switzerland,
Japan and Germany. Given that around half the workforce exits employment before
reaching state pension age, there is plenty of scope for catch up.”

There are of course crossovers with the approach that might be considered for those
with disabilities: around a fifth of those aged between 51 and 65 who leave work do so
because of health problems. But other factors are at play too.
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For example, around 15 per cent of older people are unable to work because of
caring responsibilities (compared to around 30 per cent who do not work because of
health problems). And, while health problems have been falling over time in this age
group, the impact of caring responsibilities has remained constant. The Conserva-
tives have promised to help those with caring responsibilities move into, or return to
work. In terms of the former the government could consider allowing those with caring
responsibilities make a statutory request for flexible working immediately, without
having to have been employed for 26 weeks. In terms of the latter we would welcome
a similar right to return to that which currently exists for those on maternity leave.
The Labour party are considering allowing all employees the right to request flexible
working, having promised to give all workers equal rights from the beginning of their
employment.

In other cases, older people may be discouraged from continuing in work once they
reach state pension age. To encourage people to continue working it should be easier
for those who have reached state pension age to partially draw down pension pots while
continuing to work. Auto-enrolment provides an opportunity for the government to
encourage firms to select, and pension providers to provide, schemes that allow for
partial drawdown. Leading by example the government should make it easy to partially

draw down the state pension and the
Older People may be discouraged government should reinstate the option
from continuing in work once they to defer the state pension and take a
reach state pension age lump sum (which at present cannot be
taken) plus uplift at a later point, both
of which were proposed by the Cridland Review.® Such a move would be progressive
as at present the current deferral arrangements are not very attractive for people with
low earnings. Non-financial factors are also important: of those choosing to become
self-employed after reaching state pension age the most common reason cited for doing
sois job satisfaction.?

Addressing this, more can be done to ensure that older staff have the same opportu-
nities for training and professional development as those younger than them. There
should be wider use of mid-life and later-career reviews which the evidence suggests
benefits workers as retirement age approaches.” Firms are increasingly aware of the
need torethink their approach to staffing and retention to attract and keep older workers.
Some large firms - including Barclays, Boots, Aviva and the Co-op - have set themselves
targets to employ greater numbers of older workers and are promoting flexible working."
Government has arole to play in ensuring that good practice is spread.'2
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Pushing towards full employment requires
active government involvement

The UK has made big strides on employment in recent years, but with the labour market
at something of a tipping point it is now more vital than ever that we increase partici-
pation to reduce the pressures of labour supply constraints. A tight labour market,
coupled with an ageing population and lower migration means that firms will need to
look beyond their usual pools of talent.

But big gains in employment will not arrive automatically: the government needs to
take deliberate action to help people move into, and perhaps more importantly stay in,
work. Experience teaches us that policy action in these areas can deliver significant
changes in labour market participation — benefitting both the individuals involved and
the wider economy.

Getting people into work is only the first step. Wage rises at the bottom of the labour
market will help, but for many work is still too insecure and low-quality. What was once
seen as a steadily increasing feature of the UK labour market - atypical, insecure work
- may now be plateauing, but the evidence is that a large chunk of insecurity is here to
stay. The next chapter deals with how we tackle this.
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Summary of recommendations

— Improving incentives

Increasing work allowances for single parents (to
£2,000) and introducing a work allowance for second earners (of £1,500).

Work allowances for disabled recipients should be
restored to the value originally intended, and increased in the future.

Allow for partial drawdown of the state pension and
support expansion of partial drawdown options in private pensions.

— Keeping people in work
The government should establish a disability

employment outflow reduction target.

The government should explore how it can support
those with caring responsibilities, including with promised help for carers
moving back into work following a period of caring leave.

The government should create a unified occupation
health architecture including the Fit for Work Service and Access to Work.

The government should introduce a statutory ‘right
to return’ period of one year from the start of sickness absence.

The government should offer a rebate on Statutory
Sick Pay costs to firms whose employees make a successful return to work
from long-term sickness absence within one year.

— Helping people return to work

Employment support programmes should be
available for all those with disabilities, regardless of benefit receipt.

The Fit for Work Service should have the power to
offer early referral to the Work and Health Programme for people unlikely
to return to current employment.
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‘Atypical’ day at the office

Tackling the problems of ‘atypical” work
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The state we're in What should we do?

Significant growth in ‘atypical’ Those on ZHCs working regular

work means one in seven workers hours should have a right to a

are now self-employed, while fixed-term contract after three

there are around 800,000 agency months

workers and 900,000 people on -

zero hours contracts The tax treatment of employees
and the self-employed should

While the level of insecure be equalised, as should the

work remains too high it looks benefits

to have peaked, with full-time -

employment accounting for 97 Low-pay protection should be

per cent of the jobs growth over given to some self-employed

the past year workers, with a new test of
whether a ‘reasonable’ worker

Tax incentives, worth £2,400 would earn the minimum wage

for someone costing a firm
£30,000, have driven much of
the rise in self-employment

s well as a big rise in employment the UK has also experienced a large rise
A in ‘atypical’ work in the past few years. The number of UK workers who are

self-employed, on zero hour contracts (ZHCs) or working through agencies
have all increased significantly. This shift has brought with it the benefits of flexibility
but serious downsides in lower earnings and a growing part of the workforce operating
outside the full protection of employment law.

Much ofthe debate aboutthisrisein ‘atypical’ work assumesthe growth will continue,
viewing it as driven by technological and cultural change. While technology has clearly
played a part in growth of some areas of ‘atypical’ work, not least the gig economy, the
evidence is that other factors are significant drivers.

The financial crisis, and the increase in unemployment that followed, provided the
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backdrop to recent increases in ‘atypical’ work, indicating a cyclical rather than a
purely structural trend. With the recent tightening of the labour market we now appear
to be at a tipping point, with evidence that ‘atypical’ work has plateaued or even fallen
in the past year. If low paid labour is less available and relatively more expensive then
this is likely to affect the very sectors where ‘atypical’ work is most prevalent, further
reinforcing this tipping point.

However, just as it is wrong to simply assume ‘atypical’ work will continue to grow
in a post-Brexit labour market, so is it to assume that the current high levels will
simply unwind or that the status quo is desirable. The evidence is that in places this
has become a structural feature of the UK labour market and that flaws in our tax and
employment regimes have also driven increases quite apart from the economic cycle or
valuable flexibility.

That is why government has a crucial role to play in addressing new developments
in the world of work, ensuring workers receive the protection we collectively deem
necessary while valuing genuine flexibility. Both Labour and the Conservatives are
aware of this. The ‘Taylor Review’ -
established by Theresa May in 2016 and
role to play in add ressing new reporting shortly - focuses on this issue

developments in the world of work and Labour have promised to set up a
dedicated commission to look into the

The Government has a crucial

law around employment status. The task is even more urgent in a labour market that
needs to become much more productive in its use of lower paid labour as it becomes
scarcer and relatively expensive.

In this chapter we chart the rise in ‘atypical’ forms of employment, often (and
sometimes wrongly) associated with the rise of the ‘gig’ economy, set out why this
issue still matters as growth in these forms of work starts to plateau, and examine how
policy-makers should respond.’

‘Atypical’ work has grown and looks to be here to stay

‘Atypical’ work is a term open to interpretation, but we use it here to cover those
working on ZHCs, those working for an agency or those who are self-employed (with
some overlap between these groups). These are the focus of this chapter, but clearly
are not the only forms of ‘atypical’ work, excluding, for example, ‘short-hour contracts’
guaranteeing people just a few hours a week.

Most people in the UK work as full-time employees. But numbers have shifted signifi-
cantly in recent years. Since the middle of 2008, the number of people in this position,
excluding those who work for an agency, or who say they’re on a ZHC, has increased by
just 1 per cent. Yet, as Figure 1 shows the growth in other forms of employment has been
much more rapid. The number of self-employed people has increased by 24 per cent,
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Figure 1: ‘Atypical’ work has grown significantly since the financial crisis
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Source: RF analysis of ONS, LFS

those working for an agency has increased by 46 per cent and the most dramatic increase
has been in the number of people on ZHCs which has risen by over 400 per cent. Such
increases are stark and represent a significant change to our labour market (although in
the case of those on ZHCs some of this islikely to be down to increased awareness,2with a
dramatic jump in 2013 when widespread media reporting of ZHCs began).

These trends mean that there are now 5 million self-employed workers, 900,000
people on ZHCs and 800,000 agency workers. It is important to note that there is
no typical ZHC, agency or self-employed worker. Nevertheless a look at the broad
characteristics of workers in these roles (Table 1) suggests that ZHC workers are
more likely to be women, younger and less qualified. Agency workers also tend to be
less qualified and 40 per cent are migrants. Self-employed workers are more likely to
be men, older and more qualified. Crucially, earnings tend to be lower on average in all
of these ‘atypical’ forms of work than for full-time employees, even accounting for the
different number of hours worked.
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Table 1: Typical ‘atypical’ workers

NQF Median
Level 4 gross
Female 16-29 50 - 64 and  Non-UK weekly
(%) (%) (%) above (%) (%) pay

Full-time employee 40 25 25 46 17 £712
ZHCs 54 47 20 30 20 £268
Agency workers 45 32 20 33 40 £500
Self-employed 32 10 35 43 19 £239

Notes: Pay for the self-employed is estima

Source: RF analysis of ONS, LFS

This isn't tech-led giggin
economic cycle and labo

ted using data from the Family Resources Survey (FRS)

g, but a product of the
ur market institutions

There has been much discussion of the growth of the gig economy and the role that
technology has played in changing the world of work across the globe. It certainly
provides avery visible areain which technology has driven fast growth in forms of work
that are far from full time and permanent, but the gig economy and ‘atypical’ work are

far from synonymous (Box 1).

1 Box 1: We've been gigging for a while

The ‘gig’ economy brings to mind and Pimlico plumbers) yet ‘atypical’
images of people using technology to work existed a long-time before
rent their homes, order taxis, or sell ~ anyone used an app. We've long had

their artistic wares or prog
skills. Some people engag

ramming  taxi drivers, plumbers and people
ed in these selling their crafts in local markets.

activities are in ‘atypical’ forms of Technology may have made the issue
work (the self-employed jewellery of the gig economy popular and a
designer on Etsy) others dispute their subject for discussion but it did not
employment status (Uber drivers create ‘atypical’ work.

Crucially the gig economy i

s far too small to explain the recent growth in ‘atypical’

work. Wider technology changes, along with increased desire for flexibility from some
workers, are more plausible drivers that have clearly played a structural role. But we

should be careful about seeing recent UK trends as somehow inevitable.
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Firstly that is because inferring from recent economic data that such trends are
long-term or inevitable risks missing the role of the economic cycle during the recession
and recovery from the financial crisis. As Figure 1 shows, the UK shed full-time work
during the 2008 crisis right through to 2011 as GDP fell fast and then bumped along.
Meanwhile the exceptional jobs recovery that followed and saw employment reach
record highs by late 2014 was made up of big rises in ‘atypical’ work. While economics
text books teach students that increased unemployment and labour market slack during
arecession feeds through into wages, it looks likely that in this recession it also exhibited
itself through firms feeling more able to demand, and workers being more willing to
accept, ‘atypical’ work.

Thereverseofthiscyclical effectalso comesthroughinthe morerecentdata;full-time
work for an employer has accounted for 97 per cent of the growth in employment in
the past year. As also shown in Figure 1, the past year has seen rapid rises in ‘atypical’
work come to an end. A tightening labour market, with unemployment at its lowest
levels since the 1970s and employment at record highs, may not be having the effect the
textbooksled ustobelieve on still stagnant wages. However, they may be giving workers
more bargaining power when it comes to the security of work they accept.

The second reason for doubting that global technology trends are driving the rise
in ‘atypical” work is that we have not seen the same trends in all advanced economies

Figure 2: Self-employment across the OECD

Change in self-employment as a share of total employment (2001=100)
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- especially in relation to the rise in self-employment (see Figure 2). This should
encourage us tolook at UK-specificlabour market institutions, from tax to employment
regulations.

A good starting point is the advantageous tax treatment of self-employment in
the UK. In terms of the total tax take on a person’s labour that costs a firm £30,000,
over £2,400 more is received by the exchequer for employees than the self-em-
ployed, while the tax benefit of incorporating as an owner-manager is greater still
(Figure 3).® The majority of this tax difference is driven by the lack of an equivalent
of employer National Insurance on self-employed labour which provides a very
significant incentive for firms and individuals, especially those with higher incomes,
to choose self-employment where they can. Small differences in benefit entitlements

Figure 3: The tax system favours the self-employed and company owner-managers

Tax paid on £30,000 of market income, by legal form

mincome Tax  mPersonal NICs ~ mEmployer NICs  mCorporation Tax ~ mDividend Tax

Employee

Self-employed

Company owner-manager

Company owner-manager
(with 2020-21's 17%
corporation tax rate)

£0 £2,000 £4,000 £6,000 £8,000

Notes: Based on estimated 2018-19 tax system. Employee salary is £27,400 after employer NICs.

between employees and the self-employed do not come close to justifying such a tax
differential, particularly after the introduction of the single tier state pension has
removed the single biggest such difference.

Alongside the incentives from the tax system, self-employed workers are not entitled
to the minimum wage. As the NLW increases over the next few years this incentive for
firms to choose self-employed labour will also rise.
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There are also financial incentives in employing people on ZHCs: if they do not meet the
requisite earnings thresholds staff may not have to be auto enrolled and sick pay is based on
hours worked in the past two months which may mean that ZHC workers with fluctuating
hours may not be entitled to as much as regular employees. Furthermore agency workers
can be paid less than employees (atleast for the first 12 weeks).

Addressing high levels of ‘atypical’ work
matters, even if it is no longer rising

If a tightening labour market has started to remove the recent upward pressure on
‘atypical’ work, should policy makers still care about it? The answer is a clear yes. The
sheer scale of such work remains high, it brings with it a pay penalty, it’s not clear we
have the optimal balance between flexibility for the individual and for firms, and we
now have significant uncertainty about classification of self-employed workers in
particular. Beyond the labour market there are also major public finance reasons for
not believing the status quo is sustainable.

‘While overall Britain faces a disastrous decade for pay, ‘atypical’ workers stand out
as paying a big financial price when working in this way. These pay differentials are
also not simply the product of different job specifications or of the qualification levels
of the workers concerned: ‘atypical’ workers are paid less than regular employees even
when the same kind of person is doing the same kind of job. Those on ZHCs are paid
approximately 6.6 per cent less than non-ZHC workers, while agency workers face a
‘pay penalty’ of 2.4 per cent.* The earnings of the self-employed have fallen by around
15 per cent in the past two decades, whereas pay for employees is up 14 per cent.’

Policy makerswill obviously want torecognise that desire for flexibilityisareal thing
on the part of both firms and workers, with previous surveys having suggested that
around eight in ten prefer being self-employed and a (slim) majority of those on ZHCs
not wanting to increase their hours.c However a significant minority of people would
prefer to have amore typical relationship with an employer, and the fact that somelarge
firms, including JD Weatherspoon and McDonald’s are finding it necessary to offer
more typical work as the labour market tightens points to a desire for more security.
In particular there are clearly areas where the flexibility on offer is not genuinely two
way and where the case for change is strongest. This is coming out in both legal cases
examining thelevel of control some firms are trying to exercise over workers they argue
are self-employed, and in the use of ‘zeroing down’ the hours offered to ZHC workers or
indeed such contracts being used despite someone in practice working the same hours
week in week out.

The major tax incentive towards self-employment noted above not only drives much
ofthe increase in the number that are self-employed, resulting in 5 million workers now
being largely outside of the protection of employment law, but also has a big cumulative
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effect on the public finances. By 2020-21 the exchequer will miss out on around £6
billion of National Insurance receipts annually as a result of the favourable treatment
of self-employment.”

Given this range of considerations it is welcome that we may be witnessing a
plateauing of such work as the tightening labour market encourages firms to create
more secure forms of employment. However the numbers of ‘atypical’ workers are
still too high. Alongside the impacts above, the type of work on offer also affects how
the UK adjusts to the reduction in the supply of lower paid labour that the end of free
movementis likely to bring. As the previous chapter sets out, improving the quality of
the jobs on offeris part of drawing more workers into the labour force in the first place.
Itis also one element in helping to create a more engaged and well-trained workforce
given that firms are incentivised to invest in their staff because of the lasting nature
of their relationship.

So what can be done? We focus on addressing the problems associated with ZHCs
and self-employment in what follows, with an investigation into how to respond to
the challenges facing agency workers a key part of an ongoing research project.? In
particular we will consider whether or not agency workers are losing their right to
equal treatment after 12 weeks without being fully aware that they committing to an
annual or Swedish Derogation contract. We will also seek to understand the extent to
which agency workers are churned off contracts before 12 weeks, to what extent people
are working for multiple agencies, and ultimately how such things are affecting their
rights and the benefits they receive.

Ensuring ZHCs provide genuine two way flexibility

Of all the types of ‘atypical’ work we have analysed ZHCs are associated with the
highest levels of dissatisfaction and the biggest pay penalty. Between three to four in
ten ZHC workers want to work more hours and interviews with those on ZHCs reveal
that many people have difficulties managing their finances, are afraid to demand their
employment rights and find it difficult fitting their work around other commitments.?

The argument for ZHCs rest on them providing an important part of the UK labour
market’s flexibility. For students, those with caring responsibilities or complex health
needs of their own, or those wanting . o .
to work but simply not prepared to Desire for flexibility is a real thing on
commit to given hours, such contracts the part of both firms and workers
can allow them the flexibility to vary
hours as they wish. But such flexibility must be two way to be justified. There is no
strong business case for ZHCs to be used when in practice workers are doing regular
hours week in week out and would prefer a regular contract.

We therefore recommend that after three months a worker on a ZHC doing regular
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hours should have the right to a fixed hours contract guaranteeing them the average
weekly hours worked over the previous three months. Three months is an appropriate
cut off because it would allow employers to use these contracts for holiday or temporary
workers. And crucially, because this is a right, some employees - such as bank nurses

- may well choose to continue working

on ZHCs because they provide two A worker on a zero hours contract
way flexibility. For reasons of clarity, doing regu|ar hours should have the

simplicity, and to allow people who right to a fixed hours contract
benefit from such contracts to remain on

them we favour such an approach over other suggestions of a weaker ‘right to request’ a
contract that reflects the actual hours worked, a different minimum wage rate applying
to workers on such contracts, or the outright banning of ZHCs.

Of course, as with most labour market reforms there are trade-offs, with risks that
while people could still choose to remain or start ona ZHC, abroader reductionin ZHCs
may mean that there are fewer flexible options available to those looking for work but
who do not wish to accept fixed hours. Government should assess the extent to which
this is the case and assist such workers in other ways: the last chapter provided details
on how to increase labour market participation by relatively disadvantaged groups.

Thereforms above would help addresstheissue of ZHCsinthe private sector, however
there are particular issues with ZHCs in the public sector, particularly in care. The
majority of domiciliary care workers are on ZHCs, with the move towards ZHCs in the
care sector predating the financial crisis and subsequent growth in ‘atypical’ working.'
It would be heavy-handed to ban the use of ZHCs in the public sector, but alongside the
new right recommended above there is a strong case for local authorities to procure
and commission care services with the stipulation that the majority of work is carried
out by staff not on ZHCs. It is yet to be seen if the recently announced reforms to care
funding willlead to sufficient new investment so that care providers aren’tincentivised
torely as extensively on ZHCs.

Reducing the tax incentives towards self-employment

When it comes to reforms relating to self-employment, the clear objective is to provide
a level playing field between employment and self-employment, so that individuals and
firms can choose arrangements that best reflect their needs and preferences, rather than
the tax incentives involved. We should also look again at whether low pay protection akin
tothe minimum wage can be extended, at least to sub-groups of the self-employed.

Tax action should start with the government returning to the Chancellor’s proposal
to all but equalise employee and self-employed NICs by raising Class 4 NICs to 11 - or
indeed 12 - per cent. This will raise £600 million - or £1 billion in the case of a 12 per
cent rate — a year and the change, in combination with the abolition of Class 2 NICs,
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would mean that the majority of self-employed workers will pay less NI, or none at all.

However, this would still leave a significant tax incentive towards self-employment
due to the lack of employer NICs (a 13.8 per cent tax) on self-employed labour. This is
difficult to address straightforwardly, but a first step could be to extend employer NICs,
or an equivalent levy, to cases where PAYE-registered companies use self-employed
labour (including owner-managers) - with allowance made for any input costs (such
as materials). The new requirement in the public sector that tackles bogus self-em-
ployment by moving the onus for certifying that someone is genuinely self-employed
from the individual to the organisation contracting that labour should also be extended
to the private sector, beginning with larger companies.

The government’s planned further reduction in the corporation tax from 19 per
cent to 17 per cent will further increase the incentive to incorporate. Reversing this
would be welcome, or else further increases in dividend taxation will be needed to help
offset corporation tax falls. To reduce the capital gains tax incentive for incorporating
the government could also scale back Entrepreneur’s Relief and the Annual Exempt
Amount: tax breaks that together cost £6 billion a year and no doubt explain part of the
rise of self-employed incorporation.

Strengthening the rights and benefit entitlements of the self-employed

Crucially reform of taxation for the self-employed should be part of a wider package to
further equalise not only tax treatment, but also responsibilities and rights.

With the introduction of the single tier pension the most important discrepancy
between employees and the self-employed benefit entitlement was ended. The next
step should be to offer the self-employed statutory maternity pay (SMP) and paternity
pay. Based on their current level we estimate that providing SMP to the self-employed

would cost between £9 million and £82

The next step should be to offer the

million per annum and that it would

self-em ployed statutory maternity costbetween £5 million and £18 million
pay a nd pate m ity pay per annum to provide the self-employed
with paternity pay."

There are other benefits and rights enjoyed by employees that are not available to
the self-employed such as contributory job seekers allowance (JSA), sick pay, and auto
enrolment. Previous estimates have suggested that providing the self-employed with
contributory JSA would cost around £50 million per annum,'? while doing so would
not be administratively straightforward. One way to provide contributory JSA to some
self-employed workers would be to make it available to those who have paid Class 4
NICs at or above a specific profit level (around £25,000) for two years. This would make
the contributions required similar to those for employees.

Providing statutory sick pay (SSP) to the self-employed is even more challenging,
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as it is paid by employers so the government would need to decide if it wishes to spend
public money on SSP for the self-employed. Doing so we estimate could cost as much as
£340 million - given that the self-employed are more likely to have health problems than
employees - but this figure could be higher if the system was open to more abuse than
the system for employees.”® Such a system would necessitate finding an appropriate way
to ensure that those claiming were suffering from genuine health problems. GPs may
need to play a more active role when issuing fit notes and those in receipt of SSP should
be required to take active steps (Where possible) to get back to work. Even if SSP is not
extended to the self-employed they should be allowed to access the Fit for Work Service.
Fewer self-employed people contribute to a private pension than do their employee
counterparts.”* There are financial reasons for this; affordability being the most

common reason given by the self-em- F If | q |
ployed for not contributing.® Raising ewer sell-employed people

the earnings of the self-employed (which contribute to a private pension than
have been stagnant for two decades) do their em p | oyee cou nte rpa rts
should therefore be a priority. In addition

tothis more canbe donetoincentivise saving. The behavioural barriersto contributingto
apension could also be addressed by using an opt-out system when the self-employed file
taxreturns. Those submitting their tax form online would be required to actively navigate
away from contributing to a pension if they did not wish to make similar levels of pension
contribution that are required of employees under auto-enrolment. There are challenges
with this approach, not least the selection of a pension provider. Nevertheless this is an
ideathat hasbeenfloated by anumber of organisations and merits further investigation.'
Thereis also scope for exploring if firms and platforms that rely on self-employed workers
could have to auto enrol their workers by default into pension schemes, alongside more
radical options of requiring engagers of self-employed labour to contribute directly into
pension schemes themselves via a form of levy.

A wider government package could also tackle other issues that particularly affect the
self-employed, including the problem of late or unmade payments, perhaps by drafting or
tightening laws to ensure that those using self-employed contractors pay them within a
similar timescale to employees. A number of local governments in America are bringing
in legislation that makes it illegal to not provide a contractually binding payment date
to a self-employed contractor or pay them within 30 days. The government should also
examine how the operation of the Minimum Income Floor of UC is impacting on the
self-employed in practice. The floor is calculated on monthly earnings which may not be
appropriate for the self-employed whose earnings may fluctuate more than employees.
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Clarifying employment status should not simply be left to the
courts and low pay protection extended where possible

Greaterclarityisrequiredwheretheself-employedprimarilywork forafirmorfirmsthat
exert significant control over them. There have been a number of high profile tribunal
claims recently where tribunals have decided that those working for companies - such
as Uber and Pimlico Plumbers - are not self-employed but workers. That uncertainty is
likely to remain for some time, not only because the firms are appealing these decisions
but also because they are in industries largely reliant on self-employed labour where
the courts will be asked to test other classification questions for years to come.

The Taylor Review may tackle some of these issues by looking at options for a new
statutory test for employment status. This would in practice be far from straight-
forward, but would be welcome given that we should collectively decide how to update
our employment laws for the 21st century rather than leaving the heavy lifting to
the courts alone. Some, including the Labour party, have also suggested that the law
be changed so that it assumes a worker is an employee unless an employer can prove
otherwise — switching the onus from the status quo where an individual would have
to prove to an employment tribunal that they are a worker. Such contributions are
welcome given the challenge for workers in many sectors in accessing employment
tribunals, but do not resolve areas where there is a genuine lack oflegal clarity.

Beyond questions of correct classification, it is also important to note that
low-earning individuals who are classified as self-employed are beyond the protection

o . of the minimum wage. This is a growing

Greater cla rity Is requi red where challenging as our labour market adjusts

the self-employed primarily work for  to a higher minimum wage in the years

a firm or firms that exert significant ahead. While simply extending the

control over them mlnlmu.m wage to the self-employed is

not feasible, there may be ways to extend

some elements of low pay protection to groups of the self-employed. We propose that

for subsets of the self-employed (those providing commodified labour to price-setting

platforms or firms) a test of whether a person working in a ‘reasonable’ way would

earn the minimum wage - similar to the test in the existing National Minimum Wage

regulations for workers — could be applied.”” Deciding which self-employed workers fall

into this category would require an assessment of the price-setting power of the firm.

Nevertheless this is an idea that should be considered given its potential to discourage

firms from paying very low rates to their self~employed workers, with a similar reform

having been approved by the Dutch Parliament earlier this year.'® Crucially this would

be in addition to rather than a substitute for ensuring proper employment status
classification in the first place.
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We need to strike a balance between flexibility
and security and now is the time to do so

A rising wage floor and a fall in the supply of low paid labour will mean that firms will
have to change the way that they attract, retain and get the most out of workers. In the
new world of work the productivity of the lower paid part of our workforce will come not
only from having a flexible workforce but also from having a motivated one, and making
sure that the right workers are matched to the right roles. Furthermore, to ensure that
the UK hasthe necessary supply of labour more people will need to be attracted into the
labour force by the prospect of good work.

Firms will face a new set of incentives. However government needs to create a
regulatory regime that better reflects the changing labour market, and best serves
workers and firms. In the past government has rightly focused on getting more people
into work - a crucial focus and there is more than can be done in this regard (see the
previous chapter). Public policy now needs to ensure that people can progress in work.
The problem of progression will grow increasingly acute as the wage floor rises over the
next few years, and it is to this problem that we now turn.
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Summary of recommendations

— Zero hours contracts

After three months a worker working regular hours
on a ZHC should have the right to a fixed hours contract guaranteeing
them the average weekly hours worked over the previous three months.

Local authorities should procure and commission
care services with the requirement that the majority of work is carried out
by staff on guaranteed hours contracts.

— Self-employed
The government should equalise self-employed and
employee NICs by raising Class 4 NICs.

As a first step in narrowing wider NI treatment,
employer NICs or an equivalent tax should be levied on PAYE-registered
companies that use self-employed labour (including owner-managers).

The new public sector requirement that moves the
onus for certifying that someone is genuinely self-employed from the
individual to the contracting organisation should be extended to the
private sector, beginning with larger companies.

The government should scrap plans to further lower
corporation tax, or else raise dividend taxes to offset this, and should
scale back Entrepreneur’s Relief.

Statutory Maternity Pay (SMP) should be provided to
the self-employed, costing between £9 and £82 million a year.

The government should explore if contributory JSA,
or something similar, could be available to the self-employed, perhaps for
those who have made the necessary contributions.

The government should assess if Statutory Sick Pay
(SSP) can be made available to the self-employed. Safeguards would have
to be put in place to prevent abuse.

The government should explore an opt-out system
for the self-employed that encourages the take-up of private pensions.
A test of whether a ‘reasonable’ worker would earn

the minimum wage could be used to extend low pay protection to certain
types of self-employed workers that do not control the price of their work.
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1 Many of the growing forms of employment, such as zero hours contracts (ZHCs) and agency work, have been
described as ‘precarious’. In some respects this is a good description, yet for some people, working for an agency, being
on a ZHC, or being self-employed is desirable and financially beneficial (particularly in the case of self-employment) so it

would be a misnomer to describe all these forms of work as ‘precarious’, therefore we will use the term “atypica
2 Office for National Statistics, People in employment on a zero-hours contract: Mar 2017, May 2017

3 D Tomlinson & A Corlett, A tough gig? The nature of self-employment in 21st Century Britain and policy implications,
Resolution Foundation, February 2017

4 L Gardiner, A-typical year?, Resolution Foundation, December 2016
5 A Corlett, The RF Earnings Outlook Q2 2016, Resolution Foundation

6 CD'Arcy & L Gardiner, Just the job — or a working compromise? The changing nature of self-employment in the UK,
Resolution Foundation, May 2014 & D Tomlinson, Zero-hours contracts: casual contracts are becoming a permanent
feature of the UK economy, Resolution Foundation, March 2016

7 D Tomlinson & A Corlett, A tough gig? The nature of self-employment in 21st Century Britain and policy implications,
Resolution Foundation, February 2017

8 LJudge & D Tomlinson, Secret Agents: agency workers in the new world of work, Resolution Foundation, December 2016
9 M Pennycook, G Cory & V Alakeson, A Matter of Time: The rise of zero-hours contracts, Resolution Foundation, June 2013

10V Alakeson & C D'Arcy, Zeroing In: Balancing protection and flexibility in the reform of zero-hours contracts,
Resolution Foundation, March 2014

11 We get to this figure by calculating the ratio of female self-employed workers to female employees aged 16 to 50
(0.0967). We also calculate the ratio of self-employed workers to employees reporting that they are on maternity leave
(0.0474). These figures are applied to the spend on Statutory Maternity Pay in 2015-16 (£2.3 billion) to derive upper
and lower bounds. We then adjust this to take into account the lower earnings of the self-employed using the ratio of
median weekly employee pay to self-employed pay (0.64). We then calculate what proportion of people claiming the
Maternity Allowance are self-employed (13.7 per cent according to the LFS) and apply this to the spend on Maternity
Allowance in 2015-16 (£440 million) to get £60 million. We then subtract this from our initial upper and lower estimates
to reach our final upper and lowest estimates. We use OBR data on paternity pay in 2015-16 (£100 million). We then
calculate the ratio of male self-employed workers to male employees aged 16 to 50 (0.177) and calculate the ratio of
male self-employed workers to employees reporting that they are on paternity leave (0.048). These figures are applied
to the estimated spend on Paternity Pay in 2015 (£100 million) to get an upper bound of £18 million and a lower bound
of £5 million. We have not estimated what the cost would be if self-employed couples were more likely to make use of
statutory shared parental pay than SMP, but if so this would lower the SMP estimate and increase the paternity estimate,
lowering the overall cost.

12 SKennedy & A Seely, Self-employed people and contribution-based Jobseeker’s Allowance, House of Commons
Library, July 2014

13 We calculate this figure by using the ratio of self-employed to employees (0.178) and applying it to the only
available estimate of SSP (£1.5 billion in C Black & D Frost, Health at work — an independent review of sickness absence,
Department for Work and Pensions, November 2011). We then adjust this to take into account that the self-employed
are 27 per cent more likely to suffer from health problems that affect the kind or amount of work they can do than
employees.

14 Pensions Policy Institute, PPl Response “Review of automatic enrolment — initial questions”, February 2017
15 CD'Arcy, The self-employed and pensions, Resolution Foundation, May 2015

16 House of Commons Work and Pensions Select Committee, Self-employment and the gig economy Thirteenth
Report of Session 2016-17, April 2017

17  C D'Arcy, The minimum required? Minimum wages and the self-employed, Resolution Foundation, July 2017

18  Lexology, Statutory minimum wage - for the self-employed as well, April 2017
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The state we're in

Many people already struggle to
progress out of low pay — three-
in-four low paid workers are still

there a decade later

The National Living Wage will
mean that 4.4 million employees
will be earning at, or close,

to the wage floor by 2020,
compared to 1.5 million in 2015

Universal Credit (UC) will not
solve weak financial incentives

Moving on up

What should we do?

Make progression a core part

of ongoing government policy,
in the same way that raising
employment underpins the
actions of departments beyond
the DWP

Reduce the UC taper rate to

increase the incentives for pay
progression

Trial and introduce practical
support to help people

to progress at work, many
people will keep only 25p of
each additional pound they earn

progress, including job seeking
support, skills matching and job
brokerage

overnment labour market policy has focused on two key challenges in recent

G decades: getting people into work and tackling the worst extremes of low pay.

Aswe’ve discussed elsewhere in this book, more can and should be done in both

these areas. But as the labour market moves into a new era, the country faces a third

public policy challenge: boosting the progression of low paid workers onto higher wages,
in order to prevent a growing part of the workforce being stuck on the legal minimum.

The National Living Wage (NLW) isbuilding on the success of the National Minimum

Wage and helping to reduce the scale of relative low pay in the UK. This is a big shift

for the UK labour market, not only because of the change in the relative price of low

paid labour discussed in Chapter 1, but also because it will significantly increase the

share of the workforce for whom the lower bound represents something of a going rate.
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Beyond increasing the number of people on the legal minimum, big rises in the NLW
also risk reducing incentives for workers to take on the promotions and job moves that
are essential in moving up the pay scale. That is because, with firms facing a variety
of labour cost pressures, the risk is that they opt to squeeze wage differentials in the
bottom half of the labour market. This matters for the individuals concerned but also
has wider implications for firms and national productivity, potentially undermining
jobmatching in the economy.

Building on efforts to bring more people into the labour market by focusing on full
employment (Chapter 4) and job quality (Chapter 5), in this chapter we consider what
more the government can do to boost pay progression for those already in work.

The UK's policy focus on raising employment and
tackling low pay has borne fruit in recent decades

Increasing employmentlevels and avoiding the long term unemployment and inactivity
that emerged in the 1980s has been a core focus of UK labour market and welfare policy
for the last two decades. Policy reform has included: stricter work-search requirements
and tailored practical support via Jobcentre Plus; improved financial incentives via
the tax credit and childcare systems; and labour market regulation to ensure greater
equality (such as the right to return to work for mothers). Taken together, these
initiatives have proven very successful at both supporting higher employment and
ensuring that groups previously at risk of long-term inactivity — particularly single
parents - have benefitted.

The UK’s remarkable post-crisis jobs recovery has been built on these labour market
reforms. As we noted in Chapter 1 however, pay and productivity performance has been
much poorer, with average pay not set to return to its previous peak until 2022. Yet the
squeeze has been much less pronounced at the bottom end of the labour market, with

. . minimum wage policies helping to
The UK continues to sit at the wrong protectthe pay ofthe verylowestearners.
end of the low pay Ieag ue table Indeed, as Figure 1 shows, hourly pay
growth towards the bottom (percentile
6; the percentile paid the NLW of £7.20 in 2016 and where pay is higher than 6 per cent of
all workers but lower than for 94 per cent) has consistently outpaced growth elsewhere in
the distribution (other than the very top which is not shown) since the late-1990s. Each
percentile shown represents aposition in the distribution of hourly pay for workers across
the UK: ‘p50’ relates to the median or the hourly rate of pay with 50 per cent of workers
earning more orless than the amount; ‘p90’is the point at which wages are higher than for

90 per cent of employees, but lower than for the top 10 per cent.

This period of course coincides with the introduction of the NMW in April 1999, with
large real-terms increases in the wage floor during the early-2000s also clearly visible

Work in Brexit Britain
82



Moving on up

Figure 1: Pay growth across the distribution since 1997

Indices of real-terms hourly pay in different parts of the earnings distribution: 1997 = 100 (CPIH-adjusted)
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fromthe chart. Yet despite the progress provided in terms of eradicating the extremes of
low pay, the UK’s NMW did little over time to reduce the roughly one-in-five employees
considered to be ‘low paid’ (earning less than two thirds of median pay). Interna-
tionally, the UK continues to sit at the wrong end of the low pay league table, with the
proportions earningless than two-thirds of median standing at 18 per cent in Germany,
17 per cent in Australia and just 8 per cent in Italy.

Faced with such entrenched low pay, the last government introduced a supplement
to the wage floor for those aged 25 and over from April 2016 in the form of the NLW.
As discussed in Chapter 1, its influence will grow over the next few years as its value
rises relative to typical pay. But even its initial rate provided a significant pay rise
for millions, as is clear in Figure 1. Pay at the sixth percentile of the hourly earnings
distribution jumped by 10 per cent in real-terms in 2016, compared with growth of 1.3
per cent at the median and 1.2 per cent at the 90th percentile.

A significantly higher wage floor will compress wages at the bottom
By 2020, the lifting of the value of the NLW to the equivalent of 60 per cent of median

pay among the over-24s is expected to produce a pay rise for up to six million workers
and the first significant reduction in the UK’s level of low pay in the last 30 years."
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However, its potential effects on productivity and progression are less clear.

Figure 2 shows how, once fullyinplace,the NLW islikely to affect the pay distribution
for workers over-24. Significantly increased bunching at the new floor is clearly
apparent, with roughly 8 per cent of employees over-24 expected to be earning £8.75 an
hour. In addition, we expect some spillover gains for those paid a little above the floor
increasing the total number of affected workers.

This is a major change for the UK labour market that will mean a big rise in the
number of people paid at or near the wage floor. Back in 2000 only around 2 per cent of
the workforce (400,000 employees) were on or near the legal minimum (within 1 per

Figure 2: Decreasing returns to progression from low pay compression
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cent of it). Even before the introduction of the NLW that figure had already substan-
tially risen to reach 6 per cent (1.5 million) by 2015. It is now set to almost triple to 15
per cent (4.4 million) of all employees by 2020.

Insome sectorsandregions of our economy the impact of the wage floor and the risk of
wage compression will be even more significant. In wholesale and retail the proportion
of the workforce paid at the NLW by 2020 is expected to exceed one in four (27 per cent),
while the figure for agriculture and fishing is 24 per cent. However, the greatest effect
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Figure 3: Increasing the share of the workforce paid at or near the wage floor
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is expected within the accommodation and food services sector where the already high
one in four workers (25 per cent) paid at the wage floor is expected to rise to almost one
intwo (45 per cent). Such variation is also a factor geographically. In some regions, such
as the East Midlands and Wales, a fifth of workers are expected to be on the wage floor
by 2020, rising from 8 and 7 per cent respectively.

A growing share of our workforce being on the legal
minimum raises new progression challenges

Why does it matter if the general level of pay received by lower earners is so much
higher than it would otherwise be and we see a very welcome reduction in overall pay
inequality in Britain? The answer lies within the dynamic nature of the labour market.

Earning relatively little — whether just below or just above the official ‘low pay’ line
- is clearly less of a problem for those for whom it is a staging post on the way to higher
earnings. But a lack of progression from low pay was already a problem in Britain before
the introduction of the NLW. For too many workers, low pay is a lasting norm. Previous
Resolution Foundation research has shown that three-quarters of low paid employees
are still in low pay a decade later.2 Key factors to escaping this position include moving
job, consistently remaining in employment and obtaining a degree. However, as we move
into anew era for the labour market, the first appears to be occurring less frequently than
it used to and the wage returns associated with the second and third have been falling.?
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Further compression of the pay scale could make it harder still to move away from the
wage floor, with important rungs in the payladder effectively stripped out. To the extent
that narrower pay differentials reduce the returns associated with taking on additional
responsibilities following promotion or a job change, the higher wage floor might also
act as an unintended disincentive to progression.* Likewise, wage compression could
reduce the signalling effect associated with wages. This would mean reduced labour
mobility, with workers less likely to move into roles that best match their talents, and
negative implications for aggregate productivity.

Of course, the flip side to this is that the lifting of the wage floor could serve as a spur
to productivity gains. As we have discussed throughout this book, increases in labour
The lifti fth costs towards the bottom end of the labour market

e litting of the wage should be providing firms with a clear incentive to
floor could serve as a invest in technology and human capital in order to
spur to pI’Od UCtiVity ga iNns boostoutputperhour worked. Butthe factthatfirmsare

facing a number of labour market challenges simulta-

neously - including auto-enrolment roll-out, the introduction of the apprenticeship

levy and alabour supply shock following the EU referendum - means that one potential

response is to meet extra costs at the bottom end of the workforce by squeezing pay and
conditions in the middle of the distribution.

Government can clearly help in this area — both in terms of reviewing the interaction

between pay and welfare and in terms of practical career progression support services.

At the very least, government should take this growing issue seriously as a major new

challenge for our labour market and avoid making things worse — something that
current policy direction is in danger of doing.

Creating the right incentives to progress

The current (though soon to be superseded by Universal Credit (UC)) tax credit regime
has shortcomings, but played an important role in both raising the incomes of families
with children and increasing employment since it was developed in the early-2000s. A
strong financial incentive to enter work (in the form of an additional in-work payment
for recipients once they meet an ‘hours rule’ requirement for certain hours of work
per week) has helped boost employment. Single parents in particular have responded
strongly, with significant numbers working precisely the 16 hours a week required to
achieve the extra payment.®

The next natural step for welfare reform to take, that of supporting people to move into
full-time work and to progress, started to be trialled in the mid-2000s. This came in the
form ofthe Employment Retention and Advancement (ERA) initiative akey part of which
comprised time-limited payments conditional on people remaining in full-time work

These moves took abackseat with the onset of the financial crisis, but need restarting
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now in reaction to the changes that are underway in our labour market. The good news
is that we can be fairly confident that a mix of incentives, conditions and support for
those in work can have an impact. Indeed recent findings from one part of the ERA
trials, in which single parents entering work were paid a time-limited credit if they
remained in full-time work for a specific period of time, showed that those in the trial
were not only more likely to work but to work full-time, rather than part-time, hours. It
was not just the size, but the shape of incentive that proved important to its success.¢

Future government action to support progression will take place in the context of
the new benefits system — Universal Credit. UC remains a vehicle for possible radical
reform, with its key objective of combining six different benefits into one, potentially
offering big gains in terms of simplicity and in easing the transition into work. We
discussed how incentives in UC can be improved for people entering work in Chapter
4 — including ensuring that we do not see big reductions in the average hours new
entrants choose to work — but more could also be done to improve incentives to progress
once employment is secured.

As with current in-work support, UC entitlement is reduced as a family’s earnings
increase. Originally this was intended to be at a rate of 55 per cent, but this ‘taper’
currently sits at 63 per cent. That means that a worker
keeps only 37p of each additional pound earned, falling Universal Credit
to 25p when also paying income tax and National remains a vehicle for
Insurance. For some (those currently entitled to housing possible radical reform
benefit and tax credits) this means incentives to progress
onto higher rates of pay have been increased, given some very high taper rates in the
existing benefits system. However, incentives to progress for many of those receiving
UC can remain every bit as weak as those under tax credits and, in the case of second
earners, can be weaker.

By way of example, Figure 4 sets out the gains to net income from hourly pay rises
for a full time worker on the wage floor (assumed to be £8.75 in 2020) who is in a couple
with two children. The figure depicts two scenarios, one where only tax and National
insurance are paid on additional earnings, the other where they are also on UC and
seeing their benefit entitlement reduced as net earnings rise.

Because we assume the main earner is already in full-time work, there is no remaining
work allowance (the amount a family can earn before their UC award starts to be
withdrawn). With the UC taper therefore applying to every extra pound earned, alongside
taxand National Insurance deductions, they keep aslittle as 25p of each additional pound
earned. For example, across a year a pay rise of £1 an hour would mean an increase in
gross earnings of £1,950 a year but an increase to net income of only £500.

This stands in stark contrast to the example of a person who increases their hourly
pay but is not on UC. In this scenario, paying only income tax (20 per cent rate) and
National Insurance (12 per cent rate) the worker keeps 68p an hour of each extra £1
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an hour earned. If working full-time and across a year that equates to an increase in
net income of £1,350 from the same annual gross pay rise of £1,950. The incentive to
progress and secure a £1 pay rise above the legal minimum is nearly three times weaker
in this example for someone on UC than it is for a worker not receiving UC.

In order to assess what shape and size of financial incentive is most effective in
encouragingprogression atwork, the government should committoalongterm program
of trials to ascertain the impact of such rewards. Such trials should begin as soon as
possible given that they are likely to take time. In the shorter term the government
should reduce the UC taper from 63 per cent.

Figure 4: The return to a pay rise under Universal Credit

Net income gain per hour worked for given hourly pay rise for a main earner on the wage floor in a couple with two
children and rent of £130 a week
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Going beyond the job centre

Itis important to note that in one key respect the government has already moved to set
progression within the labour market, rather than simply entry into it, more firmly on
the agenda. UC introduces a concept of in-work conditionality. Put simply this extends
the work-search requirements currently imposed on unemployed people claiming
benefits to those with low levels of earnings. The primary aim is to set an expectation
that benefit recipients achieve a level of earnings equivalent to full-time hours at the
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minimum wage, or part-time if the individual has caring responsibilities or is deemed
to have limited capability for work.

This element of UC means that Job Centre Plus (JCP) will play a new role in encouraging
progression for those receiving benefits in work, rather than focusing solely on the
unemployed. However this welcome shift is likely to be limited by a number of factors.
First, the focus of support remains on hours worked which, while an important route to
progression for some, is too narrow and is likely to miss the key question of this chapter —
how to deliver pay progression. Secondly, it is unclear if JCP has the resources to fully fund
aprogram of in-work support given ongoing cuts to the DWP budget and a potential push to
reach full employment. Finally, there are valid concerns about the extent to which working
people are reluctant to continue interactions with JCP once they have found work.

Crucially a push on progression requires going beyond DWP customers. Although UC
provides an opportunity to facilitate interaction with many low paid workers, some of
whom will previously have had little or no contact with JCP, not all people in need of a pay
boostwill be entitled to UC and so many will remain outside .
of'the system. For example, many workers on the wage floor Crucial ly a pus hon
with low housing costs and without children will not be in prog ression requ ires
receipt of UC, but are akey group likely to be affected by the go n g b eyon d
growing progression challenge set out above. DWP customers

Progression support for people in work is not widely
available either in the UK or internationally, but it does exist. Some of this is run by the
public sector, with the aforementioned UK trials having some successes and providing a
base of evidence on which to build.”

In other cases private initiatives have had an impact: the Living Wage Foundation
provide support for participating employers to maximise the gains for their business
of voluntarily paying wages above the legal minimum through increased productivity
and improved retention. Similarly, Timewise helps workers, usually mothers, to find
better paid forms of part-time or flexible work, often utilising a job brokerage model to
encourage employersto adaptadvertised rolesinto flexible ones where they have aready
supply of skilled applicants. Such initiatives recognise both that the role of employers
is vital in rising to the progression challenge, and that for many people progression will
come as aresult of moving jobs.

It might be argued that given these wider considerations, JCPs new focus on in-work
conditionality should be extended to providing wider progression support. We do
not support such an approach however. We recommend that JCP retains a focus on
supporting sustained employment outcomes but we do not believe it should be the main
provider of progression support. Planning a career trajectory should form a core part of
the conversation between out-of-work recipients and JCP, as should maximising pay
when searching for arole, but the focus in this relationship should remain primarily on
finding employment.
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One clear additional role the UC system should play is in actively identifying
long-term low paid individuals - especially at key life transition points (such as when
a youngest child starts school) — who are not subject to in-work conditionality (for
example because they are already working full time on the NLW) to offer and direct
them to wider progression support.

Beyond UC, an ambitious and extensive co-ordinated programme of progression
trials should be started. Providers would aim to deliver a sustained boost to earnings
for individuals, drawing on the past success of programmes such as ERA in the UK
and others internationally, and linking practical support to the right mix of financial
incentives and conditionality.

Importantly, although being entitled to UC or earning below a given condition-
ality threshold should not preclude an individual from engaging with pay progression
support, such activity should not be mandated by JCP. ¢

It is likely that many of these trials will be run locally, however there are concerns
over the capacity oflocal areas to deliver such new forms of support at scale. Given this,
close ties to JCP and Local Enterprise Partnerships (LEPs) are needed alongside forms
of national oversight.

Progression on a national level

Alongside these local collaborations, a national body should oversee and commission
new forms of support, build a strong evidence base (perhaps in conjunction with a
What Works Centre for progression), and promote best practice. In addition such a
body could ensure that progression is recognised as a key area of government policy, as
boosting employment is now. Such an approach would recognise both the importance
of'this progression challenge for our economy, but also the fact that while we have some
knowledge of what works there is much more to learn.

In the UK a National Careers Service already exists, although provision is often
considered tobeineffective. Thisis emblematic of adeeper historical problem inthe UK
where — with the exception of graduates
in some fields - we have continuously

ambitious and extensive failed to provide an effective link between
co-ordinated programme of education and employment. We discussed

progression trials should be started

the role of non-graduate training and
career routes in Chapter 3, but it is clear
that more also needs to be done, particularly to provide guidance for people outside of
any formal education or training.

The national progression body could help address this problem. The body could
provide clear and accurate information about opportunities and rewards to progression
through specific career paths, and at a far more granular level than the advice currently
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provided by the National Careers Service. A detailed assessment of the number of jobs,
vacancies and pay scales of different roles within sectors would help raise individuals’
awareness of opportunities. Such provision is possible; the Career Pathway Maps
developed by the Minneapolis innovation network being one such example.” Such
a service could make it easier for people to look for work outside of their local area,
something low-paid workers rarely do.

A further, crucial, role for this body would involve engagement with employers.
Currentengagementtendstooccuratalocallevel, which makes sense when considering
opportunities inlocallabour markets. But the incidence of low pay is highest in specific
sectors, and these cut across regional boundaries. To effect change at a national level
it is therefore vital that employers are engaged at a sectoral rather than local level, to
ensure that progression is built into future workforce plans.

Meeting the new policy challenge of the new era

Having once been an international laggard on employment, the UK now enjoys an
enviable reputation for getting people into work. This turnaround hasn’t occurred by
accident, but is a product of sustained proactive intervention which has evolved over
time. The UK has also taken a lead on tackling low pay via the development first of the
NMW and now the NLW. The country’s low pay problem has far from disappeared, but
the strength of effective labour market institutions has been demonstrated very clearly
once again.

With the labour market undergoing profound change - driven by rising costs at the
bottom end of the market and a significant labour supply shock associated with Brexit — it
is time for public policy to stand up again. In particular, government must react to a new
challenge - that of progression. To do so, a change in mind-set is needed, and with this a
change in the direction of policy. Reform will take time. After all, it took two decades to
get the high employment flexible labour market of today, and it may take another two to
shift business models towards higher paying approaches. But there is no reason why the
UK cannot once more stand in the vanguard of progress.
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Summary of recommendations

— Universal Credit

Improve financial incentives in UC by gradually
reducing the taper while testing different levels and shapes of financial
incentive.

The role of in-work conditionality within UC should
be limited to full-time working, with reduced hours for those with caring
responsibilities or limited capability for work, rather than relying on JCP
to take on a wider progression role.

Out-of-work UC recipients should be encouraged to
consider any work search requirements as a step on a longer career path
to a higher rate of pay or number of hours worked.

Use Universal Credit administrative data to identify
long term low paid individuals, or those at risk of low pay, and signpost
them to progression support, targeting individuals at key life stages.

— Practical support to progress

Deliver, trial and test practical forms of support to
help people progress, drawing on what UK evidence already exists, and
examples from elsewhere. Delivery should overlay current channels via
Local Authorities, Local Employment Partnerships and JCP.

Dramaticallyimprove the career guidance information
available to individuals including far greater mapping of jobs, vacancies
and pay scales by sector and occupation.

— Focusing on progression at a national level

Create a national body to oversee progression trials,
ensuring that they are of high quality and keeping track of what works to
ensure best practice methods are spread.

Work with employers at a sectoral, rather than simply
local, level to ensure that progression is built into future workforce plans.
Ensure that progression is a core part of ongoing

government policy, in the same way that employment underpins the
actions of departments beyond the DWP.
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1 CD'Arcy & A Corlett, Taking up the floor: Exploring the impact of the National Living Wage on employers,
Resolution Foundation, September 2015

2 CD'Arcy & A Hurrell, Escape Plan: Understanding who progresses from low pay and who gets stuck, Resolution
Foundation, November 2014

3 L Gardiner & P Gregg, Study, Work, Progress, Repeat? How and why pay and progression outcomes have differed
across cohorts, Resolution Foundation, February 2017

4 CD'Arcy & A Hurrell, Escape Plan: Understanding who progresses from low pay and who gets stuck, Resolution
Foundation, November 2014

5 The 'sweet spot’ we discussed in Chapter 4.

6 M Brewer & J Cribb, Lone parents, time-limited in-work credits and the dynamics of work and welfare?, Institute for
Social and Economic Reseach, January 2017

7 lbid.

8 Although time used to engage with such support should be taken into account when setting work search
requirements.

9 Minneapolis Saint Paul Regional Workforce Innovation Network, Career Pathway Maps, 2017
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Conclusion

redicting change can be a dangerous business, but preparing for it is prudent.

There are signs that the UK labour market is at a tipping point, one that is likely

to have a significant impact upon workers, firms and the economy. Fortunately
the start of a new parliament means that the new government has the opportunity to
chart a course to shape the labour market for the future.

We have detailed the shifts that are underway. Despite sluggish pay growth overall,
alook towards the bottom of the labour market shows that - powered by the National
Living Wage — wages and labour costs are rising. Furthermore this comes at a time
when we are on the cusp of a shock to the supply of low-wage labour. Foreign-born
workers have accounted for two-thirds of all employment growth since 2012. They
formasizeable minority - in some casesevenamajority - ofemployeesinsome sectors.
While Brexit itself is some years away, continued uncertainty over the status of
foreign-nationals, a weaker pound and tighter labour markets in continental Europe,
mean thatit maynotbe long until the supply of migrantlabour falls noticeably. Indeed
net migration is already showing signs of decline, and this is before free movement
comes close to ending.

Firms most reliant on such labour will need to adjust to this brave new world, which
comes at a time of broader upheaval; in the country’s trading relationships, laws and
regulations, as well as other cost pressures such as the continued expansion of auto
enrolment. Some will take the opportunity to change their business models and will
successfully adapt, potentially raising productivity in the process. Others may struggle.

Firms will lead the process of change, but government can increase the chances
of success and is responsible for setting the framework for our labour market within
which workers and employers operate. The new government should start by providing
more clarity for firms and employees, in particular by setting out a vision for a new
immigration system by the end of the year. Such clarity can help business, on whom the
onus falls to make long-term plans for investments in staff and machines.

There are also many areas where government and industry’s combined efforts will be
needed. The UK’s recent impressive employment performance has left unemployment
at forty year lows, meaning that firms seeking to adjust to the labour market changes
of the coming years will need to look towards hiring workers from a broader pool
of applicants. Government has a role to play in making that possible by encouraging
greater participation among those furthest from the labour market. Similarly
government must ensure that the welfare state is equipped to support people in this
new world of work, and that if firms create the opportunities, people have the incentives
and skills to take advantage of them.
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Our employment law needs to be updated to better reflect the 21st Century world
of work. We need to make more productive use from a reduced pool of relatively more
expensive low paid labour. For these reasons the Government should use the Taylor
Reviewto act on excessive levels of insecurity in the workplace and ensure that the very
real benefits of flexibility are enjoyed by both employers and workers.

Change can be risky, but it also creates opportunities. After nearly a decade in which
discussions about the UK labour market have focused on the effects and aftermath of
the financial crisis, new challenges are emerging. Brexit is obviously top of that list, but
it is not the end of it. Stepping back, recognising those new challenges and answering
them is how we ensure our labour market is able to continue delivering the rising living
standards on which Britain’s families depend.
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