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Summary 

Globalisation is having an enormous impact on the United Kingdom’s economy and 
creates significant challenges for economic policy-making. An inexorable shift in global 
economic power from West to East is underway. China is rightly to the fore in much of the 
discussion about globalisation, but India is well-placed to be a powerhouse of the global 
economy in coming years. 

The shift in economic power from West to East will have a growing effect on the United 
Kingdom as the global economic landscape changes within a 10 to 20 year period. The 
effects will be on felt on highly-skilled jobs as well as some less-skilled employment, and 
public policy needs to respond to the likely intensification of the impact upon highly-
skilled sectors of the labour market. 

We propose that, in order to promote understanding of the impact of globalisation on jobs 
and communities, the Government publish an annual review of new developments 
affecting the impact of and prospects for globalisation, reflecting the dynamic nature of the 
changes arising from globalisation and its increasing importance in policy formation. 

Protectionist sentiment is increasing, and poses a threat to the progress of globalisation and 
to both developed and developing countries. We support the Government’s promotion of a 
successful conclusion to the Doha trade round. 

Globalisation is also threatened by the risk of a disorderly unwinding of global imbalances. 
While the probability of such an unwinding may seem low, its impact on the global 
economy, and that of the United Kingdom in particular, would be very considerable. The 
success of a reformed International Monetary Fund will be judged by its performance in 
ensuring global imbalances are properly addressed. 

We consider domestic policy challenges relating to the promotion of innovation, 
improving the business environment and improving skills in the economy. Skills represent 
a fundamental challenge for the United Kingdom’s ageing population. While there is firm 
evidence of the beneficial economic effects of inward migration, further analysis and 
debate are needed on the economic effects of migration. 
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1 Introduction 
1. Globalisation is more relevant to the United Kingdom’s economy and public policy now 
than ever before. Globalisation is having a significant impact on the United Kingdom’s 
economy, and this poses a range of policy challenges for the Government if it is to 
maximise the chances that the gains of globalisation for the United Kingdom will continue 
to outweigh the losses. In March 2006, we announced an inquiry with the title 
Globalisation and its impact on the real economy.1 We referred to the “real economy” in the 
title of our inquiry to encourage evidence on the impact on businesses and households 
rather than a concentration on capital flows through the City of London. In this inquiry we 
sought to build upon the work begun by the Treasury Committee in the last Parliament on 
the economic impact of China,2 and our own Report entitled Globalisation: the role of the 
IMF, which was published in July 2006,3 as well as our continuing scrutiny of the United 
Kingdom economy in Reports on Budgets and Pre-Budget Reports.4 We held six oral 
evidence sessions between June 2006 and May 2007, taking oral evidence from economic 
commentators and observers, including Professor Amartya Sen of Harvard University,5 
from representatives of business organisations6 and trade unions,7 and from Friends of the 
Earth. We concluded our inquiry by taking evidence from Sir Martin Sorrell, Chief 
Executive Officer of WPP Group. We have also drawn upon oral evidence given by the Rt 
Hon Gordon Brown MP, the then Chancellor of the Exchequer, during our inquiries into 
Budgets and Pre-Budget Reports and into the Monetary Policy Committee of the Bank of 
England: ten years on. We have received a range of written evidence as part of this inquiry, 
all of which is published with this Report. 

2. During this inquiry we visited Dubai in the United Arab Emirates and Delhi and 
Mumbai in India. This gave us the opportunity to see at first-hand how globalisation is 
affecting emerging economies and how those countries perceive the role of the United 
Kingdom in the context of globalisation. We have also benefited from insights gained 
during our more recent visit to Ottawa and Washington DC and from an informal meeting 
which took place between Professor Joseph Stiglitz of Columbia Business School and the 
Chairman of the Committee. We are grateful to all those who have assisted us in our 
inquiry. 

 
1 Treasury Committee, Press Notice no. 30 of Session 2005–06, 29 March 2006 

2 Treasury Committee, Oral and Written Evidence, Impact of China on the world and UK economy, HC (2004–05) 314–i 
and ii. The then Committee’s inquiry was not completed due to the dissolution of Parliament in April 2005. 

3 Treasury Committee, Ninth Report of Session 2005–06, Globalisation: the role of the IMF, HC 875 

4 Treasury Committee, Second Report of Session 2005–06, The 2005 Pre-Budget Report, HC 739; Treasury Committee, 
Fourth Report of Session 2005–06, The 2006 Budget, HC 994–I; Treasury Committee, Second Report of Session 2006–
07, The 2006 Pre-Budget Report, HC 115; Treasury Committee, Fifth Report of Session 2006–07, The 2007 Budget, HC 
389–I 

5 As well as Ms Bridget Rosewell, Consultant Chief Economist, GLA Economics, Mr Stephen King, Group Chief 
Economist, HSBC Bank plc, Mr Martin Wolf, Associate Editor and Chief Economics Commentator, The Financial 
Times, and author of Why Globalisation Works, Mr Peter Oppenheimer, Goldman Sachs, Mr Jens Tholstrup, Oxford 
Analytica, Mr John Hawksworth PricewaterhouseCoopers, and Professor Eric Neumayer, London School of Economics 
and Political Science. 

6 Sir George Cox, Chairman, The Design Council, and Mr Stephen Radley, Chief Economist, EEF. 

7 Mr Richard Exell, Senior Policy Officer, Trades Union Congress, Mr Simon Dubbins, Head of International, Amicus, 
and Nick Clark, Policy Officer, Public and Commercial Services Union. 
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3. We have received evidence on a vast range of topics. In this Report, we concentrate on 
the evidence on economic issues and then seek to identify the main policy issues arising 
specifically in an economic context. We do not make firm recommendations about 
Government actions in particular areas. We do not purport to explore in great detail either 
the important social dimensions of the debate on globalisation or the crucial 
environmental implications of globalisation. Some of the environmental dimension of 
globalisation will be examined when we report separately on Climate change and the Stern 
review: the implications for HM Treasury policy on tax and the environment. 
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2 Understanding globalisation 

The concept of globalisation 

4. Globalisation is a highly-contested concept.8 It is a term used in the political, academic 
and media spheres to refer to very different global trends and occurrences. With respect to 
the United Kingdom, globalisation is associated with developments as varied as the 
consolidation of London’s position as a global financial centre, the scaling-down of the 
manufacturing industry, the outsourcing of services to India and immigration from central 
and eastern Europe.9 Globalisation attracts a wide range of concerns and opposition, often 
on cultural as well as economic grounds.10 Globalisation as a concept has been closely 
associated with concerns about “Americanisation” and the perceived role of multinational 
businesses. The evidence we received placed more emphasis on movements of people, 
goods and capital than on the role of multi-national businesses, and highlighted the roles of 
emerging economies rather than that of the United States of America.11 

5. Professor Sen rightly drew our attention to the interdependence between globalisation as 
an economic concept and a range of wider issues, including social and political issues, the 
question of global fairness and the environmental challenge.12 We accept the importance of 
this interdependence, and we explore some elements of that interdependence in this 
Report. Nevertheless, for the purposes of the analysis in this Report, we have adopted a 
relatively narrow and essentially economic definition of globalisation as referring to the 
global integration of national markets—involving an increase in the growth of trade in 
goods and services, and increases in the mobility of capital and labour flows across national 
frontiers. 

The drivers of globalisation 

6. Globalisation is not a new phenomenon. In evidence to us, Mr Stephen King of HSBC 
Bank plc described globalisation as “a feature of the economic landscape for centuries … 
[which] occurs in waves with rapid advances interrupted by sometimes painful reverses”.13 

One such painful reversal of globalisation occurred after the First World War, when 
protectionist measures contributed to the dramatic decline in the ratio of world trade to 
output, from 21% in 1913 to 9% in 1938.14 The current era of globalisation can be said to 
have commenced after the Second World War, when increased levels of co-operation 
between nations led to an expansion of trade and, subsequently, of capital mobility. Mr 
Martin Wolf of The Financial Times described this current era as the second era of 
globalisation to take place in the last century or so, with the first era having occurred 

 
8 Ev 165 

9 Ev 97, 131, 140, 149, 156 

10 J Stiglitz, Making Globalisation Work, 2006, p 7 

11 Qq 3, 10, 322–323 

12 Q 318 

13 Ev 131 

14 HM Treasury, Long-term global economic challenges and opportunities for the UK, December 2004, (hereafter Long-
term global economic challenges), para 2.5, p 9 



8    Globalisation: prospects and policy responses 

 

 

between the mid to late nineteenth century and 1914.15 The current era of globalisation has 
been characterised by rapid increases in capital mobility, a sustained expansion of trade 
and, in some parts of the world, an increase in labour mobility as outlined below: 

• Capital mobility: Flows of capital have a crucial role to play in driving globalisation, 
and Foreign Direct Investment (FDI) flows have increased markedly in recent years, 
growing by an average of 13% per annum in the period between 1990 and 1997 and 
accelerating to grow at an average of 50% per annum from 1998 to 2000, largely as a 
result of substantial cross-border mergers and acquisitions activity.16 

• Trade: The reduction in trade barriers since the General Agreement on Tariffs and 
Trade (GATT) in 1947 led to dramatic increases in global trade.17 Imports and exports 
have risen from 45% of the United Kingdom’s Gross Domestic Product in 1950 to 57% 
in 2005.18 

• Labour mobility: A crucial role in promoting globalisation can be played by labour 
mobility across the world. Mass migration was a key characteristic of the previous era 
of globalisation in the late nineteenth and early twentieth centuries. During the 1890s, 
the inflows of people into the USA were equal to 9% of the initial population: the 
equivalent today would be a movement of 25 million people.19 In the current era of 
globalisation the largest movements of people tend to have been movements of refugees 
between developing countries. The exceptions to this are the movement of Mexicans 
(largely illegal) into the United States and the movement of labour within the European 
Union.20 

The balance between these characteristics has varied in different eras of globalisation. For 
example, it was suggested to us that the increase in mobility of capital is more prevalent 
than the increase in the mobility of labour in the current era of globalisation.21 

7. Two main drivers of globalisation were identified during our inquiry: 

• Policy change: political developments, such as the formation of the European Union 
and the political realignments following the collapse of the Soviet Union, have opened 
up borders to movements of people and goods.22 

• Technological innovation: developments in technology can drive globalisation, for 
example by reducing the costs of transport and communication and making it far easier 
for individuals and organisations to conduct transactions across vast physical 

 
15 Q 54 

16 Long-term global economic challenges, para 2.13, p 12 

17 Ibid., para 2.8, p 11 

18 Office for National Statistics, data series YBHA, IKBH, IKBI 

19 M Wolf, Why globalisation works, 2004, p 116 

20 Ibid., p 117 

21 Ev 122. See also M Wolf, Why globalisation works, pp 116–117 

22 Ev 122 
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distances.23 The role of technology has been very much to the fore in recent years, 
facilitating the development of what has been termed “a ‘weightless’, information-
knowledge-based, service-centred sector of the economy”.24 

 
23 Goldman Sachs, Portfolio Strategy, The Globology Revolution, Globalization, technology and BRICs – structural 

changes and investment opportunities, May 2006, pp 13–14 

24 Ev 165–166 
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3 Globalisation in recent years 

Overview 

8. Although the current era of globalisation can be seen as having begun shortly after the 
Second World War, a number of important developments affecting the intensity of 
globalisation have taken place in very recent years. The Bank of England has observed that: 

The integration into the world economy of Eastern Europe, China and India … to all 
intents and purposes … represents a doubling of the labour supply in the world [over 
the last decade]. As these economies are relatively labour-abundant and wages are 
low, they have a comparative advantage in the production of labour-intensive goods 
and services compared to the developed economies. This has prompted considerable 
structural change in the UK and other developed economies, as the production of 
labour-intensive manufactures and tradable services has been replaced by imports 
from low-cost economies or else shifted off-shore … Of course, this is a not a new 
phenomenon: in earlier decades, the emergence of Japan, Korea, Taiwan, etc, 
generated similar pressures. But what is new is the sheer scale of the shock.25 

9. As the Bank of England suggested, there are two main elements particular to 
globalisation in recent years. The first is the economic impact of political developments in 
central and eastern Europe and the former Soviet Union. Mr Stephen King argued that it 
was “difficult to describe the latest period of globalisation without reference to what 
happened in the Soviet Union, Russia now, of course, but the Soviet Union previously”.26 
Russia has averaged real GDP growth rates of over 6% over the last decade.27 Although the 
countries of central and eastern Europe have seen less steady growth over the last decade as 
a whole, real GDP growth of over 5% a year has been achieved in the region as a whole 
since 2004.28 

10. The second element of the recent intensification of globalisation arises from the scale of 
the contribution of economic developments in China and India. Those developments are 
far from historically unique in their characteristics, but are striking in their scale, as Mr 
Stephen King highlighted: “other countries have experienced economic catch-up—Japan, 
South Korea and Ireland spring to mind—but these started from a higher per capita 
income in the first place [than China and India] and had small populations by Chinese and 
Indian standards”.29 The difference in scale can be illustrated by examination of evidence 
about the recent economic development of China and India. 

 
25 Treasury Committee, Twelfth Report of Session 2006–07, The Monetary Policy Committee of the Bank of England: 

ten years on, HC 299–II, Ev 7 

26 Q 3 

27 International Monetary Fund, World Economic Outlook, April 2007: Spillovers and Cycles in the Global Economy 
(hereafter WEO 2007), Table 5, p 217 

28 Ibid. 

29 Ev 135 
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The Chinese economy 

11. China has emerged as a major player on the world economic stage after a long period as 
a sleeping giant, transforming itself from a closed economy before 1978 to an increasingly 
open economy.30 China has reduced trade barriers significantly in the past fifteen years or 
so. Its weighted average import tariff decreased from 43% in 1991 to 20.1% in 1997. In 
2001, China joined the World Trade Organisation and removed the 40% local content 
requirements in the automotive sector. In 2005, trade accounted for roughly 70% of the 
Chinese economy.31 Since 1991, China has achieved annual average rates of real GDP 
growth of around 10%. Growth has been in excess of 10% in each year since 2003.32 
Although this rate of growth is not unique, its importance is magnified by the scale of the 
Chinese economy, as the Treasury highlighted in evidence to our predecessors: “Because 
the Chinese population is so much larger [than other countries which have achieved 
comparable rates of growth], the ramifications for the global economy of China’s growth 
are so much greater”.33 In 2005, China had 934 million people of working age, compared 
with 616 million in the EU, USA, Canada and Japan combined.34 China now educates 
around 2 million graduates each year.35 

12. Rapid rates of economic growth, combined with the size of China’s economically active 
population and its rapid integration into the world economy, have led to China playing an 
increasingly significant role in the world economy. China is estimated to have accounted 
for 13% of global output in 2003, weighted by purchasing power parities, compared with 
3% in 1980.36 China is estimated to have contributed 31% of global growth in the period 
from 2001 to 2004 weighted by purchasing power parities, compared with a 21% 
contribution by the G7 economies—those of the USA, Japan, Germany, the United 
Kingdom, France, Italy and Canada—combined.37 

The Indian economy 

13. India has also seen high levels of real GDP growth in recent years, with annual rates in 
excess of 7% in each year since 2003.38 The Indian economy has also become much more 
open: the weighted average import tariff decreased from 87% in 1991 to 20.3% in 1997. In 
2001, the government removed automotive import quotas and permitted 100% foreign 
direct investment in the automotive sector.39 As with China, the impact of India’s growth is 

 
30 HC (2004–05) 314–i and ii, Ev 50 

31 Ibid., Q 14 

32 WEO 2007, Table 5, p 217 

33 HC (2004–05) 314–i and ii, Ev 48 

34 HM Treasury, Long-term opportunities and challenges for the UK: analysis for the 2007 Comprehensive Spending 
Review (hereafter Long-term opportunities and challenges), para 4.10, p 48 

35 HM Treasury, Globalisation and the UK: strength and opportunity to meet the economic challenge, December 2005 
(hereafter Globalisation and the UK), Box 1.2, p 11 

36 HC (2004–05) 314–i and ii, Ev 51. Purchasing power parity exchange rates equate the price of a basket of identical 
goods and services from two countries in a common currency. Use of purchasing power parities is seen as 
particularly relevant when computing values for world GDP: see ibid., Ev 50. 

37 Globalisation and the UK, Chart 1.1, p 10 

38 WEO 2007, Table 5, p 217 

39 McKinsey Global Institute, New Horizons: Multinational company investment in developing economies, October 
2003, p 3 
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widely felt because of its rapid integration in the global economy and because of the scale of 
its working population. India now produces 260,000 engineers a year.40 India is estimated 
to have contributed 9% of world economic growth in the period from 2001 to 2004 
weighted by purchasing power parities.41 The significance of Indian economic 
development in the context of globalisation lies not simply in current performance, but in 
future potential, and it is to prospects for globalisation that we now turn. 

 

 
40 Globalisation and the UK, Box 1.2, p 11 

41 Ibid., Chart 1.1, p 10 
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4 Prospects for globalisation 

The limitations of prediction 

14. It is notoriously difficult to predict trends in world economic development. 
Globalisation has suffered significant reverses in the past, most notably during the period 
between the two World Wars.42 Twenty to thirty years ago Japan seemed central to 
prospects for globalisation, but the Japanese economy subsequently stagnated.43 The then 
Chancellor of the Exchequer pointed out to us in June 2007 that: 

Nobody would have thought in 1997 that the Chinese or the Asian effect on 
consumer prices would have been as big as it has been and nobody can be absolutely 
sure what the effect of this will be with changing Chinese labour prices and so on 
over the next 10 years.44 

The difficulty of foreseeing the main trends of globalisation in recent years even a decade 
ago serves to highlight the dangers in making confident predictions about the future. In 
this chapter we explore three areas of risk relating to globalisation. We then turn to 
evidence on the prospects for the Chinese and Indian economies, which have been the 
largest single drivers of global economic growth in recent years, before making some 
concluding observations. 

Trade and protectionism 

15. A significant aspect of recent world economic growth has been the strength of the 
multilateral rules-based trading system, illustrated by the accession of countries such as 
China, Taiwan and Saudi Arabia to the World Trade Organisation.45 Nevertheless, there 
are still substantial barriers to trade in processed agricultural produce and services, and 
agreement on the reduction of those barriers is still awaited as part of the current Doha 
Trade Round. Both Mr John Hawksworth of PricewaterhouseCoopers and Mr Stephen 
King referred to the risks to globalisation, and to open trading economies such as the 
United Kingdom in particular, from a growth of protectionism.46 Mr Peter Oppenheimer 
of Goldman Sachs and Mr Jens Tholstrup of Oxford Analytica also highlighted the adverse 
effects the failure of the Doha Trade Round would have on economic growth in the poorest 
developing countries.47 The Treasury has highlighted evidence of increasing use of anti-
dumping measures, particularly by emerging market countries.48 In March 2007 the then 
Chancellor of the Exchequer told us: 

 
42 See paragraph 6. 

43 Qq 26, 303 

44 HC (2006–07) 299–I, Q 448 

45 Long-term opportunities and challenges, para 4.14, pp 50–51 

46 Qq 217, 25 

47 Qq 227, 239 

48 Long-term opportunities and challenges, para 4.43, p 61 
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if protectionist forces were to rise in Europe and in America and indeed in every part 
of the world, then the rate of world trade growth would slow, the effect on an open 
economy like ours would be significant, and equally of course the possibility of 
developing countries, which need to benefit from the opening up to trade to be able 
do so, would be restricted.49 

There are signs of increasing protectionist sentiment, in Europe and, not least, in the 
United States of America. In the long-term, open markets best serve the interests of the 
global economy, and an increase in protectionist measures, and a retreat from 
multilateral trade agreements, would endanger the progress of globalisation and have 
an adverse impact on economic development in the United Kingdom and other 
nations. 

Unwinding of global imbalances 

16. Another risk to globalisation arises from a disorderly unwinding of global imbalances. 
The USA has maintained a strong dollar, despite a 7% current account deficit. This has 
been made possible by other countries, especially in Asia, buying dollar-denominated 
assets. A rapid fall in the value of the dollar could exert significant inflationary pressure in 
the USA, with adverse consequences for the global economy.50 The Government has noted 
the IMF’s assessment that a smooth, market-led unwinding of these imbalances is the most 
likely outcome.51 Mr Hawksworth also suggested that the increased capital flows associated 
with globalisation meant that the world economy could cope with larger current account 
imbalances than in the past.52 

17. Professor Danny Quah of the London School of Economics told us in June 2006 that he 
considered the risk from a disorderly unwinding of global imbalances to be huge and 
Professor Anton Muscatelli of the University of Glasgow saw such an unwinding as the 
“biggest risk” to the United Kingdom economy.53 The Government has acknowledged the 
uncertainty: 

although globalisation is likely to be resilient to all but the most severe occurrence of 
these threats [from global imbalances] … the future is uncertain and the risks to 
globalisation are increasing.54 

The Government is correct to note the risks to globalisation that would arise from a 
disorderly unwinding of global imbalances. While the probability of such a disorderly 
unwinding may seem low, its impact on the global economy, and on that of the United 
Kingdom in particular, would be very considerable. 

 
49 HC (2006–07) 389–II, Q 242 

50 HC (2005–06) 875, para 6 

51 Treasury Committee, Second Special Report of Session 2006–07, Globalisation: the role of the IMF: Government 
Response to the Committee’s Ninth Report of Session 2005–06, HC 52, p 1 

52 Q 254 

53 HC (2005–06) 875, para 8 

54 Long-term opportunities and challenges, para 4.46, p 61 
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Environmental pressures 

18. A third area of risk to globalisation relates to environmental pressures. Economic 
growth in non-OECD countries, most notably China and India, is expected to lead to 
significant increases in global energy demand, with the non-OECD share of total energy 
demand projected to reach half of the global total by 2015.55 Such increases in demand for 
natural resources create environmental pressures, not least relating to climate change. 
Professor Sen considered that international agreements on the environment had to address 
the problem of “historical fairness”—namely, that many developed nations attained their 
level of development without unduly considering the impact of their economic growth on 
the environment, so that it would be unfair of them subsequently to seek to restrict the 
growth of developing nations on the basis of environmental concerns.56 Professor Eric 
Neumayer of the London School of Economics and Political Science thought that western 
countries including the USA had to take the lead in action on climate change.57 We will be 
considering actions against climate change when we report separately on Climate change 
and the Stern review: the implications for HM Treasury policy on tax and the 
environment, but it is evident that environmental pressures have the potential to act as a 
constraint upon globalisation in coming years. 

Prospects for the Chinese economy 

19. From our visits to the USA in the current Parliament it has been evident to us that, for 
many in the USA, the debate about globalisation is fundamentally a debate about the 
economic role of and prospects for China. There are several reasons for the centrality of 
China from the US viewpoint. First, as we have already noted, China has been the largest 
single driver of global growth in recent years.58 Second, there is a widespread view in the 
USA that Chinese exchange rate policy and its consequent strong trading position, are a 
source of global instability. Third, substantial investment in both public and private sector 
assets in the USA originates from China. Fourth, there is an ideological undertow to US-
Chinese economic relations: China, unlike the models of the United States, the European 
Union and India, is not pursuing capitalism and democracy hand in hand, but promoting 
the former without the latter; as Mr Stephen King noted, “other countries keen to get on 
the development ladder will regard China as an alternative to the so-called ‘Washington 
consensus’”.59 China has sought to strengthen its bilateral relations with African countries. 
We received evidence suggesting that this activity could encourage the exploitation of 
resources rather than creating a sustainable economic infrastructure in Africa, leading to 
the risk of a backlash from African countries and with potential adverse effects on 
economic governance.60 

20. The continuation of the current strength of the Chinese economy is far from 
guaranteed. A number of structural weaknesses and risks have been identified: 

 
55 Long-term opportunities and challenges, para 3.49, p 34 

56 Q 315 

57 Q 299 

58 See paragraphs 11–12. 

59 Ev 137 

60 Q 239; Ev 167 
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• a large role in the Chinese economy, and in the associated social welfare system, is 
played by State-owned enterprises which are heavily subsidised and increasingly 
uncompetitive;61 

• the Chinese banking system is burdened by its links to those State-owned enterprises;62 

• businesses in China could encounter difficulties in shifting from being successful mass 
manufacturers to becoming innovators and leaders in technology;63 

• weaknesses in the Chinese legal system threaten its economic growth, for example by 
failing to protect intellectual property rights;64 

• the increasing openness of the Chinese economy, particularly in terms of capital and 
trade flows, and the extent of its foreign direct investment make it more susceptible to 
global shocks; 

• growing economic and social inequality could lead to social instability, threatening 
economic growth;65 and 

• the ageing population could act as a drag on Chinese growth in the longer term.66 

21. There are reasons to believe that China may well be able to surmount or sidestep some 
of these difficulties and maintain high levels of economic growth, at least in the short- to 
medium-term. As already noted, China is making a huge investment in its future 
workforce through education and skills training.67 China is now the third largest investor 
in research and development in the world, increasing the intellectual input into its 
production.68 Sir Martin Sorrell detected a growing confidence in China, and a greater 
capacity to listen and learn.69 He also pointed to the Chinese commitment to the work 
ethic, referring to results of surveys in different countries that had been announced at the 
World Economic Forum in January 2006: 

One of the questions posed to parents of children in each country in the analysis was: 
‘Do you think it is important to teach your children to work hard or that hard work 
is an important thing?’ In Denmark 98% of those interviewed thought it was not 
important to do so. In China 98% of parents thought it was important. These are 
different value systems.70 
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In 2005, the Treasury predicted that “China’s rapid growth in real GDP is likely to be 
sustained over the next couple of decades, although some deceleration from the past 9% 
per annum trend is likely”.71 The Treasury pointed to forecasts that China would account 
for 19% of global output in 2015, compared with 13% in 2003, weighted by purchasing 
power parities.72 Sir Martin Sorrell pointed out that China was proving an increasingly 
important base for many multinational businesses.73 In June 2007, the then Chancellor of 
the Exchequer told us that “I believe that the Chinese growth will almost certainly 
continue”.74  

Prospects for the Indian economy 

22. In the near future, rates of growth in the Indian economy are forecast by the IMF to fall 
slightly from the rates above 9% seen in 2005 and 2006.75 There are a number of threats to 
continued high levels of growth in India in the future. Mr Hawskworth thought that India’s 
public finances and lack of infrastructure in water and energy could constrain its economic 
growth in the short run.76 Mr Wolf emphasised that India was already facing severe 
bottlenecks in skilled labour.77 During our visit to India, we were told that integrating 
India’s economy with the rest of the world had made it more susceptible to external shocks. 

23. However, there are significant strengths in the Indian economy which support the 
contention that the long-term prospects for India’s economy may be brighter even than 
those of China. Mr Tholstrup argued that India’s reliance on services could be to its 
advantage, reducing its need for raw materials from abroad.78 India is an increasingly 
significant international investor, particularly within the United Kingdom.79 Mr 
Hawksworth noted that India’s working population was forecast to grow by about 1% per 
annum between now and 2050.80 He thought that, provided India could maintain its 
growth-friendly policies, its economic prospects up to 2050 were stronger than those for 
China.81 

Prospects for other economies 

24. China and India are the leading lights of the latest phase of globalisation, but they are 
arguably simply the leaders of a wider trend for the Asian economies to play a far greater 
role in the world economy. Within Asia, strong growth is by no means confined to China 

 
71 HC (2004–05) 314–i and ii, Ev 49 

72 Ibid., Ev 51 

73 Q 322 

74 HC (2006–07) 299–I, Q 449 

75 WEO 2007, Table 5, p 217 

76 Q 231 

77 Q 81 

78 Q 233 

79 Long-term opportunities and challenges, para 4.17, p 51 

80 Q 231 

81 Ibid. 



18    Globalisation: prospects and policy responses 

 

 

and India: the IMF predicts average growth rates in developing Asia excluding China and 
India of 6.0% in 2007 and 2008.82 

25. We were also told about many other countries, regions and economic categories of 
countries with encouraging prospects for growth and integration in the global economy. 
Mr Oppenheimer told us that Goldman Sachs argued for consideration of Brazil and 
Russia alongside India and China because “Brazil and Russia … like India and China … 
have vast populations and the ability to harness resources, both human and physical, to 
generate very strong growth”.83 Sir Martin Sorrell also identified Russia and Brazil, along 
with Indonesia, as important markets for future business expansion.84 Energy-producing 
nations stand to benefit from high resource prices.85 In the case of the Middle East, and the 
Gulf States in particular, economic growth is not simply the result of oil production: the 
Gulf is becoming a very important and fast-growing financial centre.86 During our visit to 
Dubai, we learned how Dubai is developing as an international “hub” economy, 
connecting China and India with Europe and the east coast of the USA, and how its 
government is attempting to use its large Indian community to build business links with 
India, as well as promoting increased trade with China. The list of countries with the 
potential to see significant economic advances in coming years is long. Mr Oppenheimer 
identified Bangladesh, Egypt, Indonesia, Korea, Mexico, Nigeria, Pakistan, the Philippines, 
Turkey and Vietnam, for example, as countries that were embracing and benefiting from 
globalisation to generate very strong growth.87 

Overall prospects 

26. Some witnesses argued that the growth of India, China and other emerging economies 
represented a fundamental shift in the balance of power in the world economy. Mr 
Oppenheimer of PwC told us that “it is no longer a world economy that is dominated by 
the OECD economies … a broader range of economies are now important … [and] are 
taking an increasing share of global GDP and global trade”.88 The Government expects 
China and India to play a greater role in the global economy and for the G7 countries to 
play a smaller role in the future: by 2015, it is estimated that China and India will account 
for 26% of world output, and the G7 for 36%.89 In 2003, Goldman Sachs projected the 
growth of various countries to 2050, with the assumption that those countries maintained 
and developed policies that were supportive of economic growth: China was projected to 
become the second largest economy in the world by around 2020 and to overtake the USA 
to become the world’s largest economy by 2050, with India projected to be the third largest 
economy after China and the USA by that date.90 
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27. In the sixteenth century, China and India were the world’s largest economies.91 Sir 
Martin Sorrell argued that recent developments reflected a large-scale swing reversing the 
trend towards western dominance since the Industrial Revolution: 

Two-thirds of the [world’s] population will be in Asia by 2014. I believe the shift in 
wealth from West to East is an inexorable process: there is a 200-year historic swing. 
… If you look back there are economists that have theories about long-term cyclical 
swings and I think most of them have stopped at 50 years. I think this is a 200-year 
swing … If you go back to the early 19th century, China and India accounted for 
about 49% of worldwide GNP. By about 2015 or 2025, or whatever the date is, China 
and India will yet again account for about 40% of worldwide GNP. I think this is an 
inexorable swing that you cannot reverse.92 

Overall, Sir Martin Sorrell was especially pessimistic about the prospects for western 
Europe as a result of the growth prospects in Asia: 

I think the world is growing at three speeds: Asia and those other areas I just 
mentioned that have the fastest growth; the US which is middle range; and poor old 
western Europe, about which … I remain somewhat cynical and very concerned 
about. There is less significant strategic and structural change … Unless there is 
significant strategic and structural change, I think Western Europe will lag the other 
areas of the world.93 

28. Convincing evidence is emerging that an inexorable shift in economic power from 
West to East is underway. It is unlikely that any national economy will follow a steady 
and predictable growth path over a twenty to fifty year period, but there is a strong 
likelihood that western economies, including that of the United Kingdom, will play a 
diminishing role in the global economy over time, and that China, India and other 
emerging nations will play a growing role. This will have policy implications because of 
different operating regimes in those countries. Although much public and political 
attention has centred on China, in the longer term, India is especially well-placed to be 
a powerhouse of the global economy in the middle part of the twenty-first century. The 
shift in economic power from West to East poses fundamental challenges for economic 
policy-makers in the United Kingdom in relation to communities and their economic 
prosperity and employment prospects. 
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5 Impact on the United Kingdom’s real 
economy 

Some beneficial effects 

Export opportunities 

29. We received evidence highlighting some of the beneficial effects of globalisation on the 
United Kingdom’s economy. Mr Wolf pointed out that the United Kingdom had survived 
previous occasions when the emergence of new major economies such as Germany and the 
USA led to a reduction in the United Kingdom’s share of the global economy. He argued 
that the United Kingdom could do so again, not least due to the export opportunities 
associated with the growth of China and India.94 Sir George Cox, Chairman of the Design 
Council, also saw a potential cause for optimism arising from access to such “tremendous 
markets”.95 The United Kingdom’s exports to China more than doubled between 2000 and 
2005.96 

Increased levels of foreign investment 

30. The United Kingdom economy is very open to foreign investment and foreign 
ownership by international standards.97 The United Kingdom hosts the world’s second 
largest stock of foreign investment (after the USA) and attracted more foreign investment 
in 2005 than any other economy.98 Globalisation, by increasing capital mobility, has led to 
a rise in the levels of foreign ownership in businesses located in the United Kingdom. Sir 
Martin Sorrell drew attention to the growth of Indian investment in the United Kingdom, 
citing the example of Tata’s acquisition of what had formerly been British Steel.99 During 
our visit to India we were told that Indian companies were using the United Kingdom as a 
base from which to expand into Europe, because of the close affinity between the United 
Kingdom and India, the common language, the similar legal systems in the two countries, 
the common ways of doing business and the United Kingdom’s strong regulatory system. 
The EEF noted that “there are significant benefits from foreign ownership in terms of 
exposure to new management ideas, technology, developing new products and services”.100 
Evidence highlights the competitive advantage United Kingdom businesses potentially 
enjoy in establishing business relationships with Indian partners. The Government 
should examine how this advantage may be retained and deepened. 
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Labour mobility 

31. As noted earlier, in a global context, labour mobility has not been a large factor in the 
current era of globalisation compared with some earlier eras.101 However, labour mobility 
has been a significant factor in the case of the United Kingdom, particularly since 2004.102 
According to the Home Office, between May 2004 and June 2007, a cumulative total of 
683,000 individuals from central and eastern Europe applied to register on the Workers 
Registration Scheme, although this does not indicate the number of long-term migrants 
from those countries into the United Kingdom because most of those applying intended to 
come for short periods.103 Although inward migration raises a range of social, political and 
cultural implications, and has effects on public expenditure which we have referred to in 
another Report,104 it has identifiable economic benefits. It increases the supply capacity of 
the economy.105 The recent growth of the United Kingdom labour force partly attributed to 
net inward migration led the Government, in December 2006, to revise upwards its neutral 
estimate of trend output growth for the post-2006 period.106 In addition, the ability to 
source workers from abroad has increased competitive pressures in the labour market, 
limiting the upward pressure on wages and thus helping to exert downward pressure on 
inflation.107 

32. Inward migration of skilled workers also has the potential to benefit the skills profile of 
the labour market.108 As the National Institute of Adult Continuing Education has 
observed: 

It is restrictive to think nationally about skills development when the economy and 
the labour market [are] becoming increasingly globalized.109 

Increasing purchasing power 

33. Globalisation has also had a beneficial impact on the purchasing power of individuals 
in the United Kingdom because of the rise in availability of cheap imports from low-cost 
economies in recent years.110 As Mr Stephen King put it: 

A worker, who finds that their wage is not rising because of globalisation, 
nevertheless may find that the efficiency with which resources are allocated globally 
means that, in real terms, there may be some element of gains to income. For 
examples, if prices of washing machines or televisions were to come down as a result 
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of globalisation then, under those circumstances, although their nominal wage had 
not increased very much, there may still be some benefit for them.111 

Potential adverse effects of globalisation 

Business competition 

34. The potential beneficial effects of imported goods for the purchasing power of 
individuals may, however, translate into adverse effects for domestic businesses that 
previously supplied such goods. The overall risks to businesses from globalisation were 
stated most starkly by Amicus: 

If not managed correctly, British industry may be rendered uncompetitive in a new 
dynamic global marketplace. The implications of this in terms of job losses and the 
movement of industry abroad are severe.112 

In his Review on Creativity which was published by the Government in November 2005, 
Sir George Cox warned that the competitive threat facing businesses in the United 
Kingdom from emerging economies was strong and growing: 

there are few quiet backwaters or protected niches in this emerging world. 
Manufacturing has so far felt the brunt of the new competition but there is no reason 
to assume that whole swathes of the service industries won’t also be affected.113  

In evidence to us, Sir George argued that it was “unrealistic” to imagine that developing 
countries would progressively take over lower skilled jobs while leaving “all the high-skill, 
intellectually interesting jobs” in the United Kingdom.114 He pointed out that no country 
would aspire to becoming “the world supplier of cheap labour”, and China’s history 
suggested that it was suited to a more dynamic role.115 During our visit to India, we learned 
that many highly skilled and trained members of the workforce are currently employed in 
jobs that do not utilise their skills and education, reinforcing the suggestion from Sir 
George that globalisation has the potential to provide significantly enhanced competition 
in many highly-skilled areas which may hitherto have seen themselves as less susceptible to 
the effects of international competition. 

35. The TUC warned that other countries had fared better than the United Kingdom in 
terms of increasing their exports and making the most of trading opportunities with 
China.116 Sir Martin Sorrell was pessimistic about the United Kingdom’s future prospects 
and considered that “it is going to be very difficult for the UK … to compete effectively” in 
the global market.117 Sir George Cox was slightly more upbeat: 
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We are not talking about a scenario of doom…The world is changing and we are 
sliding down the scale—but … there are terrific opportunities. As these countries 
develop, there are going to be tremendous markets. The world is going to generate 
enormous wealth over the next half century, much more than we have seen so far. 
The issue is: How much of a slice of it are we going to get?118 

36. Earlier, we emphasised India’s potential to serve as a powerhouse of the global 
economy in coming years.119 In June 2006, the Trade and Industry Committee concluded 
that: 

the UK is not as engaged with India’s markets as it should be. Despite our long 
history of commerce with India, UK companies are falling behind their major 
competitors, perhaps because UK companies tend to see India as a source of low-cost 
labour rather than an emerging market in its own right. The UK needs to be far more 
entrepreneurial in its approach to India if it is to take advantage of the huge 
opportunities this vast country has to offer our companies and institutions.120 

In 2006, the United Kingdom’s exports of goods and services to India were valued at £4,119 
million. The value of such exports has only just doubled since 1996, despite the remarkable 
rate of liberalisation of the Indian economy over that decade.121 

Relocation and off-shoring 

37. The increased capacity for businesses to relocate could have repercussions on the 
stability of employment of workers within the United Kingdom. Where work is relocated 
abroad, former employees may not find work or may find work at lower rates of pay.122 
Particular concern has been expressed about off-shoring, which is a form of outsourcing, 
which involves arms-length or long distance purchase of inputs or services abroad, or the 
deployment of back office or other service functions in overseas locations. Advances in 
information technology have made it possible to move offshore more processes and 
services than in the past.123 Some evidence stressed the indirect negative effects of off-
shoring. The TUC argued that some employers might use the threat of off-shoring to keep 
wages low.124 The Federation of Small Businesses argued that some small businesses faced 
losing their customers as a result of off-shoring. 125  
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The overall labour market 

38. Globalisation will have enduring effects on the labour market beyond the immediate 
impact on individual businesses and employees. Mr Wolf thought that much of the effect 
on low-skilled workers in tradable sectors had already been felt; there would continue to be 
opportunities for low skilled workers in non-tradable services such as domestic services 
and work in hospitals where international trade was not relevant.126 Professor Sen also did 
not accept the simplified view that job losses were likely to be concentrated among 
relatively unskilled people in developed, rich countries such as the United Kingdom.127 He 
felt that the future threat of competition posed to developed nations by some emerging 
economies such as India would be more likely to affect those in highly-skilled jobs than in 
low-skilled jobs, due to the bias in India’s education system towards higher education.128  

Costs of resources 

39. Globalisation is exerting and will continue to exert upward pressure on the costs of 
natural resources and other commodities. China is already the world’s largest user of steel, 
copper and iron ore and accounts for a significant proportion of the recent increase in 
world oil demand.129 According to the Bank of England, “the tripling of oil prices since 
2004, and the rise in commodity prices more generally, is in large part a reflection” of the 
growing role of the emerging economies.130 This upward pressure is likely to intensify as 
those economies continue to grow and will affect domestic prices in the United Kingdom. 

The overall effects 

40. It is not straightforward to determine the overall effects of globalisation on the United 
Kingdom economy. Sir Martin Sorrell pointed to the difficulties of explaining the benefits 
of globalisation and why he considered that it was in the interests of workers even when the 
adverse effects were more tangible and direct than the benefits.131 It is likely that some 
business failures and job losses will continue to be attributed to globalisation. The shift 
from manufacturing to services may continue, although, as Ms Bridget Rosewell of GLA 
Economics pointed out, referring to the example of London’s economy, substantial shifts 
of this nature have already taken place.132 Sir Martin, however, considered that many global 
businesses were increasingly concerned to achieve a mix of skills from across the world 
with less regard for national origin.133 

41. Globalisation is having a profound effect on the United Kingdom economy and is 
likely to have a greater effect in coming years as the global economic landscape changes 
dramatically within a 10 to 20 year period. The economic impact of globalisation is 
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likely to be felt unevenly across the economy, and not always in predictable ways. The 
notion that globalisation will have the greatest impact upon low-skilled employment is 
no longer appropriate. International competition will have a growing impact on 
highly-skilled areas of the labour market. Some low-skilled areas that are not tradable 
are unlikely to be greatly affected. The adverse effects of globalisation on individuals in 
the United Kingdom may in many cases be more tangible and immediate than the 
wider benefits for society and the economy as a whole. The policy challenges for the 
Government will relate to maximising the benefits of globalisation, and public 
understanding of those benefits, while seeking to minimise the adverse effects and 
ensuring that economic and social policies are suitably responsive in the face of such 
adverse effects. In particular, public policy needs to respond to the likely intensification 
of the impact of globalisation upon highly-skilled sectors of the labour market. 
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6 Economic policy challenges 

Our approach 

42. In this chapter we are concerned with identifying some of the specific economic policy 
challenges that relate to globalisation, particularly those that have a bearing on the work of 
the Treasury. We also identify some of the issues that we may wish to pursue ourselves as a 
Committee in this area. Many of these issues merit detailed consideration separate from 
their relevance to globalisation, and we do not seek to make detailed recommendations on 
individual issues in this Report. 

Globalisation and overall Government economic policy 

43. The Government, and the Treasury in particular, have sought to promote 
understanding of the importance of globalisation in the context of the Government’s 
overall economic policy. The Treasury has produced three detailed analyses of 
globalisation, one from an international perspective,134 one centred on the impact of 
globalisation on the United Kingdom economy,135 and one relating to the relevance of 
globalisation to the Government’s economic reform agenda.136 Globalisation has also been 
one of the main themes of recent machinery of Government changes, with the creation of 
both the Department of Innovation, Universities and Skills and the Department for 
Business, Enterprise and Regulatory Reform linked to the Government’s wish to “rise to 
the new global challenges”.137 We welcome the Government’s endeavours to analyse 
globalisation and its implications for the United Kingdom’s economy and Government 
economic policy. In order to promote understanding of the impact of globalisation on 
jobs and communities, we consider that there needs to be an annual analysis on a 
consistent basis of new developments affecting the Government’s assessment of the 
impact of and prospects for globalisation, reflecting the dynamic nature of the changes 
arising from globalisation and its increasing importance in policy formation. We 
recommend accordingly that the Government publish an annual review at the time of 
the Pre-Budget Report covering prospects for the globalisation, evidence on the impact 
of globalisation on jobs and communities and the Government’s economic policy 
response. 

The international dimension 

Promoting open trade 

44. There is an important international dimension to the United Kingdom’s economic 
policy response to globalisation. While the United Kingdom’s global economic influence 
should not be exaggerated, it also has to be recognised that, as Professor Sen put it, “Britain 
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is a leader of the world community in a variety of ways”.138 We have already noted the risks 
to globalisation from a rise of protectionism.139 The United Kingdom, as an open economy, 
is likely to feel the effects of such moves to a significant degree.140 According to the 
Treasury, the United Kingdom “has been a major proponent of progressive trade 
liberalisation, and will continue to pursue more open global markets”.141 In particular, the 
Government has been “pressing for … a successful conclusion of the WTO 
negotiations”.142 In March 2007, the then Chancellor of the Exchequer told us about the 
United Kingdom’s role in relation to those talks, bilaterally and as a member of G7 as well 
as through the European Union.143 We referred earlier to signs of increasing 
protectionist sentiment and the risk that an increase in protectionist measures, and a 
retreat from multilateral trade agreements, would endanger the progress of 
globalisation, and pose a threat to both developed and developing economies.144 A 
successful conclusion to the World Trade Organisation negotiations would be of 
crucial benefit to globalisation, to developing nations and to the United Kingdom, and 
promotion of such a conclusion should continue to form an important element in the 
Government’s economic policy response to globalisation. Without such a conclusion, 
all nations, and developing nations in particular, face a more uncertain future. 

Reducing risks from global imbalances 

45. We noted earlier that a disorderly unwinding of global imbalances represents a risk to 
the progress of globalisation.145 We have previously referred in our Report on the IMF to 
the important role that that institution could play in reducing such risks, not least through 
authoritative and independence surveillance, both at multilateral level and in relation to 
the exchange rates and economic conditions of individual countries.146 The Government 
has a long-standing commitment to securing reform of the IMF’s surveillance 
arrangements and considers that “there is a compelling case for revising the IMF’s 1977 
Surveillance Decision”.147 The Government has identified what it sees as the priorities for a 
revised Decision—including “a more thorough conduct of exchange rate surveillance” and 
a reinforcement of “the links between multilateral and bilateral surveillance in the context 
of increased global spillovers”—and for the accompanying remit.148 The success of the 
International Monetary Fund in coming years will undoubtedly be judged in relation to 
its performance of its core and critical function in ensuring that global imbalances are 
properly addressed. We welcome the Government’s efforts to secure reforms to the 
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International Monetary Fund’s surveillance and we recommend that it provide an 
update on the progress of those efforts in its response to this Report. 

Promoting global action against climate change 

46. Globalisation and the rapid growth of emerging economies such as those of China and 
India place added pressure on natural resources and influence global action in relation to 
climate change. The economic aspirations of emerging economies provide an added ethical 
dimension to the global debate on climate change, insofar as developing countries may feel 
that developed nations secured their current economic status with limited regard to 
environmental implications.149 The United Kingdom’s influence in relation to 
international action against climate change, and the relationship between such action 
and the progress of globalisation, is likely to be affected by the appropriateness of the 
domestic policy response to climate change. That policy response, and its linkage to 
international developments, are matters we will explore further in our Report on 
Climate change and the Stern review. 

Promoting innovation 

47. According to the Government, 

In the years ahead, countries will increasingly derive their competitive edge from the 
speed with which they are able to innovate, building on a world-class research base, 
creating new products and markets and driving enterprise and efficiency.150 

Sir George Cox was of a similar view, telling us that, in a highly competitive global market, 
innovation was vital if businesses were to remain competitive:  

You can only flourish in such a world—that is when you talk as an individual, a 
company in industry or a nation—by innovation, by progressively looking at new 
ways of applying new developments, new ways of doing things, whether it is new 
products, new technologies or new routes to market, whatever.151 

The EEF echoed this comment, arguing that “we need to put more effort into developing 
innovation … to compete in world markets in the future”.152 

48. There is likely to be some linkage between spending on Research & Development 
(R&D) and innovation. Currently the United Kingdom spends a lower proportion of GDP 
on R&D than many of its competitors, as Table 1 illustrates. 
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Table 1: Gross Domestic Expenditure on Research and Development as a % of GDP 
 

 2001 2002 2003 2004 2005 

Finland 3.30 3.36 3.43 3.46 3.48 

France 2.20 2.23 2.17 2.14 2.13 

Germany 2.46 2.49 2.52 2.50 2.51 

Japan 3.14 3.18 3.20 3.18  

Sweden 4.25  3.95  3.86 

United 
Kingdom 

1.83 1.83 1.79 1.73  

United States 2.76 2.65 2.68 2.68  

Source: OECD Main Science and Technology Indicators 2006/02 

Because R&D spending has the potential to lead to innovation in business, low levels of 
R&D spending could, over time, lead to an erosion in the United Kingdom’s 
competitiveness in several industries. The Treasury has set a target for the United Kingdom 
economy to attain a ratio of 2.5% investment on research and development to GDP by 
2010.153 The Federation of Small Business viewed this target as insufficiently ambitious, 
pointing out that the Governments of Sweden and Finland aim to reach investment levels 
of 4% of GDP by 2010.154 

49. Despite the evidence of the United Kingdom’s low levels of R&D spending relative to 
other countries, many witnesses expressed caution about placing too much importance on 
increasing levels of R&D expenditure as an end in itself. According to Mr Stephen Radley, 
Chief Economist of the EEF, “In the private sector, obviously driving up levels of R&D is 
important, but in many cases that is not the whole story about delivering innovation”.155 
Bridget Rosewell, Chief Economist from the Greater London Authority, also argued that 
“for most businesses it is what you can do with the research once you have done it that 
matters”.156 Sir George Cox was concerned about the limited ability to convert British 
inventiveness into successful business applications. He asked rhetorically “where are our 
Googles? Where are our Microsofts? Where are our Dells?”157 As Sir George acknowledged, 
the onus partly lies with businesses themselves, for whom innovation should be in their 
self-interest,158 but two areas for Government action were identified in evidence—relating 
to support for R&D through the tax system and to support for innovation through public 
procurement. 

50. Since the Government introduced R&D tax credits in 2000, it has made a number of 
changes to the rates of such credits and the rules governing eligibility, most recently in the 

 
153 HM Treasury, Press Notice, £1 billion boost for UK Science and Innovation, 2004 Spending Review, PN C4, 12 July 

2004 

154 Ev 112 

155 Q 174 

156 Q 13 

157 Q 163 

158 Q 175 



30    Globalisation: prospects and policy responses 

 

 

2007 Budget.159 The Government has also implemented changes to the way in which it 
administers R&D tax credits in order to make it easier for businesses to claim the credits.160 
We received mixed evidence about the effectiveness of the R&D tax credit scheme in 
increasing levels of R&D, with some sceptical about the value of the current structure and 
whether it subsidised investment which would have taken place anyway and others more 
supportive.161 Some evidence concentrated on awareness of the credit and the effectiveness 
of its administration.162 We have examined R&D tax credit briefly as part of our regular 
scrutiny of Budgets and Pre-Budget Reports.163 We may explore the role and effectiveness 
of Research and Development tax credits in a separate inquiry in due course, examining 
the linkages to levels of innovation in the economy and to the wider system of business 
taxation, as well the levels of R&D tax credit and its administration. 

51. Witnesses also argued that the Government could encourage innovation through its 
own procurement practices. Sir George Cox argued that “public sector procurement 
generally could be a big force for innovation”, but thought that its effectiveness as a tool for 
innovation was undermined by over-specified requirements.164 Similarly, Mr Radley 
described public sector procurement as “very bureaucratic, risk averse and slow”, and said 
that, in many cases, businesses could produce products or deliver services which were 
more advanced than those which the Government was currently demanding through 
procurement.165 Sir George Cox argued for a less risk averse approach to procurement, 
with more willingness to encourage joint projects, albeit subject to robust risk-
management.166 In January 2007, the Government published plans intended to transform 
government procurement, including through “an outcome-based and whole-life value 
approach … to encourage more innovative solutions to problems”.167 We expect to 
explore the Government’s ambitions to make public procurement more supportive of 
innovation as part of our Sub-Committee’s regular scrutiny of the work of the Office of 
Government Commerce. 

Improving the business environment 

52. One of the consequences of globalisation is that businesses are increasingly 
international in nature. The concept of a “British company” is less precise and meaningful 
than in the past.168 However, the location of businesses for the purpose of taxation and 
employment is still enormously important, and the Government, through its policies, can 
do much to shape decisions on location and to assist the competitiveness of United 
Kingdom-based firms. In particular, we received evidence on the importance of tax policy 

 
159 HM Treasury, Lisbon Strategy for Jobs and Growth, UK National Reform Programme, Update on Progress, October 

2006, para 3.59; Cox Review, p 24; Budget 2007, Box 3.3, p 51 

160 Lisbon Strategy for Jobs and Growth, UK National Reform Programme, Update on Progress, October 2006, para 3.59 

161 Q 75; Ev 94 

162 Ev 112; Qq 173, 181 

163 HC (2006–07) 389–I, paras 55–57 

164 Q 171 

165 Ibid. 

166 Qq 176, 177, 212 

167 HM Treasury, Transforming government procurement, January 2007, Box 2.1, p 13 

168 Qq 24, 322 



Globalisation: prospects and policy responses    31 

 

and administration in that context, as well as regulation and planning, and policies relating 
to the environment. 

53. In setting tax policy and tax rates, including corporate tax rates, the Government 
considers the desirability of “tax policies that promote innovation and enterprise … while 
ensuring that all taxpayers contribute their fair share to the provision of public goods and 
services”.169 The CBI argued that there had been a deterioration in the United Kingdom’s 
tax competitiveness in recent years, and this view was echoed by the EEF.170 Concerns 
expressed in evidence related to the complexity of the tax system as much as tax rates, with 
some suggestions that efforts to counter tax avoidance had added to that complexity.171 In 
November 2006 the Treasury published a Review of Links with Large Businesses, which set 
out recommendations on how to make the administration of the tax system work better for 
businesses. The recommendations included a proposal to give businesses more 
forewarning of the tax implications of their business decisions.172 

54. Some evidence suggested that there was only limited direct linkage between corporate 
tax rates and international competitiveness.173 The then Chancellor of the Exchequer also 
told us in March 2007 that he thought that the corporation tax rate was only one factor 
amongst many affecting businesses’ relocation decisions.174 A recent study by the National 
Audit Office concluded that “the administration of corporate taxes in a globalised 
environment presents significant challenges” and demonstrated that the rates of corporate 
taxation may not matter as much for many large businesses which are able to plan their 
affairs so as to minimise their tax liabilities.175 Analysis of the global competitiveness of 
United Kingdom businesses and of the United Kingdom as a business location has an 
important role to play in decisions about corporate tax rates and about the 
administration of the business tax system. Globalisation has enhanced incentives to 
develop a competitive corporate tax system, while at the same time enhancing the 
challenge associated with ensuring that all businesses pay a fair share of overall 
taxation. Simplicity is likely to be crucial to the effectiveness of a corporate tax system 
in an increasingly globalised economy. We consider that the Government should 
provide a more thorough and systematic analysis of these matters and of the 
effectiveness of its measures to create a simpler and better administered tax system—
not least through the annual review on globalisation that we recommended earlier—
and we expect to bear these factors in mind in our continuing scrutiny of tax policies 
and tax administration. 

55. The Government has acknowledged that an efficient regulatory system allows 
businesses to compete effectively.176 It believes that a transparent and well-respected 
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regulatory tradition in the United Kingdom gives British businesses a competitive 
advantage.177 The CBI welcomed the Government’s commitment to better regulation,178 
but the Federation of Small Businesses expressed concern about the continuing high 
volume of regulation for small businesses.179 

56. Both Sir George Cox and Mr Radley of the EEF argued that costs, delays and 
uncertainties in planning procedures inhibited business development.180 Mr Radley 
suggested that bureaucratic planning procedures could make it difficult for industry to 
implement changes which were better for the environment.181 In May 2007, the 
Government set out its intentions for planning reform in a White Paper, which sought to 
build on earlier measures to speed up the process, as well as containing measures to 
simplify the provisions governing how planning applications are made and to streamline 
information requirements for applications to reduce the burden on all parties involved in 
the planning process.182 

57. Business location and competitiveness might be affected by environmental regulation, 
although Professor Neumayer told us that there was very limited evidence that tightening 
environmental regulations led to business relocations.183 Some witnesses emphasised that 
environmental efficiency and productive efficiency went hand in hand.184 Friends of the 
Earth argued that there would be competitive benefits from the development of a low-
carbon, resource-efficient economy.185 Mr Wolf suggested that an environmental policy 
based specifically around carbon taxes that was not in step with competing nations would 
be counter-productive in the context of competitiveness.186 

58. We recommend that the annual review of globalisation by the Government which 
we have already proposed include an assessment of the specific roles of regulation 
generally, and the level and operation of planning controls and environmental 
regulatory standards specifically, in relation to the United Kingdom’s global 
competitiveness. 

The labour market 

Improving skills 

59. In responding to globalisation, the Government has placed particular emphasis on 
skills. It has argued that “Globalisation has increased the importance of skills for developed 
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economies”, creating “an increased need for high-level skills and equally a strong base of 
intermediate and basic transferable skills that can respond quickly to changing business 
demand”.187 The Government has acknowledged the “particular need for further progress 
… to raise the UK skills profile”.188 The need to improve skills in the labour force was also a 
recurring theme in evidence.189 Mr Tholstrop thought that “the one area Britain …. is 
somewhat lagging behind in terms of its stance on globalisation is in the area of education 
and training”.190 

60. In 2004, the Government commissioned Sandy Leitch, Chairman of the National 
Employment Panel, to undertake an independent review of the United Kingdom’s long-
term skills needs. The final report of the Leitch Review was published in December 2006 
and recommended that the United Kingdom should aspire to being a world leader in skills 
by 2020. Its recommendations included:  

• increasing employer engagement in the investment in skills;  

• rationalising existing bodies related to the provision of skills through creating a new 
Commission for Employment and Skills; and 

• by 2010, directing all public funding for adult vocational skills in England, apart from 
community learning, through Train to Gain schemes and Learner Accounts.191 Train to 
Gain schemes involve the Government providing support to firms to train their 
employees up to Level 2 (five good GCSEs) and Level 3 (2 good A levels).192 Learner 
Accounts are a mechanism to provide people with some government funding, which 
they can then spend at an accredited learning provider of their choice.193  

61. In July 2007, the Government published its proposals to implement the Leitch Review. 
The Government committed itself to the ambition of becoming a world leader in skills by 
2020, benchmarked against the top quartile of OECD countries. It also established a series 
of intermediate targets to be achieved by 2011 and 2014. The Government proposed to 
make Train to Gain a much broader service to help employers to improve the skills of their 
employees.194 In evidence which we received prior to the Government’s announcement, 
some possible weaknesses in Government’s skills policy were identified, relating in 
particular to the danger that Government financial support might subsidise training that 
was already taking place rather than create additional training,195 the apparent gap between 
inputs in terms of public and private investment and the outputs in terms of gains in skill 
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levels,196 and the appropriate balance between basic skills and specialist skills.197 A recent 
Report by the Education and Skills Committee has also expressed concerns about the 
direction of current policy, relating to the uncertain relationship between qualifications 
and skills, the complexity of the delivery infrastructure and the risks associated with the 
Train to Gain model.198 

Migration and the labour force 

62. As we noted earlier, increased inward migration associated with globalisation can also 
contribute to enhancing the skills available in the economy.199 This is only one of the 
factors that needs to be borne in mind in the formation and operation of immigration 
policy. The United Kingdom nevertheless seeks to operate a policy in which non-European 
Union workers are allowed to come into the United Kingdom on the basis of their 
experience and skills, which is assessed through a points-based system in order to bring in 
“migrants who are highly skilled or to do key jobs that cannot be filled from the domestic 
labour force or from the EU”.200 The Home Affairs Committee reviewed immigration 
controls in a Report in July 2006 which noted mixed evidence on the economic and social 
effects of migration, while concluding that “facilitating travel for … workers who meet 
labour needs that cannot otherwise be met is essential to our national interests”.201 In 
August 2007 the City of London Corporation published a study on the impact of recent 
immigration on the London economy. That study concluded that new migrants shared 
characteristics of relative youth, above average qualifications and positive ratings by 
employers. It noted two distinct positive effects of migration—a qualitative impact on the 
London labour force and economy, through diversity, flexibility, international experience 
and skill sets, and a quantitative contribution through expanding labour supply and thus 
enabling employment growth and reducing upward wage pressure. It acknowledged that 
these benefits needed to be weighed against costs relating to accommodation and public 
services.202 Mr Stephen King argued that: 

The economic reason for immigration controls is really a protectionist reason, that 
by trying to keep people out of a particular country effectively you are trying to 
protect the rights, wages and perceived benefits of the indigenous population. But in 
the same way that restrictions on trade are damaging economically, restrictions on 
migration, ultimately, will be damaging economically … If you close yourself off 
from immigration economically then you are likely simply to be protecting the 
interests of the current crop of workers, with the economy becoming more stagnant 
as a result.203 

The National Institute of Adult Continuing Education has stated: 
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Although there is a Ministerial committee on asylum and migration there appears to 
be little visible co-ordination across government policies about the labour market 
consequences of migration—including the differential distribution of migrants 
across the countries and regions of the UK.204 

The evidence available on the economic effects of migration is limited, and we note that the 
House of Lords Economic Affairs Committee has recently announced its intention to 
conduct an inquiry into the economic impact of immigration.205 

Conclusions 

63. The Government is right to place its policy on skills at the centre of its economic 
policy response to globalisation. There remain a number of unresolved issues about the 
best way forward for such a policy. There is firm evidence of some of the beneficial 
effects of inward migration for the United Kingdom economy, but we remain to be 
convinced that sufficient analysis and debate has taken place on the economic effects of 
migration and on the role inward migration might play in enhancing the skills base of 
the United Kingdom which faces skills shortages and an ageing population. We expect 
to undertake further work relating to the economic effects of migration later in this 
Parliament. 

The social policy response to globalisation 

64. In this Report we have been concerned principally with the economic policy 
implications of globalisation. We also heard evidence about the links between globalisation 
and social policy, in particular about the way in which Government and others respond to 
the social consequences for the “losers” from globalisation.206 As Professor Sen emphasised, 
it is important to recognise that globalisation also has an impact on the way in which 
society functions.207 In a meeting with the Committee Chairman, Professor Stiglitz 
cautioned against the view that the rising tide of globalisation would “lift all boats”, 
suggesting that the “losers” of globalisation in the United Kingdom would be those at the 
very bottom of society, most notably those who were unskilled and/or on low wages. The 
need to respond to globalisation and to its adverse effects may be a factor in welfare 
policy and other social policies, although it is not immediately evident how far that 
need can be separated from other policy considerations. We recommend that the 
Government, in its response to this Report and in the annual reviews on globalisation 
that we earlier recommend, set out its views on the links between globalisation and the 
formulation of welfare and other social policies. 

 
204 HC (2006–07) 333–II, Ev 363 

205 www.parliament.uk/parliamentary_committees/lords_economic_affairs 

206 Ev 156 

207 Q 318 



36    Globalisation: prospects and policy responses 

 

 

Conclusions and recommendations 

Prospects for globalisation 

1. There are signs of increasing protectionist sentiment, in Europe and, not least, in the 
United States of America. In the long-term, open markets best serve the interests of 
the global economy, and an increase in protectionist measures, and a retreat from 
multilateral trade agreements, would endanger the progress of globalisation and have 
an adverse impact on economic development in the United Kingdom and other 
nations. (Paragraph 15) 

2. The Government is correct to note the risks to globalisation that would arise from a 
disorderly unwinding of global imbalances. While the probability of such a 
disorderly unwinding may seem low, its impact on the global economy, and on that 
of the United Kingdom in particular, would be very considerable. (Paragraph 17) 

3. Convincing evidence is emerging that an inexorable shift in economic power from 
West to East is underway. It is unlikely that any national economy will follow a 
steady and predictable growth path over a twenty to fifty year period, but there is a 
strong likelihood that western economies, including that of the United Kingdom, 
will play a diminishing role in the global economy over time, and that China, India 
and other emerging nations will play a growing role. This will have policy 
implications because of different operating regimes in those countries. Although 
much public and political attention has centred on China, in the longer term, India is 
especially well-placed to be a powerhouse of the global economy in the middle part 
of the twenty-first century. The shift in economic power from West to East poses 
fundamental challenges for economic policy-makers in the United Kingdom in 
relation to communities and their economic prosperity and employment prospects. 
(Paragraph 28) 

Impact on the United Kingdom’s real economy 

4. Evidence highlights the competitive advantage United Kingdom businesses 
potentially enjoy in establishing business relationships with Indian partners. The 
Government should examine how this advantage may be retained and deepened. 
(Paragraph 30) 

5. Globalisation is having a profound effect on the United Kingdom economy and is 
likely to have a greater effect in coming years as the global economic landscape 
changes dramatically within a 10 to 20 year period. The economic impact of 
globalisation is likely to be felt unevenly across the economy, and not always in 
predictable ways. The notion that globalisation will have the greatest impact upon 
low-skilled employment is no longer appropriate. International competition will 
have a growing impact on highly-skilled areas of the labour market. Some low-skilled 
areas that are not tradable are unlikely to be greatly affected. The adverse effects of 
globalisation on individuals in the United Kingdom may in many cases be more 
tangible and immediate than the wider benefits for society and the economy as a 
whole. The policy challenges for the Government will relate to maximising the 
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benefits of globalisation, and public understanding of those benefits, while seeking to 
minimise the adverse effects and ensuring that economic and social policies are 
suitably responsive in the face of such adverse effects. In particular, public policy 
needs to respond to the likely intensification of the impact of globalisation upon 
highly-skilled sectors of the labour market. (Paragraph 41) 

Economic policy challenges 

6. We welcome the Government’s endeavours to analyse globalisation and its 
implications for the United Kingdom’s economy and Government economic policy. 
In order to promote understanding of the impact of globalisation on jobs and 
communities, we consider that there needs to be an annual analysis on a consistent 
basis of new developments affecting the Government’s assessment of the impact of 
and prospects for globalisation, reflecting the dynamic nature of the changes arising 
from globalisation and its increasing importance in policy formation. We 
recommend accordingly that the Government publish an annual review at the time 
of the Pre-Budget Report covering prospects for the globalisation, evidence on the 
impact of globalisation on jobs and communities and the Government’s economic 
policy response. (Paragraph 43) 

7. We referred earlier to signs of increasing protectionist sentiment and the risk that an 
increase in protectionist measures, and a retreat from multilateral trade agreements, 
would endanger the progress of globalisation, and pose a threat to both developed 
and developing economies. A successful conclusion to the World Trade 
Organisation negotiations would be of crucial benefit to globalisation, to developing 
nations and to the United Kingdom, and promotion of such a conclusion should 
continue to form an important element in the Government’s economic policy 
response to globalisation. Without such a conclusion, all nations, and developing 
nations in particular, face a more uncertain future. (Paragraph 44) 

8. The success of the International Monetary Fund in coming years will undoubtedly be 
judged in relation to its performance of its core and critical function in ensuring that 
global imbalances are properly addressed. We welcome the Government’s efforts to 
secure reforms to the International Monetary Fund’s surveillance and we 
recommend that it provide an update on the progress of those efforts in its response 
to this Report. (Paragraph 45) 

9. The United Kingdom’s influence in relation to international action against climate 
change, and the relationship between such action and the progress of globalisation, is 
likely to be affected by the appropriateness of the domestic policy response to climate 
change. That policy response, and its linkage to international developments, are 
matters we will explore further in our Report on Climate change and the Stern 
review. (Paragraph 46) 

10. We may explore the role and effectiveness of Research and Development tax credits 
in a separate inquiry in due course, examining the linkages to levels of innovation in 
the economy and to the wider system of business taxation, as well the levels of R&D 
tax credit and its administration. (Paragraph 50) 
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11. We expect to explore the Government’s ambitions to make public procurement 
more supportive of innovation as part of our Sub-Committee’s regular scrutiny of 
the work of the Office of Government Commerce. (Paragraph 51) 

12. Analysis of the global competitiveness of United Kingdom businesses and of the 
United Kingdom as a business location has an important role to play in decisions 
about corporate tax rates and about the administration of the business tax system. 
Globalisation has enhanced incentives to develop a competitive corporate tax system, 
while at the same time enhancing the challenge associated with ensuring that all 
businesses pay a fair share of overall taxation. Simplicity is likely to be crucial to the 
effectiveness of a corporate tax system in an increasingly globalised economy. We 
consider that the Government should provide a more thorough and systematic 
analysis of these matters and of the effectiveness of its measures to create a simpler 
and better administered tax system—not least through the annual review on 
globalisation that we recommended earlier—and we expect to bear these factors in 
mind in our continuing scrutiny of tax policies and tax administration. (Paragraph 
54) 

13. We recommend that the annual review of globalisation by the Government which 
we have already proposed include an assessment of the specific roles of regulation 
generally, and the level and operation of planning controls and environmental 
regulatory standards specifically, in relation to the United Kingdom’s global 
competitiveness. (Paragraph 58) 

14. The Government is right to place its policy on skills at the centre of its economic 
policy response to globalisation. There remain a number of unresolved issues about 
the best way forward for such a policy. There is firm evidence of some of the 
beneficial effects of inward migration for the United Kingdom economy, but we 
remain to be convinced that sufficient analysis and debate has taken place on the 
economic effects of migration and on the role inward migration might play in 
enhancing the skills base of the United Kingdom which faces skills shortages and an 
ageing population. We expect to undertake further work relating to the economic 
effects of migration later in this Parliament. (Paragraph 63) 

15. The need to respond to globalisation and to its adverse effects may be a factor in 
welfare policy and other social policies, although it is not immediately evident how 
far that need can be separated from other policy considerations. We recommend that 
the Government, in its response to this Report and in the annual reviews on 
globalisation that we earlier recommend, set out its views on the links between 
globalisation and the formulation of welfare and other social policies. (Paragraph 64) 
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Mr Andrew Love 

 Mr George Mudie 
Mr Mark Todd 
Peter Viggers 

 
* * * * * 

 
Globalisation: prospects and policy responses 
 
Draft Report (Globalisation: prospects and policy responses), proposed by the Chairman, 
brought up and read. 
 
Ordered, That the draft Report be read a second time, paragraph by paragraph. 
 
Paragraphs 1 to 10 read and agreed to. 
 
Paragraph 11 read, amended and agreed to. 
 
Paragraphs 12 to 14 read and agreed to. 
 
Paragraph 15 read, amended and agreed to. 
 
Paragraph 16 read and agreed to. 
 
Paragraph 17 read, amended and agreed to. 
 
Paragraphs 18 to 22 read and agreed to. 
 
Paragraph 23 read, amended and agreed to. 
 
Paragraphs 24 to 27 read and agreed to. 
 
Paragraph 28 read, amended and agreed to. 
 
Paragraphs 29 to 32 read and agreed to. 
 
Paragraph 33 read, amended and agreed to. 
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Paragraphs 34 and 35 read and agreed to. 
 
Paragraph 36 read, amended and agreed to. 
 
Paragraph 37 read and agreed to. 
 
Paragraph 38 read, amended and agreed to. 
 
Paragraphs 39 to 49 read and agreed to. 
 
Paragraph 50 read, amended and agreed to. 
 
Paragraphs 51 to 56 read and agreed to. 
 
Paragraph 57 read, amended and agreed to. 
 
Paragraphs 58 to 62 read and agreed to. 
 
Paragraph 63 read, amended and agreed to. 
 
Paragraph 64 read and agreed to. 
 
Summary read and agreed to. 
 
Resolved, That the Report, as amended, be the Fourteenth Report of the Committee to 
the House. 
 
Ordered, That the Report be printed pursuant to Standing Order No. 137 (Select 
committees (adjournment of the House)). 
 
Several Memoranda were ordered to be reported to the House for printing with the 
Report. 
 
Ordered, That embargoed copies of the Report be made available, in accordance with the 
provisions of Standing Order No. 134. 
 

[Adjourned till Tuesday 9 October at 9.30 am. 
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Q1 Chairman: Good morning and welcome to this
the first evidence session of our inquiry into the
globalisation phenomenon. Could you introduce
yourselves, please, for the record?
Ms Rosewell: I am Bridget Rosewell. I am here as
Consultant Chief Economist of the GLA.
Mr King: Stephen King, Group Chief Economist
of HSBC.

Q2 Chairman: Fine. First of all, can I thank you for
the submissions you have made; they have been very,
very helpful to us. Given this is the first formal
session of our inquiry into globalisation, can I ask
both of you what you would identify as the most
important threat and opportunity for the UK arising
from globalisation?
Ms Rosewell: I think I would like to start with the
opportunity part, which is, the integration of more
economies, more activity, into the world economy
oVers opportunities of all kinds for innovation, for
prosperity for the globe as well as for the UK. The
obverse of that is the threat, that we fail to respond
to that adequately, or respond by retreating into
protectionism and trying to pretend it is not
happening.
Mr King: I have not got a great deal to add to that,
actually. I think, from the opportunity point of view,
any economist will argue that globalisation should
imply a more eYcient allocation of resources around
the world, which means more output for given
inputs; that should be a good thing for all concerned.
As to the threat, I agree with Bridget on the issue of
protectionism, which I think is a growing threat. The
second thing I would mention, I think, is the issue of
income and wealth inequality, not as much across
countries, because I think you can argue reasonably
that globalisation has improved living standards for
many people around the world, but within countries:
I think there is some evidence that suggests that
inequality has increased over the course of the last
few years, perhaps because of the eVects of
globalisation.

Q3 Chairman: What does the term “globalisation”
mean? There is no one, single definition for it, is
there?

Mr King: First of all, it has been going on for
hundreds and hundreds of years. To suggest it is
actually a new phenomenon, I think, basically is
wrong. The story has been happening, whether it is
the breakdown of city states, whether it is the
combining of individual nations into, for example,
the European Union, a whole series of changes have
come through. I would say that the defining features
of globalisation are, firstly, new technologies, they
change the speed at which information flows around
the world; and, secondly, I think, politics matters,
particularly political rearrangement. It is diYcult to
describe the latest period of globalisation without
reference to what has happened in the Soviet Union,
Russia now, of course, but the Soviet Union
previously, and also what has happened as far as
China is concerned, over the last 20 years. Further,
I think, philosophical views matter as well: the
philosophical embracing of open markets has been
critically important over the course of the last 20
years. The abolition of capital controls, the
breakdown of trade tariVs, and so on and so forth,
has been important, I think, in contributing to the
latest phase of globalisation.
Ms Rosewell: The word that I would use as sort of
the key word in this process is ‘integration’ and that
can mean integration of markets, so that you can
trade the same commodities in a variety of markets
at the same time, or you can trade across the whole
globe but in one place, as happens in commodity
markets in some areas in London. Also it enables
communication and has comparisons, for example,
across a variety of marketplaces, and the integration
of supply chains, and so on, as well. I do not think
necessarily it is so much to do just with multinational
companies. I notice that, I think, the chap who is
Chief Executive of IBM, writing in the Financial
Times yesterday, said he thought these were the key
institutions in globalisation. I am not sure actually I
agree with that, because much of the way that
integration can happen does not rely upon co-
ownership of the means of production, it can mean
also ability to trade between independent entities,
but it is that ability to trade and to have a clear
exchange of goods and services which is the key bit
to the concept.
Mr King: I think also the issue of labour and capital
migration has become very important over the
course of the last 20 years. Obviously, trade itself is
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important but it is actually the ability of capital and
labour to move around the world more easily than
was the case in the past, most obviously when you
look at the UK and the large number of migrant
workers that have come through from Central and
Eastern Europe over the course of the last two years.
That is one feature of globalisation, which is really
voluntary movement of labour from one part of the
world to another part of the world, which does not
involve anything to do with multinationals, for
example.

Q4 Chairman: You may be aware that as a subset of
the globalisation inquiry we are looking into the
IMF and we hope to produce our report before the
recess in July. We have had evidence from quite a
number of people, including the Chancellor and the
Governor of the Bank of England, and reference has
been made to the reformation of the IMF as an
institution, and in your submission to us, Stephen,
you mentioned that very point. How important is
the IMF to sustaining a positive globalisation
future, in terms of capital markets and global
imbalances, and has that been the body to look at it?
Mr King: In its current form, I would say it is not
actually doing its job terribly well, and there are a
number of reasons for that but probably the most
obvious one is the lack of representation within the
IMF of countries which are now playing a huge role
within the globalisation process. For example, the
shares of China, of India, are very small within the
quota system and within the voting system of the
IMF. I think those things will have to change if it is
going to be seen to be credible in diVerent parts of
the world. At the moment, I would say that, whereas
the IMF is seen to be credible mostly within the US
and within Europe, I think the view of Asia is still
relatively weak as far as the IMF is concerned. Asia
still blames the IMF for the diYculties of the late
1990s and it is unlikely to change unless Asia itself
feels it has bigger representation within that
particular body. What I would say is that it is a body
that can perform a very important role once it has
been reformed, but it is not performing that role
currently because I think the reform process has not
really come through. I would add also that, as far as
the functions it could perform, one crucial function,
from my point of view, is to give us much better data
about capital flows around the world, because it is an
area where, quite frankly, most of us are pretty
clueless as to what is happening, and yet if you were
to say what is the defining feature of this latest period
of globalisation it is almost certainly this huge
increase in capital flows around the world.
Ms Rosewell: I do not disagree with anything that
Stephen has said and I would agree that the IMF at
the moment does not have much credibility. I am not
even sure it has that much credibility in the US or
Europe, for that matter.
Mr King: A comparative point, I think.
Ms Rosewell: I think, alongside that, the other, if
you like, institutional characteristics which are
important are the way in which the various central
banks work together, alongside, or with, or even
separately from the IMF. It is clear that any process

of globalisation or any process which is involving
increases in capital flows, which we have seen, is
likely to have some instabilities in it on some
occasion. The ability of the central banks to manage
that, I think, rests far more in the governors and the
people managing those systems of banking security
than it does with the IMF itself. I think that is
actually more important, that those guys actually
recognise that responsibility and are able to live up
to it.
Mr King: I think you could add that the IMF at least
could play a kind of referee or umpire role around
the world. When you think about the debate
currently about currency misalignments and the
criticism from the US about China and its policy on
the Renminbi, it is diYcult, I think, to see the US
criticism as credible in the absence of an external
referee, if you like. It is probably the case that the
IMF could play some kind of external referee role,
so long as it has proper representation amongst
membership.

Q5 Chairman: The comments which have been made
to us, by the Chancellor, the Governor and others,
are that the UK is embracing globalisation, and we
are positive on the merits of globalisation but there is
a view from some parts of Europe and America that
protectionism could creep in. How sound is the UK
view and how positive is it on globalisation, in other
words, could you see a reversal in a few years to
come, and what risk do we run of being one of the
only open economies?
Ms Rosewell: I am not sure that it is a risk to be the
only open economy. There is, I suppose, a risk, the
way that it is put, if you like, of selling the family
silver, so that we are the open economy, people come
in and buy our assets and we have got the money but
somehow we are lost because we do not have these
assets any more. On the other hand, we do have the
money, in which case we ought to be able to reinvest
in new activities, innovation, research and moving
the whole economy forward. I would see that as
actually part of that opportunity, and it is not clear
to me that being one of the few or one of the most
open economies is necessarily a bad thing to be. It is
certainly bad for the world economy as a whole if it
slips into protectionism and into ‘beggar my
neighbour’ policies; that is a risk for the world
economy, and therefore we would be less well-oV
also, as a result, because the world would be less
well-oV. Would we be relatively better-oV if we had
jumped first into those protectionist policies, I am
not at all convinced that is true, in fact I think
probably it is wrong.
Mr King: I think open economies in general tend to
be more innovative, they tend to have, over the very
long term, faster growth rates, they tend to have a
situation where income levels rise more quickly. You
can look back over history at diVerences between
open economies and closed economies and you will
find that the closed economies eventually suVer quite
badly; it may not happen the first year, the fifth year
or the tenth year, but over decades the closed
economies will suVer. There are some very good
examples of that through history. If you take an
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extreme example of China in the 15th century, it
closed itself oV from the rest of the world, stagnated
for the next 600 years and has changed really over
only the last 25 years or so. If you take the examples
of economies which tended to close themselves oV
for the first half of the 20th century, again significant
stagnation. You tend to have, at any particular point
in time, a mixture of both open and closed
economies, and the ones that are open typically do
better over the long term than the ones that are
closed.

Q6 Chairman: A possible reversal of the positive
view on globalisation; what do you see triggering
that?
Mr King: I think part of the issue is probably the
income inequality story, that, for example, if you
look at the US, the highest quintile of earners has
seen substantial gains in income over the course of
the last 20 or 30 years; clearly they have benefited
from the impact of globalisation. If you look at the
lowest quintile of earners in the US, their income has
gone up but it has gone up very, very marginally.
There has been a big increase in income inequality in
the US over the last 20 or 30 years. Of course, it is
diYcult to pinpoint exactly how much of that is the
result of globalisation and how much of it is other
factors unique to the US, but it is something we have
seen. It is also the case that in China the same issue
has arisen. In China’s case it is more to do with the
fact that you have got huge numbers of people in
poverty but, at the same time, you have also got
rapid gains in income for an emerging middle class,
so again you have got issues of income inequality
and what that might mean for social stability over
the medium term. I think those kinds of issues may
be important as a potential threat to the
globalisation process.

Q7 Chairman: You did mention globalisation as a
positive sum game, but there still may be both
winners and losers, and can you envisage that with
the UK and can you envisage it elsewhere in the
longer term?
Mr King: I think it is possible, and the issue here, I
think, will come down to the number of unskilled
workers that exist in the UK, which may be
competing with a huge increase of unskilled workers
elsewhere in the world. From the workers’ point of
view, there is some potential threat there. The
situation is complicated because someone who is a
worker, who finds that their wage is not rising
quickly because of globalisation, nevertheless may
find the eYciency with which resources are allocated
globally means that, in real terms, there may be some
element of gains to income. For example, if prices of
washing machines or televisions were to come down
as a result of globalisation then, under those
circumstances, although their nominal wage had not
increased very much, there may still be some benefit
for them.
Ms Rosewell: I do not think we should conflate the
issues of inequality arising in some economies being
the same thing as the issue of inequalities in others,
so the phenomenon in the US is to do with education

systems and a failure to keep pace with a reduction
in old industries, which has got something to do with
globalisation but not a huge amount. What is
happening in China really is rather diVerent, which
is saying that you have got a whole load of the
population staying still, eVectively, they are still
doing subsistence agriculture, or whatever, and you
have got another group of people who are moving
into a more and more capitalist economy. Those are
rather diVerent processes, with very diVerent
dynamics to them as well, and a lot depends on, and
maybe this is similar in all of these cases, do you see
an opportunity for yourself, as an individual, to
escape state X and arrive in state Y; if you see
yourself as being trapped then that is what produces
instability, I think. If you see it as an opportunity
that you have a chance to get into these better
situations then you are much less likely to be
bothered by it. Traditionally, and I think this is the
issue in the US, everybody thought that they could
escape, and maybe actually that has begun to change
a bit, but that is a very diVerent phenomenon, I
think, from, say, views on inequalities and
inequalities here or in the rest of Europe or in China.
Although that certainly is an issue, which might
make people think there are other ways of managing
their economies, I do not think it is a sort of global
eVect, if you see what I mean, which arises from the
process of globalisation itself, it is rather diVerent.

Q8 Ms Keeble: I want to ask a bit more about
winners and losers. Stephen, you have been very
clear about what you expect to happen in the UK, in
terms of the opening up of some of the relative
diVerences between rich and poor. Do you think that
the UK should look at having some sort of
globalisation adjustment fund, or should look at
some sort of measure which would deal with that?
Mr King: Gaps may open up. It is diYcult to know
how big a gap should be and what we do about it.
The issue here ultimately is that you want to have an
economy that can compete with the rest of the world
and if you were to go down the route of having a
fund which is paid for through, let us say, higher
taxes or higher social security contributions, from
both companies and individuals, it may actually
reduce the UK’s ability to attract capital from
elsewhere in the world. It is not clear that you end up
with a definite benefit that comes through from
pursuing that particular policy. Among the key
things which seem to be, I think, a sign of successful
nations and how they cope with globalisation, first
of all, is flexibility in markets, whereby if there is a
change that comes through the market is able to
adjust and the people within the market are also able
to adjust to the new circumstances relatively swiftly.
Secondly, probably the best way of dealing with the
whole situation is, I sense, through education, that
by having improvements in skill levels in the UK
then, in eVect, the UK can specialise in areas which
are likely to generate higher incomes for people,
relative to what otherwise would be the case. I think
it is also right to stress that the UK, with its relatively
flexible markets compared with what you see
perhaps elsewhere in Europe, has actually come
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through this period of globalisation rather well, in
some ways, in the sense that the unemployment rate
is low both by historical standards and also by the
standards of other countries within Europe. Thirdly,
the adjustment that one might argue should take
place through globalisation again has come through
relatively well. One can look at the manufacturing
share in GDP, which clearly is very, very low in the
UK compared with elsewhere in Europe, but, on the
other hand, you can also argue that the ability to
shift out of manufacturing into services of one sort
or another has actually contributed to the more
competitive position of the UK, because basically
we just do not have a comparative advantage in
manufacturing areas.

Q9 Ms Keeble: Bridget, you said you think that
poverty in the UK with globalisation is completely
diVerent from poverty in China, which is, of course,
the case. Would you not see there to be a need, as
globalisation creates a much stronger middle class
and aZuent class in the emerging economies, for
much more thought to be given to redistribution and
preventing the sort of opening up of the gulf that
currently we are seeing in both China and India?
Ms Rosewell: I think that, as the process of
globalisation occurs, in fact that is what will happen.
These are long processes. If you think about the
process by which the middle class emerged in the UK
and became strong and powerful and established the
linkages into other groups, these things take more
than a decade, they take decades and decades, you
are probably talking about 50 years. Also I am
slightly kind of hesitant about oVering nostrums to
countries about which I know very little. My take on
what you have just been talking about is much more
from a London experience, where I think it
illustrates and also perhaps challenges some of the
things that Stephen was saying. London is a place
which lost nearly a million manufacturing jobs and
has replaced those, and more than replaced them,
with service sector jobs. It is growing fast, it has high
productivity, it has high wages, but also it has a high
worklessness rate amongst particular groups, partly
those are the groups who are attracted to London
because of the opportunities and then they find it
diYcult to access those opportunities. Partly there
are some cultural issues and partly, although there is
a good premium for full-time work in London, there
is a very poor one for part-time work in London. All
of these are about incentives and opportunities and
the ability to take advantage of those opportunities
that exist. I think there is no doubt that the
opportunities are there; what we have to do is make
sure that people are equipped to take advantage of
them, and more particularly want to take advantage
of them. What we have seen, in trying to engage in
policy to deal with worklessness and to bring people
up the ladder of opportunity in jobs, is getting them
onto those first steps and then enabling people to
climb it as well. That also, I think, the education
point, is very well made; without education at quite
basic levels and then the ability to invest and to draw
on that, it is extremely hard to get people out of some
of those poverty traps.

Q10 Ms Keeble: I have got a question about a couple
of very interesting reports which you have probably
seen recently. One is about what the Governor of the
Bank of England was saying this morning about the
impact of globalisation on the inflation rate and
therefore on people’s living standards. The other
was IBM, talking about the need for companies to
get more savvy so that they do not get the political
backlash which currently they are getting from
globalisation. I wonder, have you got comments
on those?
Mr King: As far as the Mervyn King comments are
concerned, of course, he is absolutely right; a lot of
the big shifts in relative prices around the world are
events that are taking place outside of the UK,
whether it be changes in energy prices, changes in
other commodity prices, it is all happening outside
and the UK does not have much of an influence on
those kinds of developments. Where I think there is a
puzzle is to what extent these relative prices changes
matter for monetary policy. There is a bit of a
complication here, because it may be, for example,
that the rise in energy prices pushes up the price level
of the UK, making us all worse oV than otherwise
would be the case. As long as the wage level does not
rise, and eVectively you have had the real wage cut
that you require to deal with the new reality of higher
energy prices, that in itself is not really a significant
inflationary eVect. The complication for a central
bank is that it is not sure whether the rise in prices
will or will not lead to a subsequent wage eVect. In
my view, the eVect of globalisation will reduce the
likelihood of a subsequent wage eVect and therefore
reduce the risk of a spiral upwards of inflation, but
central banks just do not know that: at this stage, it
is a very diYcult thing to work out. As far as
companies are concerned, and Bridget may want to
say something about this, I think companies clearly
have some diYculties in presenting their own view of
what is going on, but I think that has always been
true of companies because people regard them as
being profit maximisers, or whatever, and therefore
generally bad bunches of people, which I think
probably is a little bit unfair, but certainly that is
how people perceive them from time to time.
Ms Rosewell: As I said earlier, I think that the
process of globalisation is not just a process of
multinational companies, and I thought it was quite
interesting that IBM were seeing it in that rather
narrow perspective; there is a much wider
perspective, which is partly about the ability of
emerging countries to create their own businesses,
and on the whole they do that. It is clearly correct
that in a media-dominated world the big companies
and the international companies will need to, as you
say, become more savvy and respond to that, and
that is quite important. On the energy prices, I think
the energy issues are quite interesting, because, after
all, one of the reasons for the rise in energy prices is
precisely the growth of these new economies and
their impact on the world economy. That is one of
the reasons why some of the collapse in general
product prices that we have seen will also begin to
tail oV, because their input costs will also be rising,
and their fuel prices will rise and also their wages will



3487211001 Page Type [O] 09-10-07 18:36:55 Pag Table: COENEW PPSysB Unit: PAG1

Treasury Committee: Evidence Ev 5

13 June 2006 Ms Bridget Rosewell and Mr Stephen King

start to rise as they become more skilled and more
established. Actually, part of this you could see, if
you like, as the real equilibrating process within both
the new emerging economies and indeed the more
established economies, and that is a process that will
continue.

Q11 Mr Love: Can I take us on to the impact of
globalisation on business. The Society of Motor
Manufacturers tell us we have a thriving motor
industry in this country, but Peugeot have
announced recently that they are going to shift
production from the West Midlands to Hungary,
purportedly simply on the basis of cost. Do you
think there is a continuing role for mass-market
manufacturing in this country and how do we decide
how we achieve that? To start with you, Stephen: no
comparative advantage; tell us why?
Mr King: I think it depends what you mean by mass-
market manufacturing. The manufacturing process
these days is one which starts in one country, goes to
another country, goes to a third country and finishes
in a fourth country. It is increasingly diYcult to
work out what specific element of a manufacturing
process is British, what aspect is another country in
Europe, what aspect is Chinese, because they are all,
eVectively, parts of the same process. I gave an
example in my submission about BMW and the
Mini, and the Mini is a British brand, it is assembled
in the UK, therefore, if you like, it is a sign of success
of British motor manufacturing. The latest version
of the engines is made in France; when the whole
thing is exported to the US it counts as a British
export, engine included, even though the engine is
actually manufactured in France. So what you are
seeing really is a series of specialist areas within the
manufacturing process, where there is actually
assembly, design, R&D, taking place in diVerent
parts of the world. Clearly, if there is a major
headline story of this kind which leads to job losses,
it is something which is not pleasant, that is
absolutely the case, but at the same, the idea that the
UK has some sort of natural home for
manufacturing which is not part of the global
process is increasingly a mistake. This is true of other
countries as well. When you think about probably
the branded goods from Germany, many of those
branded goods now are actually assembled in
countries within Central and Eastern Europe; so it is
not specific to the UK. We think of Germany as
being a successful manufacturing nation but
German companies are engaged in exactly the same
kinds of issues.

Q12 Mr Love: I do not want to get onto Germany
because its export performance is somewhat better
than ours. Bridget, you mentioned earlier one
million jobs being lost in London and
manufacturing almost disappearing. Are there niche
markets, is there a comparative advantage in certain
areas and where are they and how should we be
supporting them?
Ms Rosewell: I would say two things. One is that I
think the whole thing about the mass-market
production is also a concept which is beginning to

fray at the edges, in that diVerent markets are
developing, diVerent deliverables and diVerent
tweaks that you have for individual markets, and so
on, let alone the way the supply chain itself gets
chopped up into smaller pieces. It is the Dell idea,
you order the particular computer and then it is
assembled out of a whole variety of diVerent
components and that is your product according to
your specification. The mass market idea itself, I
think, is beginning to crumble, which means that the
ability increasingly, in richer countries, to make that
non-standard product and tailor that product
potentially using a whole variety of diVerent
components, whether you have imported them or
made them yourself, becomes very important. That
is, if you like, a niche and it is a way that you can do
manufacturing in the UK, which I think is very
important, because you have to be close to the
markets and understand your markets in order to be
able to do that. To say that is a comparative
advantage, however, does not easily say we must
support this particular sector, and I think one of the
mistakes that we make in this kind of policy is to say,
“Ah, we must identify the growing sectors and then
we will support the growing sectors.” Actually,
within any given sector, there will be firms which are
doing very well and there will be firms which have
got a bit of a lifestyle, and there are firms which are
not doing terribly well. We are not very good at, if
you like, the picking winners bit, in fact usually we
are terrible at it, and what we should be doing
therefore much more is creating an environment in
which people can respond to those opportunities
than saying “We must support a particular sect or
sectors.”

Q13 Mr Love: I will not come back to you, but I was
going to ask Stephen about picking winners, but I
suspect we will get a similar answer on that so I will
not press you on that issue. Let us go on to research
and development, which I think both of you
would agree is critically important to this. There
is currently a tax incentive for research and
development, yet business investment has not really
increased in recent years; are we doing enough on the
incentives and what more could we do to respond to
that business investment, which we all know is
critical?
Ms Rosewell: We did manage to get some research
and development incentives for a service firm, in my
consultancy, and it was extremely hard work, I have
to tell you, to get it past the Inland Revenue. I would
not say that we made any decisions about doing the
research because of the tax incentive. We made the
decision to do the research because we thought that
there might be some useful products and services
that we could sell, probably to people like Stephen,
as a result of doing that research, and when the
incentive came along then you think, “Well, maybe
we can get some tax back on this.” I am not sure how
far those prior decisions in companies are made on
the basis of there being down the line a tax incentive
to doing it. What I think you need is better
institutional linkages which enable people to
undertake it, have the right skills and linkages with
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universities, or whatever, which make it easy to get
the stuV done that you want to get done, and where
you think that the risk of whether it works or not is
actually worth taking, which is that if you do well
with whatever piece of research that you are going to
put out there you will be able to reap the rewards of
that. I think we might make a mistake in thinking
that we need to target the incentives specifically at
doing that research and development, because for
most businesses it is what you can do with the
research once you have done it that matters, not
whether you get a tax break for it.

Q14 Mr Love: The CBI said, “Give us a little more,”
in their submission to us, that if we boosted the tax
credit that would do the trick. I assume that you
agree with Bridget that perhaps that is not as
critically important as other things. If I can ask you
just to go on to the second point that Bridget was
making about the links with academia and with
research organisations, how critical is that and why
are we so far behind some other countries?
Mr King: I think certainly it is useful to have the
links, but it is diYcult to say, I think, how far we are
behind other countries. For example, HSBC does
not have a particularly strong link with economic
areas in academia because we have our own
economics teams, so there is an in-built area of
research rather than an externalised area of research,
but hopefully still providing the same kinds of
services: that is a matter for debate, of course, but
hopefully we are doing something which is similar.
As far as overall investment is concerned, it is clear
that this is not just a story about research and
development, it is a story about other factors which
have limited business investment in the UK in recent
years. Of those, the ones I would mention would be,
first of all, the excess investment of the late 1990s,
there was a bubble, basically, in investment globally,
which also included the UK. Secondly, the fact that
a lot of UK companies have what they perceive to be
an underfunded pension system means that money
which in previous times would have been diverted
into actual business investment is instead being
channelled oV into trying to rebuild pension funds.
One of the features of not just the UK corporate
sector but corporate sectors in the States, in Japan
and Germany, is that all of them seem to be saving
rather than spending. It is a very unusual situation
currently, and it may be the result of the fact that in
all cases pension funds appear to be underfunded,
which has got very little to do with the issue,
obviously, of R&D. What I am saying is that if there
is a limit to R&D it may be because of other, broader
stories rather than specifically issues about tax
credits for R&D in the UK. A final point I would
make is this. When you look at research and
development around the world, there was a survey
by the United Nations, towards the end of last year,
which looked at prospective R&D investment
around the world, and whereas in the past the usual
country recipients of R&D from multinationals had
been the usual suspects, the US, Europe, Japan, in
the future the preferred nations were, apparently,
the US, China and India. Of course, whether that

proves to be true is another matter altogether, but
certainly multinationals are thinking much more
carefully about R&D investment in those parts of
the world rather than in Europe.

Q15 Mr Love: I am going to make the assumption
that both of you agree that skills training is
absolutely critical to our responding to
globalisation. In the Leitch Review, he splits that up
into basic, intermediate and higher-level education
and makes some comments about the value added of
each part. Can I have your comments on which of
those you think has the biggest priority and how
much it will add to businesses’ competitiveness
internationally?
Ms Rosewell: It is hard to know where to start. There
are two things. Firstly, education and training are
not the same thing. Education, in the sense of what
happens in schools and universities, is one key
element, and making sure that we provide the right
quality of both of those things. In my view, one of
the important aspects of that is essentially
continuing to raise the status, I think we have done
a little bit in this direction, of both teachers and
university teachers in the UK system, which has
slipped over a whole generation. I interview
graduates, and I am sure you do too, good students
from British universities, who would not dream of
becoming academics, although actually, in some
ways, that is what they ought to be, because the pay
scales are so terrible. That is an issue for the quality
of our universities, and indeed the ability of
universities to educate British students. The LSE has
hardly any British students, for example, because it
is much more profitable for them to educate foreign
students. There are issues still about the quality and
delivery of that basic education system. When it
comes to training, I think that we have got to be a lot
more careful about the way that we are doing that.
We have tended to think that more training is good,
and clearly, to some extent, more and more training
must have some benefit, but I think that it is a bit like
going on a course to learn a piece of software; if you
do not then use that piece of software that training
quickly deteriorates, and you go back to it in a
couple of months’ time and scratch your head and
you cannot remember actually what it was that you
learned and how to do it. Unless there is usability
and it is related to the work that is being done and
the opportunities that people have, and so on, it is
very easy to waste a lot of resources on training. I
would hesitate just to say more training is good.
Training that is related to things that people are
going to do is good, or things they are doing, is good,
and other training can actually be counter-
productive.

Q16 Mr Fallon: Just to come back to this issue of
winners and losers, does not the sheer size of the
Chinese, and to some extent the Indian, economy
rather undermine our faith in the laws of
comparative advantage, that there is actually very
little it would be worth their while importing?
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Mr King: There is certainly plenty that they are
importing. If you look at China, it does not really
have much in the way of raw materials, so clearly it
is importing a lot of raw materials, and, in fact,
China is now the biggest consumer in the world of
metals and the second biggest consumer in the
world, after the US, of energy. There is no doubt that
it is a big consumer in that sense. I think also the laws
of comparative advantage work in certain areas, for
example, if we look at the story of Indian
development versus Chinese development. India’s
development, famously now, has been much more
on the services side, whereas China’s development
has been a much more typical manufacturing route,
so there has been some specialisation. You can take
that argument too far, but clearly there is some
evidence to support that particular view. Between
those two nations, yes, there are some specialisations
taking place. The tricky issue here is really how do
you treat the income levels of people in the
industrialised world over the pre-China and pre-
India period; do you regard them as the income
levels that are associated with a completely free
market, where everyone has access to capital, or is it
the case that people within the industrialised world
had almost like a monopoly access to global capital,
which meant that they could earn economic rents
above and beyond what a free market clearing price
would be. If it is the latter then obviously the
increase in labour supply from China and India, as
it begins to compete for a place at the global table, if
you like, will tend to give rise to downward pressure
for the economic rent earners in the West for wages
and profits, and so on and so forth. You are going to
get a mixture of both eVects coming through, but at
the end of the day there is no doubt that the
globalisation process, by leading to a more eYcient
allocation of capital, raises total output. There will
be in the intervening period, in my view, some
adjustment costs, as far as wages and profits, and
so on, are concerned, in some parts of the
industrialised world.

Q17 Mr Fallon: You referred to the comparison with
the United States and the wealth and the mobility
there. Is not one of the keys to the dynamism of the
States and social mobility the whole issue of
property rights; is not that now one of the blockages
to real progress in China, that there does not seem to
be any progress at all now on enfranchisement of the
lower-income groups so that they can earn or take
long leases on property, both commercial and
domestic?
Ms Rosewell: Yes, in the sense that clearly-defined
property rights are one of the bases for being able to
write a contract and being able to establish a trading
relationship, and indeed one of the bases on which
you can then say what your comparative advantages
might be. A comparative advantage oVer is about
relativities, it is not about the absolute size. The US
still trades, after all, even though it has got absolute
advantages in many, many activities. Equally, of
course, trade often happens in similar sorts of goods,
so most trade is of things which are similar sorts of
products in similar sorts of countries and yet,

nonetheless, there is enough of a diVerence
somewhere in that delivery for trade to be possible.
Unless you can transfer the rights to that then,
obviously, there is an issue. However, the
mechanisms by which you establish those
institutional structures have to be embedded in the
history and institutions of the country in question,
and the way that we have developed a particular set
of ways of delivering on property rights may not be
the route to getting to the same place that other
countries choose. If you come from out of a
Communist system, in which the property rights
were indeed very clear, but are not individual, the
transition that you might try to make between that
situation and a more developed system, where
property rights are clearer, and indeed the rural
contract which is I think another element in it is
clearer, might be a very diVerent one, and embedded
in that is the role of trust. After all, if every contract
ends up in court you are on a hiding to nothing.
Most contracts have to be win-win and everybody
agrees, and “This is what we’re going to do,” and we
do it, and it is not a problem. So the role of trust in
all of that is just as possible, and you can have long-
lived and eVective relationships and implicit
contracts which do not rely on formal property
rights, and indeed I think that is many of the routes
to development that are likely to happen in these
countries.
Mr King: In China’s case, it is pretty clear that this
issue of personal relationships, of building up
relationships over time, is a cultural diVerence but it
is something which is very, very important in
establishing business relationships in China relative
to what we would experience in the UK or in the US.
I would also add that when you look at the China
story, it has had this extraordinary pace of
expansion for 25 years now without the properly
defined property rights we expect to see in the UK or
in the US, but it works in a slightly diVerent way.
First of all, it is probably closer to the traditional
Asian model of growth, which is not one which
typically we would see as being a textbook example
that comes through from Western economies, for
example. So you have got that particular issue that
has come through. The second issue is that China
has got absolutely enormous potential for catch-up,
in the sense that it is starting from a position where
it stagnated back in the 1400s and started growing in
1980, so, in terms of its ability to learn and catch up
from others, it is an extraordinary transformation
that is taking place. The final point I would make for
China is that when you look at Chinese exports and
imports, it is not a case of China doing something
and the rest of the world suVering from it, if you like,
it is the fact that, when you look at the percentages
of Chinese exports and imports, about 60%, or so,
are accounted for by what you might describe as
foreign invested companies, in other words,
companies operating in China which are part-
owned, completely owned or joint ventures with
companies from Japan, Europe, the US. China’s
success story is partly an issue about Western capital
or Japanese capital going into China and
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contributing to or combining with the low levels of
domestic labour costs to give them much faster
growth than otherwise would be the case.

Q18 Angela Eagle: You were saying earlier about the
threats and you mentioned income inequality and
issues around that, but nobody mentioned
environmental threats. We have alluded to it
gradually, I think, a bit, talking about commodity
prices. Would you like to revisit the issue of threat
in globalisation and have some thoughts on
environmental threat and sustainability of the kinds
of levels of growth that we have got now in the world
and how we can ensure that we do not just come to
a grinding, terrible halt?
Mr King: I hope not; that would be unfortunate.

Q19 Angela Eagle: It would not be very enjoyable,
would it?
Mr King: No, it would not. The first thing I would
emphasise is that the growth rates we are seeing
currently in the global economy are actually not as
big as they have been in the past. If you look back,
for example, to the fifties and sixties, the growth
rates we saw then were much, much faster than we
are seeing today, because it was Europe and Japan
that played a really big role in driving the global
economy back then. Although China and India are
important, their contributions to global growth are
smaller now than was the case for Europe and Japan
back then, so it is not as though we are seeing an
incredibly rapid pace of expansion which is unusual
by the standards of previous decades. Secondly,
there is clearly a market versus a non-market issue
here, which is that if you take the market
implications of globalisation it does imply much
greater economic output than was the case
previously; if you do not price accordingly or do not
do something about the environmental cost then
clearly there will be a risk that builds over a period
of time. I think it is also important to stress that
countries like China will look at the environmental
issue and recognise that they themselves are
suVering.

Q20 Angela Eagle: They already are.
Mr King: I was in Beijing last week and, I can tell
you, it was pretty smelly and the skies were brown
rather than blue, which ideally is what you want to
be seeing, but clearly there is a big pollution problem
in Beijing. I think one of the diYculties here is that
when it comes to reducing emissions, for example, in
China, India or elsewhere, they will probably say,
“Well, why us first; why not the US first, because the
US is rich and can aVord to make those changes,
where actually we’re poor?” When the other
countries, for example, Europe and the US, were
poor, they were happy to pollute; they are much less
happy to pollute now. Countries like China and
India are poor and therefore do not want to see, if
you like, major environmental costs as a way of
slowing the economies down. I think the US has a
critical role in this particular story.

Q21 Angela Eagle: True; but there is an issue here of
sheer size. If China is bringing a couple of coal-fired
power stations into being every two months, there
are issues for climate change and environmental
sustainability that are bigger than just the levels of
growth might suggest. You are rather pessimistic, if
you think that China wants to do that and have the
kind of pollution and carbon emissions that we had
in the 19th century, or 18th century, on that scale. It
is not sustainable, is it, and they know that, by the
way, they are looking for the latest technology that
is clean so they can carry on growing without that
threat?
Ms Rosewell: I think, the big diVerences between the
technologies that were available for power
generation and indeed the wasteful use of power in
the 18th and 19th centuries, they are hugely diVerent
from what is available now. I think, as the impetus
to invest in clean technologies and establish better
scale of production of those technologies gets ahead,
they are probably poised at the moment, in those
sorts of places, if you look at some of the literature
that is emerging now, there is scope for continuing
growth generally across the rest of the globe. Even if
there are bits of China which are going down a less
clean route, if you like, at this moment, if the rest of
the world is going down a much cleaner road then
there is a bit of a balance there, and, in any case, as
those products become cheaper, that is actually an
advantage for the Chinese themselves. My suspicion
is that, in the end, they will not have to invest in the
kind of grid, for example, that we invested in here,
because the micro-generation of electricity is going
to become much more eYcient and much easier,
small wind turbines, and so on, will really be going
to take oV, and those are precisely the sorts of places
where people will just get on and do it. They do not
require the scale of investment, they are much more
micro; individual communities can put up small
wind farms without the big turbines that we are
seeing at the moment, and the whole thing will move
on in leaps and bounds. Maybe this is technological
optimism, and economists are often accused of
being technologically optimistic, particularly by
environmentalists. I can remember several rows in
meetings. Nonetheless, I remain that kind of
technological optimist and I think that is exactly
what we are seeing beginning to develop. I think,
pretty quickly, they will discover there are much
easier ways of generating power than building coal-
fired power stations.

Q22 Angela Eagle: One of the other threats that
people often worry about when they think about
globalisation in the more advanced economies is this
idea of a rush to the lowest levels of corporate
taxation which destroy the social infrastructure
which has been developed over years in the advanced
economies. There is a kind of bidding down of
corporate tax. Do you worry about that, do you
think that is a threat; there is no obvious sign of it
happening, but people do worry about it?
Ms Rosewell: Exactly. I have no evidence from
people this has actually happened.
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Mr King: I think it is a claim that is made but does
not seem to be based on any facts at all, and the
range of corporate tax rates across diVerent
countries, I think, has no correlation whatsoever
with capital inflows and outflows or with growth
rates. I think it is very diYcult to make the claim that
really is happening.

Q23 Angela Eagle: I think also, while I am in a
‘pointing out people’s pessimisms’ mood, oVshoring
is another issue that people worry about,
particularly organised labour, but also the potential
threat of it. Do you have anything to say about
oVshoring? Stephen, obviously your company does
quite a bit of it. People generally see it as a threat to
their jobs and their own prosperity when they are in
the sectors where it happens. Have you any words of
comfort for them and any thoughts about what
might begin to mitigate the consequences?
Ms Rosewell: I think one of the issues around
oVshoring is that it is very easy to exaggerate it, so
that, some of the activities which people have
thought about oVshoring, they have tried for a bit
and then they have actually brought it back closer to
the market. In other words, you need for many
services to be dealing with people who actually
understand the issues that you are facing and the
cultural context, and so on. I think this fear can be
exaggerated. In the sense of their technical activities,
or aspects of administration, and so on, paper-
pushing, if you like, which can be done more
eVectively and more cheaply in other locations,
essentially that lowers the cost of that service to the
customer in this country, and actually that is a
benefit. If it is alright to import your washing
machine, why is it not alright to import other things;
and, after all, that is entirely the basis on which we
have reinvented ourselves over centuries. To say that
somehow this is the latest form of new activity
coming along which we must resist I think would be
a mistake equal to mistakes that we have made in
this area in the past.

Q24 Angela Eagle: A sort of protectionist response?
Ms Rosewell: Yes, exactly.
Mr King: OVshoring, I guess, is a new way of
describing historically a very common thing. I guess
it exists because we think of oVshoring as being
something which involves work going to India or
China, but actually, if you think about the city
states, back in the 14th or 15th century, you had
exactly the same thing. OVshoring in those days
eVectively was taking business out of the city state
itself and giving it to the cottage industry that was in
the woods just outside. It is the same kind of
principle of capital trying to move around and
businesses trying to move around to get the most
eYcient allocation of resources. As far as HSBC is
concerned, I am only an internal economist there,
rather than in policy, but HSBC is such a big bank
these days, it is diYcult to know what you mean by
oVshoring, in the sense that it has got operations
everywhere. Reducing operations in one particular
area for a period of time may be commensurate with
building up operations in another particular area in

the same country at the same time. It is not clear
what the overall eVect is, as Bridget was saying,
because you end up with lower costs of various
imports, which means there is more income around
to spend on other kinds of goods and services, so
everyone is better oV as a result of that.

Q25 Angela Eagle: What should be the role of
government in the latest globalised context that we
are in? We have talked briefly about whether it is any
good picking winners, and decided probably not.
Clearly, governments have a kind of strategic
position and a possibility to have an overview in
their own particular contexts which might point an
economy in a more strategic way. Certainly in this
country we are looking at skills and we are looking
at investment in scientific research, trying to bolster
the creative industries, so we are not picking
individual winners but looking at various sectors. Is
that the appropriate thing to do? What do you think
that the correct response would be for a government
overseeing an economy, although not controlling it,
in this globalising context?
Ms Rosewell: I think there are two prior things,
before we think about the more domestic stuV,
which are the international aspects of this. One
important thing is trying to ensure that the world
economy remains an open economy, trying to
support the Doha round, to the extent that we can,
and global institutions like the IMF. I think there is
also a role in ensuring that monetary authorities are
appropriately tasked with overseeing stability of
financial arrangements and that the payments
institutions continue in a stable fashion. I am sure
there will be some crises along this road that will
need to be managed, but I think those are the prior
things. If you turn to how we facilitate the
adjustments within the UK economy, I would say
that government, on the whole, is not very good at
deciding what those adjustments are; what
government needs to do is set the framework in
which other people can get on and do it, and that
requires a good level of basic investment in
infrastructure, in education, in research and other
institutions, of the kind that, on the whole,
government needs to do, setting the infrastructure
for it to be done, otherwise it leaves things just to
stand. Apart from that, I think that, although
creative industries are a good thing and helping a
little bit along these roads is helpful, I do not think
that actually is going to make a big diVerence. At the
end of the day, it is enabling businesses just to get out
there and decide what they want to do which
matters, and also for people to get out there and
decide what they want to do and to be able to take
advantage of opportunities that they see.
Mr King: I would agree with Bridget. I have not got
much more to add, other than to emphasise the
international role that governments should play,
that what matters really are the international rules
by which you play the globalisation story. It is
always diYcult to claim that the UK is uniquely
placed to help to make sure those rules are stuck to,
but it seems to me that currently the UK should be
prodding the US and Europe into actions which
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would be more beneficial to support globalisation
over the course of the next few years. I think the
biggest threats to UK livelihoods at the moment
come really from external forces, particularly this
issue of growing protectionist pressures in both the
States and Europe. I think it is a very disturbing
phenomenon.

Q26 Angela Eagle: Taking all that into account, if
the Government looks at our trade patterns and sees
that Europe is still our major trading partner, yet it
looks like the vast majority of world growth is going
to take place elsewhere, should it worry about that?
Should it be facilitating more lessons in Mandarin
and the various Indian languages and trying to do
something about that, or should it just sit back and
do its duty with the Bretton Woods institutions and
the Doha round and somehow leave the invisible
hand to make its own way?
Mr King: Personally, I would be in favour of
Mandarin lessons but I cannot really speak for
anybody else.
Ms Rosewell: Mandarin, or Cantonese.
Mr King: Mandarin, I think, is the oYcial one, so
that is the one, I suppose, which matters.
Ms Rosewell: Many of the business communities
speak Cantonese, do they not?
Mr King: Yes, Cantonese, that is true. I think,
Mandarin I would prefer. However, I would say that
I recall, 20 or 30 years ago, that Japanese was the
popular language. Of course, this is a very good
example of where picking winners did not really
work out, because Japan, having grown so quickly,
eventually stagnated and became much less
important as an economic counterpart. There is a
danger that China appears to be fashionable and
possibly will become a victim of fashion in this
particular area.

Q27 Mr Todd: Sticking on language for a moment,
does English maintain its position as being a
significant positive advantage for this country?
Ms Rosewell: Yes; of course.
Mr King: Yes.
Ms Rosewell: It is the language combined with the
openness and the willingness to allow people to
come to London, in particular, and set up and
get their own trading arrangements, financial
arrangements, and so on.

Q28 Mr Todd: Just turning round the second part of
your answer, therefore another part of our
competitive advantage is the very significant resident
population from India and China and places of
that kind.
Ms Rosewell: And everywhere else.

Q29 Mr Todd: Who are potential entrepreneurs and
bridge-builders with these growing economies; is
that not true?
Ms Rosewell: Certainly it is one of the things that we
work on inside the GLA, to try to understand those
communities and to build links with the business

side of those communities to encourage inward
investment in all directions, basically.

Q30 Mr Todd: With the reach that HSBC has, you
must perceive these things quite clearly, of the
diVerent communities in diVerent countries, and
that, in some ways, historically closed economies,
even though they may be open now, have shut
themselves oV from many of these opportunities by
not having a large Indian-origin population within
their jurisdiction?
Mr King: Exactly. I think there is a broader issue
than simply Indian population or Chinese
population. I think the way you put this, in
economic terms, is that there are lots of political
reasons for immigration controls, but the economic
reason for immigration controls is really a
protectionist reason, that by trying to keep people
out of a particular country eVectively you are trying
to protect the rights, wages and perceived benefits of
the indigenous population. But in the same way that
restrictions on trade are damaging economically,
restrictions on migration, ultimately, will be
damaging economically. If you think about the great
waves of migration that have taken place and the
benefits that societies have got from them, they are
actually pretty powerful stories. If you think about
Europe after the Second World War, the success of
Germany, it was partly the immigrant story, if you
think in particular of the US in the late 19th century
or 20th century, huge waves of immigration, which
undoubtedly were part of the success of the US at
that particular point in time. If you close yourself oV
from immigration economically then you are likely
simply to be protecting the interests of the current
crop of workers, with the economy becoming more
stagnant as a result.

Q31 Mr Todd: Which suggests that either policy-
makers have not read their history or that policy-
makers are extremely apprehensive of selling what
is, frankly, a very consistent line of success to their
population; which do you think that is, or try one?
Ms Rosewell: It is probably a bit of both.
Mr King: It is a bit of both.
Ms Rosewell: There is more to life than economics,
we would accept that, reluctantly.

Q32 Mr Todd: Yes, but successful economics means
a lot to most people. Just on the broader issue of to
what extent the British public perceive globalisation
as a good, do you think there is more that could be
done, and what?
Ms Rosewell: Clearly, there are aspects, such as
immigration, which touch people’s nerves, but I
think that, on the whole, the British public faces
both ways but actually it has got quite a good
international orientation. Most people, after all,
have passports, most people travel, they may then
buy fish and chips when they get there, or whatever,
but we are actually quite open to foreign influences
and have been over a long time; look at our cuisine,
for example, what is British food, after all? I would
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not say that the British people are against
globalisation in a fundamental sense. Clearly, at the
same time, everybody, every individual—

Q33 Mr Todd: To the extent that you might say the
French were?
Ms Rosewell: Yes; but every individual will also have
a bit of self-interest about the kind of community
they want to live in, or the security of their job, and
the individual and short-term point of view, while at
the same time seeing it as a bigger picture.

Q34 Mr Todd: Just turning that argument around
again, we discussed the diVerential impact of
globalisation on diVerent skill levels in the economy,
and it would appear that inward economic
migration is a major threat to those with relatively
low levels of skills and also that they are threatened
potentially by outsourcing, which has been
discussed in other questions. To what extent can we
say there is any benefit for those with relatively low
skills in our own economy?
Mr King: I think we need to be a little bit careful of
that argument, because it seems to me that if you
take, for example, the large migration of workers
that are coming through from Central and Eastern
Europe in recent times, it is not as though the
unemployment rate of the indigenous population
has gone up as a result of these people, in eVect,
displacing work that would go through the
indigenous population. It is much more a case of,
actually, the labour supply being more flexible.

Q35 Mr Todd: But their bargaining strength has
gone down?
Mr King: Yes, in some cases their bargaining
strength will have gone down, but I think the way I
would put it actually is that in the absence of this
migration the labour market would have been too
tight, and because it was too tight interest rates
would have been higher than actually they are today.
For the broader population, the cost would
probably have been more inflationary pressures,
higher interest rates and a less flexible labour market
than we have got, and we should be thankful for
that.

Q36 Mr Todd: The other aspect is that inflation
generally has been lower because of lower imported
cost goods?
Ms Rosewell: Indeed.
Mr King: Yes.

Q37 Mr Todd: From which they benefit, as does
everyone else?
Mr King: Yes.

Q38 John Thurso: I want to ask you just a little bit
about resources and globalisation. The UK will be
dependent increasingly, and already is to a certain
extent, upon imports of raw materials and
particularly in energy. How much of a threat do you
think this is, first of all, to the UK’s ability to
compete in the global economy?

Ms Rosewell: I think it is a threat to the price that we
might have to pay for some of these, and we have
seen this already over the gas interconnector and
indeed the issues around the Russian gas as well; so
there are some issues about price and the cost of
those, but those apply not just to us but to other
people as well. In a sense, that is an issue for
developed economies. What I think therefore is at
issue is the extent of our willingness and ability to
invest in alternative sources of energy. I think,
actually, in some way, we are quite well placed, not
so much on things like photovoltaic cells, for
example, because we do not have the sun, but in a
number of the other areas there is a lot of investment
going on. There is a lot of innovative stuV going on,
which actually we are quite good at, and I think that
there are some quite interesting opportunities that
we might follow, even if we do not go down the
nuclear route, which obviously politically is rather
diYcult. There are some vulnerabilities, but I do not
think necessarily they apply just to the UK, and
therefore the relative competitive position of the UK
is probably in the same place as that of many of our
European competitors anyway.
Mr King: I think one issue for the longer-term
growth rate, or the medium-term growth rate, of the
UK is that if a large chunk of the capital stock, which
we had invested in recent years, was put in place on
the assumption of $30 a barrel of oil and you end up
with 70, or 80, or 100, if you argue that some of that
capital stock is now being used less eYciently than
the plans were, which means therefore that the
productive potential growth rate of the UK might be
lower, as a consequence of that, than would have
been the case previously, I think that is an issue the
Bank of England has to confront when it comes to
thinking about monetary policy, what is the speed
limit, if you like, on the growth rate and has that
changed as a result of significantly higher energy
prices. The second thing I would add is that clearly
if you have got energy prices going up, basically it is
a series of terms of trade shocks, it is a redistribution
of income from energy-consuming nations to
energy-producing nations. That may imply issues
about the adjustment of current accounts, balance of
payments position, of diVerent countries, so, for the
energy-consuming nations, other things being equal,
they might end up with bigger current account
deficits, while, for the energy-producing nations, the
Middle East, parts of Latin America, Russia, you
end up with bigger current account surpluses. The
question then for us really is what will those
countries choose to do with those current account
surpluses, does the money end up reinvested back
into the UK, into Europe, into the States, or does it
get invested into their own domestic economies, and
what sorts of assets do these countries buy with their
current account surpluses. There is a series of
unknowns there, in terms of the way in which capital
flows around the world, as a result of these relative
energy price shifts.

Q39 John Thurso: There is an assumption in all of
that, of course, that there is actually a suYcient
amount of resource to go round for the demand that
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will exist across the whole world. If you believe in,
and I am not saying I do, peak oil and all of the other
scenarios, and if you look at the growth rates
through to 2050 of India and China, there is a
perfectly feasible scenario that actually you get to a
point where you have got a shortage, so that there
are not suYcient raw commodities to meet world
demand. At that point, it becomes in the interest of
each country, the hank we have got, actually to hang
on rather than export, to a certain extent, so that
becomes a security issue. Within that context, how
much do you think that is a threat to the pace and
process of globalisation?
Ms Rosewell: We have looked at some of the peak oil
stuV, although not very recently, and my
understanding is that there is still quite a lot of
uncertainty as to how realistic any of those scenarios
are, given the ability, as price begins to rise, then to
bring more supplies on stream. After all, at one
point, 20 or 30 years ago, it was the proposition that
it would never be worthwhile getting North Sea oil
out of the North Sea, because the prices would never
make that possible, and here we are, a generation
later, still pumping. I am slightly sceptical about all
of these apocalyptic scenarios; however, it is
certainly possible that you could reach the point
where there was such a demand that there was some
sort of cut-oV and people hung on to it. I just do not
think that would be an abrupt event, so it would be
much more that there would be far more signals
along the way, to which markets themselves would
be able to respond. I may be entirely wrong, of
course, but I do find it quite diYcult to believe in the
apocalypse scenario.
Mr King: I suppose it depends on the way you
describe it, apocalypse, oil running out, or whether
the price becomes an excessive burden. I think it is
more likely to be the latter than the former.

Q40 John Thurso: It is more likely to be an
earthquake than an apocalypse.
Ms Rosewell: It is doubled; but we seem to have
managed to survive that.
Mr King: We are okay at the moment, absolutely. I
am thinking that in 20 or 30 years’ time China, at its
current growth rate, presumably there is a danger in
extrapolating it, will be consuming, in 20 or 30 years’
time, the equivalent of all of today’s current global
oil production, if it catches up in the way that it has
done so far. That can only mean that you are going
to end up with much, much higher energy prices,
other things being equal, over this next 20 or 30-year
period. We think of $70 a barrel being rather high,
but whether we should instead be thinking about 100
or 150, 200, 250, as possible numbers I have got no
idea, but certainly those kinds of number are
possible in a world where China and India continue
to grow at these extraordinary rates that we have
seen recently.

Q41 John Thurso: I think, if we were to get back to
the energy price of the early seventies, in real terms,
it would be $200 a barrel, or about that, roughly
speaking?

Mr King: There are diVerent calculations, but
somewhere there. They mention 100 to 200.
Ms Rosewell: There was a significant interruption in
the UK’s growth, as a result of that event, but it was
only an interruption. I have still got my ration-book
somewhere, which they issued, if you remember that.
I found it the other day.

Q42 John Thurso: I think I have got mine.
Ms Rosewell: We survived; but, nonetheless, the
‘business as usual’ actually survived that event.

Q43 John Thurso: How robust are the commodity
markets both internationally and particularly with
regard to energy in China and India? Obviously, for
globalisation to work smoothly, for all these
diVerent influences to be taken account of, for prices
to adjust in a smooth way which allows for that, it
needs a robust market. Are those markets robust?
Mr King: No. For China, the hit really is felt by the
refiners and wholesalers, because the prices are
happening in the world market and not being
reflected fully in the prices that the average
consumer, or truck-driver, or whatever, is paying for
their fuel. Therefore, there is not a robust market. I
think it is fair to say though that 20 or 30 years ago
you could say arguably there were not robust
markets in the industrialised world. We have moved
to what is very much a price-determined system.
China is still a long way behind that. What that
really means in China is that, rather than having the
constraint coming through on price you have the
constraint coming through on quantity; in other
words, you have queuing systems developing.
EVectively, you end up with a rationing system,
which is the kind of thing you end up with if you
have not got non-market clearance, so you have
huge, four- or five-mile-long queues to get to the
petrol station to fill up, because that is the only way
in which you are going get any petrol at all.

Q44 John Thurso: That takes me neatly on to asking
a little bit more about the environment. I think there
is a fairly clear consensus that global warming is
either one, if not the biggest threat we face, therefore
there is a fairly clear consensus that bringing down
carbon emissions is an important policy objective,
yet you have just described the lack of market
mechanisms in China and other countries. Have we
got, between the drive for growth in those
developing economies and our desire to see a clean
planet, two irreconcilable forces?
Ms Rosewell: I think it is impossible to tell whether
they are irreconcilable. I also think that although
there is certainly a consensus that there is not just
global warming but it is unprecedented global
warming, and that it is to do entirely with human
activity, such a consensus exists but could still be
wrong. There are still arguments about how unusual
the period is and, indeed, how far it is only the result
of human activity. However, I agree that there is
such a consensus and that means that there is a
strong policy impetus to do something about it. I
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think, however, until that underlying tension is
resolved in the US there is very little chance of it
being resolved anywhere else.
Mr King: If I could add some numbers to this,
according to the data I have, the US accounts for
roughly 26% of global oil consumption and 24% of
natural gas consumption. China accounts for 8% of
global oil consumption and 1.4% of natural gas
consumption. The UK accounts for 2.1% of oil
consumption, so with a population of 60 million we
are about a third, or so, or a quarter, of China, with
1.2 billion people, and our natural gas consumption
is 3.7% of the world total, compared with China at
1.4%. The point I would make is that we should not
lose sight of the fact that we, in the rich,
industrialised West, are the major consumers of
energy, and even if China grows quickly it is still
going to be quite a long way behind the US for a
number of years. Certainly, from the point of view
of consumption per head, it will still be way behind
when it comes to 2030 or 2040, by which time maybe
its total consumption will equal that of the US.

Q45 John Thurso: That begs the question, here we
are, we have surfed the last wave of industrialisation
and globalisation very successfully; oops, we have
now discovered that what we are doing is not terribly
good for the environment. Now the other economies
are starting to surge forward and we are saying,
“No, you can’t do that.” What can we do to ensure
that they can enjoy the growth they have got every
right to, in a functioning, global economy, but, at the
same time, we can help them to do it in a way that is
as environmentally-friendly as possible?
Ms Rosewell: I do not think we have a chance of
doing that unless we get our own house in order first.
I do not think we can preach to third countries unless
we are prepared to act ourselves. That is why I say
that, until this tension is resolved in the US, in
particular, I do not see how you can preach to China
or India.

Q46 John Thurso: I cannot remember which of you,
I am sorry, but one of you started your summation
by saying that globalisation is driven as much by
technology?
Mr King: Yes, I said that.
Ms Rosewell: Yes.

Q47 John Thurso: You both said that; wonderful. Is
that the answer, therefore, for us, what we can do is
drive headlong into technologies that we can export
to them that make it beneficial for them to be able to
operate in a low fossil economy?
Ms Rosewell: Certainly we can do that and we can
also employ those technologies ourselves.
Mr King: I think the starting-point is that we employ
them ourselves, first of all, and then if we can export
them all well and good, but we start at home, first of
all, and not in China or India.
Ms Rosewell: Although, I think some of
the technologies, particularly micro-generation
technologies, will turn out to be very eVective,
particularly in these huge countries with a very
dispersed population. The costs of investing in a

grid, for example, and indeed it is quite interesting
the technical issues about the maintenance of a grid,
need not ever be made. You can actually have much
lower-cost generation with the kinds of technologies
which are becoming available now. My guess is, this
is the route they will take anyway.
Mr King: It is the equivalent of mobile ‘phone
technology, which is much cheaper than having
fixed-line technology, and that is what the
developing world is going for.

Q48 John Thurso: Mark Todd was talking about the
movement of people, and you said that people have
passports and travel. In America, I believe, still only
14 million people have passports, out of a
population of whatever it is, but it is a couple of
hundred-plus million. Is that one of the biggest
threats we have, that America, which is the biggest
polluter, the biggest consumer of energy, actually is
the least travelled, and therefore the least aware of
what is needed globally?
Mr King: I think the US does not have the need to
be as aware, if you like, of how dependent it is on the
rest of the world as, for example, the UK does. One
of the reasons for it is that the US is a huge internal
market. When you compare the US with the UK,
what probably you should be doing is comparing the
US with the European Union as a whole, but
recognising that the political institutions in the US
are much, much stronger at the federal level than
they are in Europe. The need to look elsewhere is not
quite so great because of the size of the internal
market within the US. It may actually reduce the
degree of understanding the US has of its
dependency on developments elsewhere in the
world. Certainly, when it comes to the protectionist
issues, it seems to me that one of the reasons why the
US is thinking about that particular position is that
it may recognise, and may believe, whether rightly or
wrongly, that protectionism will actually hurt others
more than it hurts the US and in a relative sense the
US comes out of the story reasonably well.

Q49 Chairman: Against a background of ageing
populations in the West, obviously we are going to
become more dependent on workers from India and
China for sources of labour. How much of this will
come from greater oVshore outsourcing and how
much will be from greater inward migration into
the UK?
Ms Rosewell: I think that will depend upon the pace
of development in relative economies. In other
words, if it becomes easier to earn good money in
your home location then that is what you will do; if
you see the opportunities there, you stay. Why
become an economic migrant to somewhere halfway
across the world if you can do well in your own
country? Indeed, one of the things I think is
becoming clear in India is that now increasing
numbers are returning to India to invest and to start
businesses, and so on.
Mr King: The same is true of China as well.
Ms Rosewell: The same is true of China. The easier
it is to do well in your own country the less incentive
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there is to leave; that is one thing. The other thing is
that I would challenge your preamble a little,
because I think the real response to an ageing
population is simply that the domestic population
will have to work longer, not just that we will rely
upon more imported labour.

Q50 Chairman: It is not going to be easy to achieve?
Ms Rosewell: It is not going to be easy to achieve, but
it is necessary.
Mr King: I must say, I think you will see at the
margin some shift towards reliance on labour
elsewhere in the world, as, eVectively, as citizens,
as a collective group, we have become less
proportionately workers and more proportionately,
I suppose, capitalists, for want of a better word.
Ms Rosewell: Rentier.
Mr King: Rentier, yes; so therefore we have to rely
on the eVorts of people elsewhere in the world,
whether they come here or whether our capital goes
there. That raises some issues, longer term, about
protection of property rights, going back to your
earlier issues about China, which is that when you
invest elsewhere in the world are you absolutely sure
that what you own you will continue to own.

Q51 Chairman: I think you have already answered
the next question I am going to put to you,
particularly Stephen, but for the public record I
think it is important to put it. Is the UK investing
enough in China and India to benefit from the
growing working age population in the future?
Mr King: I do not know what ‘enough’ is, actually.
I do not know how to quantify that.
Ms Rosewell: Could you invest more; almost
certainly, yes. Is it suYcient, that it will enable us to
capture a lot of the gains, I do not know the answer
to that question, actually.
Mr King: I think I would like to broaden it away
from just China and India, because a lot of the
capital flows are going to Central and Eastern
Europe, parts of the Middle East perhaps, in the
future, parts of Latin America. One thing to bear in
mind here is that China is actually rather diVerent
from the majority of developing markets, in the
sense that China has a population which is ageing as
quickly as that of America, so really if you want to
look for the really youthful populations elsewhere in
the world you have to look to the Middle East, to
India and Latin America.
Chairman: Thank you very much for your presence
this morning. It has been very helpful to us. We have
a long way to go before we come to our conclusions,
but you have already assisted us. Thank you very
much.
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Q52 Chairman: Mr Wolf, good morning and
welcome to our inquiry into globalisation. We really
appreciate you taking the time to come and chat to
us on this because I do not know if everyone in the
Committee has but a number of us have read your
book Why Globalisation Works, and we have also
followed your columns very assiduously in the
Financial Times and your latest one on energy.
Mr Wolf: One more to do today. Another one.

Q53 Chairman: Very good. Could you identify
yourself for the shorthand writer, please?
Mr Wolf: Yes. I am Martin Wolf; I am the Chief
Economics Commentator for the Financial Times.

Q54 Chairman: Maybe I can start with asking the
question, what is globalisation, in your eyes? What
would you identify as the most important threat and
most important opportunity for the UK arising
from this phenomenon of globalisation?
Mr Wolf: Those are two quite distinct questions.
First of all, I define globalisation, since I am an
economist, as fundamentally an economic process
with, of course, very wide and fundamental political
and social consequences—and indeed cultural
consequences. I do not consider those trivial, but I
focus on the economic aspects. I regard it as, in
essence, a process of economic integration across
quite a wide range of markets, trade in goods and
services, mobility of capital and, also, increasingly,
of labour, and it is driven by two distinct but inter-
related processes. The first is a set of policy changes,
namely liberalisation of economies, particularly at
the border, but that is often very diYcult to
distinguish from what we often think of as domestic
liberalisation. Often the process of domestic
liberalisation, for instance of financial markets,
almost automatically has international implications.
The second process driving it is technological
change; changes, essentially, in the costs of transport
and communications. So that is how I define
globalisation. It is economic integration across a
whole range of markets driven by two processes. In
the last 20–25 years we have seen a global policy
revolution—that is quite clear. A very wide range of
countries, of which this is but one—and very far
from the most important—have liberalised
domestically and internationally, including the
world’s largest countries in Asia, and in addition we
have seen important changes in technology in the

last 25 years pretty well exclusively in the area of
communications technology. As I have pointed out
many times, if you compare what is often called the
second globalisation, the present era, with the first
globalisation (1870 to 1914, very roughly, or
perhaps the middle of the 19th Century to 1914) that
was an era in which both transport revolutions and
communications revolutions were very important,
but if anything the transport revolution was more
important than the communications revolution. Our
era is the opposite; we have not seen any marked
technological change in transport in the last 30
years, we are rather living oV the technological
changes in transport of the previous period in the
20th Century. As I like to remark, the last really
fundamental breakthrough in transport technology
occurred in 1903, if I leave aside the rocket.
Obviously, a great deal of technological innovation.
What does it mean for the UK in terms of
opportunities and threats? Well, the opportunities
are fundamentally the normal opportunities for the
gains from trade. Broadly defined, this country has
for a very, very long time been a large trading entity.
In fact, in some measures its openness to trade is no
greater than it was 100 years ago, although that is
diYcult to define precisely and, of course, it has
changed a great deal. It has always lived oV trade
and the gains from trade are, in some ways, more
substantial than ever before. The threats are,
broadly defined, three: diYculties of adjustment to
very large changes; losers domestically (there are
gainers and losers in a society aVected by large
changes of this kind) and, finally, the possibility that
the changes in the rest of the world will bring about
a transformation of our external environment
particularly technically our terms of trade, the prices
at which we can trade, our exportables relative to
our importables, which make us poorer. It is
perfectly possible that a globalisation process which
is beneficial for the world as a whole can make
particular countries worse oV if it so happens that
their particular exports (the things they are good at
exporting) become much cheaper in the world and
the things they import become much more
expensive. I think it is pretty easy to see examples of
countries that have suVered from that. As it
happens, the evidence for the UK is reasonably clear
that we have had a rather large, in terms of trade,
gain in the last 10 years or so (in fact, remarkably
large in terms of trade gains—quite striking), so at
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that level, in terms of the global opportunities, we
are almost certainly better oV. However, it would be
possible to imagine situations emerging in
globalisation in which we are in aggregate worse oV,
which does not mean we would be better oV more
closed, it just means that world opportunities have
got worse for us because we have got more
competitors who are driving down the prices of our
exports and our imports are getting more expensive.
There could well be a continued rise in energy prices
as we become a net importer. So that is, briefly, my
answer to your question.

Q55 Chairman: I am coming on to the issue of
protectionism but, before that, (maybe in part you
have answered it) looking at the longer term, do you
envisage a reversal of the current phase of
globalisation perhaps at some stage 20 years out or
so? If so, what could trigger that reverse?
Mr Wolf: As you will know if you have looked at my
book, I discuss that at length. I think it is perfectly
possible to imagine a reversal of this process. I
regard it as being in very insignificant measure at the
outcome of policy choices. I do not regard
globalisation as a predetermined result of
technological forces. As I note in the book, the
technology available for us to trade globally has
been improving; the costs of transport and
communication have been falling actually
throughout human history and certainly throughout
the last couple of centuries. Nonetheless, there was
a long period, roughly between 1914 and 1950 when
economic integration went into reverse, and that was
the result of political and policy catastrophes. The
breakdown in international relations (two world
wars is a pretty good example of that) and, of course,
the great depression in between which led pretty well
all the world towards more or less autarkic policies,
including of course then the British Empire—the
imperial preference system. So in asking what could
reverse this, I do not see any reason to suppose that
the technology opportunities will be transformed
dramatically in the next 20 years; they are more
likely to improve than not, unless you think there is
going to be an absolutely stupendous increase in
energy prices in the next 20 years. I do not find that
very plausible, for reasons I have discussed recently,
as you note. So the changes would have to be
political and policy changes, and the most likely
ones are the same as before—a return to massive
worldwide protectionism of a type we saw in the
Thirties. That, I think, would have to be triggered,
almost certainly, by a great depression of some kind.
I regard that as a very low probability event—very
low probability event—but it is not zero because
policy-makers can make huge errors (we saw that in
the Thirties) and, of course, a real breakdown in
global relationships. The most obvious dangers are
either a major international conflict situation or a
real perception that terrorism has become such a
serious threat that it is no longer possible to allow
either the freedom of movement of people or even
more the freedom of movement of goods in the way
we are used to. One of the obvious examples I have
given is what would happen to world trade if (I

cannot estimate the probabilities or possibilities of
this) a significant nuclear device were let oV in a
container in a major port. I know people are
concerned about this and a lot of security is going
into this, but millions and millions of containers
move around the world all the time; it is part of the
world trading system, and if such an event were to
occur security could be tightened so dramatically as
to amount to a seizure of trade. Of these I find the
latter, the terrorist threat, more plausible than a true
breakdown in global international relations. If you
compare our period with the pre-1914 era which led,
obviously, to the First World War, though there are
obviously important rivalries on the world scene and
an important shift in the balance of power with the
rise of China, above all, it does not seem to me very
plausible in our present era (for a whole host of
reasons) that we are going to see a repeat of the 1914
catastrophe, but obviously one cannot rule this out.
My general conclusion, then, is that it is possible to
imagine political changes leading to a reversal, but
on balance I think it is not probable. It is possible but
not probable. It is more reasonable to assume than
not that the process we have seen of the last 20, 25
years is going to continue.

Q56 Mr Breed: I suppose the question that everyone
will be asking when they start to get into it, both
individually and as their company, is: “Am I going
to be a winner or a loser?” Who do you think are
going to be the main gainers and the main losers in
the UK?
Mr Wolf: On companies I am not sure. I think a lot
of the companies that were vulnerable to this process
in the UK have gone. The industries that were most
vulnerable to what is eVectively, from an economic
point of view, a huge labour supply shock—we had
this huge increase in the eVective world labour
supply of cheap labour, cheap hard work—a lot of
the companies most aVected by that in the standard
textiles and clothing, metal bashing sectors have
already gone. They have gone because of earlier
waves of competition not so very diVerent, in
essence, to what is happening now. In terms of
people it is pretty clear from all the evidence we have
that this is in practice leading to what theory
suggested it would lead, namely, a shift in
opportunities towards the highly skilled and
cerebral knowledge workers, the people with
valuable skills in the world market economy, and is
negative for unskilled labour and, particularly, for
any semi-skilled labour which is still dependent on
working in tradable goods and services. So, in terms
of our internal situation, there is this shift which, in
my view, is probably being aggravated somewhat by
immigration.

Q57 Mr Breed: You will be aware that the European
Commission has proposed this globalisation
adjustment fund, to sort of directly help those people
which they believe are going to be aVected by
globalisation. How useful do you think a fund, as a
mechanism to redistribute the wealth from
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globalisation winners to losers, might be? Do you
think the sorts of figures we are talking about are
anything like enough?
Mr Wolf: I have always taken the view that funds of
this kind are completely useless in the European
context. There is a long history to the debate on this
(n fact, I have been involved in the debate on this for
about 30 years) which goes down to the comparison
between the US and European countries. The US
has a minimal welfare state, a minimal set of
adjustment policies and a big political problem
specifically focused on trade. Therefore, the US has
historically, and the Democrats particularly,
supported trade adjustment programmes to deal
with their political problems associated with trade in
the absence of any more general welfare support. My
view in the European context, and I think that
continues to be true here, is that whenever you look
at these things it is impossible to separate out (and I
discuss this at great length) the eVects of trade
changes from other changes that are causing
adjustment problems. All the evidence we have
suggests that even now productivity changes and
technology changes are as, if not more, important,
and it is not ultimately important for individuals
whether they are losing their jobs because of
technological change or because of trade, and
finding out which it is is very diYcult. So I have
always believed that the right thing to do is to have
general policies which deal with the general
problems people have in response to economic
change more broadly and unfortunate events. That
is the eYcient way of dealing with this because we
cannot separate out the eVect of particular things
like this. The trick, which I think this Government
has focused on as a major priority (and I think
rightly as a priority) is to design a state support
system, broadly defined a welfare system, that
achieves the aim of helping to adjust and supporting
the incomes of relatively unskilled people in an
eYcient way. That is what we should be doing and I
do not think I would change the policies I would
want to do just because globalisation has increased a
bit compared to other sources of change. Where the
change is from is much less important than that we
have systems designed to cope with change more
broadly.

Q58 Mr Breed: You indicated early on that you
thought the losers might be those that are in the sort
of lower skilled activities. How do you think
globalisation can aVect what you might call low
income families? Are they going to be significantly
worse oV both in real and relative terms?
Mr Wolf: In general, a lot of low income families in
this country, I think, are still not in work, so it is not
relevant for them. A lot of low income families are
gainers to the extent that there has been a collapse in
world prices for a lot of the things they consume,
particularly the sorts of things that countries like
China produce and export. So I think it is quite
diYcult to make a general argument that all low
income families are either worse oV or better oV as a
result. I do think the evidence is consistent; we have
had a marked dispersion in wage outcomes in this

country and the same thing has happened in most
relatively free market countries. The countries that
have not allowed this to happen have had generated
structural unemployment problems which suggests
to me the same thing is happening. So, in general,
one would expect opportunities for unskilled labour
to deteriorate, although I think a lot of the
deterioration for these people has already happened
because I think a lot of the loss of these jobs has
already happened. Increasingly, we are going to find,
and indeed are finding, that most relatively unskilled
people are working in truly non-tradable sectors and
there the competition will no longer be relevant to
them. That is I think probably where we are going to
end up.

Q59 Mr Mudie: Just following on from that, if you
did not have China and India coming through with
these populations the present government, I
presume, would hope to skill these individuals up
that are not at work and have them working in semi-
skilled or even skilled areas. Does globalisation not
mean a real threat to that sort of scenario? I thought
you were very pessimistic; I thought you were
actually suggesting: “They are not in work, so they
are never going to be in work so do they matter?”
Mr Wolf: No, I was not trying to suggest that. I
think that if you think about the sorts of jobs that
will be generated for relatively less skilled people in
our country at wages we think are reasonable, which
are obviously very much higher than the wages at
which people are prepared to work in China or in
India, I do not think that is going to occur in labour-
intensive, tradable goods, which is the most obvious
sector. I do not think that is a very plausible scenario
unless we are prepared further to increase (and
probably massively to increase) direct or indirect
wage subsidisation, which we are of course doing
very substantially already through the tax credit
system. So I tend to think that the future for people
in this category is, as I argue, going to be in the
supply of those services which remain, essentially,
non-tradable. There are a very large number of them
if you start thinking about them in construction, in
domestic services—plumbing and all that sort of
thing—and in services like hospitals and so forth.
That is probably, in practice, where most of the
relatively unskilled are going to end up working, if
you look towards the future. We are going to be
exporting skilled, labour-intensive products and
services. That is clearly what we are specialising in.
That is not going to be absorbing a large number of
unskilled people—it is just a matter of reality.

Q60 Mr Mudie: If you asked a lad in the street he
would say one of the areas they worry about is call
centres. In my constituency, for example, call centres
are a very, very good avenue for white males, for
example, who used to go into the tailoring trade
immediately they left school. Call centres, with a
training beforehand, they fit into very quickly. We
saw in India the Prudential’s call centre, staVed with
graduates doing the job in which we give an avenue
for these unskilled youngsters to actually get a
decent wage. They are disappearing.
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Mr Wolf: I think that is going to happen. In this case,
protecting (we are going to come to protection) an
economy against things that go down a ‘phone line is
basically impossible. Your point is linked to a more
fundamental point which I think is very important,
which is that one of the consequences of the
technological revolution is the collapse in the cost of
telecommunications. When I went to India first in
1970 you could not call it; it was impossible to call it.
Now there is no problem. This has obviously led to
much greater tradability of a large part of services
than ever before. That is a very big revolution. The
point about tradable services, ie things that go down
wires, is they are really impossible to protect. I agree
your description is a correct description of a genuine
problem. These are not businesses that are going to
survive unless the people here can add value which
people in India cannot add.

Q61 Mr Mudie: That brings me to—although I was
not aware of it but, thanks to the advisers I am
now—the law of comparative advantage. Do you
think the Indians and the Chinese know about this
law? Will they stick to various things and leave a wee
bit of trade for us? I was pessimistic about that. The
number of graduates they are turning out, they are
going very quickly up the skill trail.
Mr Wolf: I would like to point out that the law of
comparative advantage was put forward by a
distinguished Member of this House, David
Ricardo.

Q62 Mr Mudie: Was he a Tory?
Mr Wolf: He would have been a Liberal, although
he was in Parliament at the beginning of the 19th
Century before the Liberals emerged. I am sure you
know the history. He was a stockbroker, I have to
say, and he was probably one of the greatest
economists who ever lived. Anyway, the theory of
comparative advantage suggests, very broadly, that
countries export in order to import. That seems
pretty logical. I have written one column about this
which you can probably dig out somewhere—I
cannot remember the exact date—which made the
point that countries do export in order to import and
as long as they continue to export in order to import,
by definition, they are creating opportunities. China,
at the moment, is exporting more than it imports. I
think this is a very foolish policy but that, really,
relates to China’s macro-economic and exchange
rate policies, which I suspect goes beyond your terms
of reference. India imports more than it exports, so
there is no doubt that it is generating large net
imports. That is true of most developing countries.
Of course, whether what they import will be things
we produce is a question of whether we are able to
compete. Broadly speaking, these countries import
and continue to import in enormous quantities
relatively skill-intensive goods and services, which is
why Germany has re-emerged as the world’s largest
exporter (it is important to remember that, because
it produces so much of the capital goods these
countries want) and of course they import raw
materials. As long as we are competitive producers
in the former category we should be perfectly well

positioned to survive. So we have to continue to
upgrade very rapidly. Just to stress the point, at the
point at which they are cheaper than us in producing
everything they will cease to export because there is
no point in their exporting.

Q63 Mr Mudie: What struck us was that only a third
of the Indian labour force is used; two-thirds, 650
million, are almost sitting on the sidelines. A lot of
it is in rural farming but they are desperately under-
employed in terms of productivity. China similarly.
Will the law still work if you have those vast
reservoirs of labour that will, at some stage, want to
work? In India they are flooding into the cities, as
you say, and so in China, they want to be part of it.
Do you think that would aVect the law?
Mr Wolf: Exactly the same logic will hold in the
sense that this will lead to bigger economies; it will
certainly lead to more exports, though not as
much as you would expect. China exports
an extraordinarily large quantity already in
relationship to its economic size—rather weirdly so.
So I do not expect the growth to be so large. The
same property will hold in the sense that the incomes
these people earn will be spent; they may try to spend
them initially domestically but unless the economy
saves a very large part of its income more than it
invests (in other words, has a larger income than it
spends, which is inconceivable for such poor
countries in the long run) the countries will spend
what they earn, and as long as they spend what they
earn they will import what they export—by
definition. So they will be generating import
opportunities along with their exports. This is the
fundamental proposition of trade. It is always held.
However, of course, one of the consequences of what
you describe is we will become a smaller part of the
world economy and, almost certainly, in the process
we will become more specialised, but that is not
really that new. You could have made a very similar
argument (in fact, I would not be surprised if in
1900 Joseph Chamberlain also was making a
protectionist case at this time) about the rise of the
United States and Germany, and somehow we
survived.

Q64 Mr Fallon: The Chancellor gave evidence to us
in May, very encouraging evidence, that the
Government, or he, was determined to try to resist
protectionist ideas . How credible do you think that
is in practice, for example, on the example that Mr
Mudie gave, if Prudential’s back oYce function can
be transferred to India? Is it likely that this
Chancellor would agree to transferring public
service back oYce function, for example, to India—
some of the agencies that are not working very well,
like the Child Support Agency or the Rural
Payments Agency? Would they allow a significant
stake to be taken in aerospace or our energy
industries?
Mr Wolf: You are asking me to make a political
judgment, which I am not competent to make. I
have no idea whether the Government would
contemplate this. In general, if you look at
government policies around the world they tend to
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be, for the very reasons you have indicated, quite
consistent left or right, more protectionist than the
private sector because they are not subject to the
same market pressures and they are subject, as you
have pointed out, to very strong political pressures.
There is, actually, in the case you indicated—and
this is a very important point—possibly reasons why
you would limit the extent to which you want to
oVshore. The fundamental problems we have seen in
many of these complicated systems (and, by the way,
this is also occurring in the private sector) is there are
very complicated and diYcult management
problems involved in all major processing activities,
and the ones you describe are particularly complex
and diYcult. We have found them almost
impossible, if not impossible, to manage
domestically where it is much easier to know what is
going on and to control what is happening.
Controlling these things at great distance for very
complicated processes which involve a lot of
discretion is extremely diYcult, so I think it is
important not to exaggerate the extent to which all
these activities will go abroad even in the case of the
private sector. It is easier to move things which
are completely standard; absolutely standard
processing activities can be moved oVshore. Things
that involve a great deal of discretion, judgment and
so forth are much more diYcult to do, and as we
have seen the CSA is obviously a classic example.
The general answer I would give to you is
governments are reluctant to do this for perfectly
obvious reasons, and some of the reasons why they
are reluctant to do this are not bad ones; these are
really diYcult things to do well at all and doing them
well at a distance of 8,000 or 9,000 miles with all the
communication diYculties can be very hard.

Q65 Mr Fallon: On ownership? How credible is it for
the Government, on the one hand, to say resist
protectionist ideas but then, also, resist, for example,
a future bid for a part of a British energy company?
Mr Wolf: My only answer to that is that as far as I
can see there are not many countries in the world—
I cannot think, oVhand, of any—which have been
more willing under governments of diVerent
persuasion to accept foreign ownership of
companies. So I have no particular reason to
suppose, given that we have already handed over—
to take an obvious example, when the privatisation
of electricity and water occurred I think few people
expected foreign companies to own as much of these
industries as they have ended up owning. We now
have a foreign company about to own British
Airports. I do not think protectionism in terms of
foreign ownership is a huge problem in this country.

Q66 Mr Fallon: Finally, do you think successive
British governments are actually wining the case in
the European Union against protectionism? Do you
think we are making progress or not?
Mr Wolf: I think we are neither winning nor losing.
I do not really know how the new EU is going to play
out because the new 10 are a rather unpredictable
element in this. As we have seen very clearly recently
in Poland and Slovakia, their politics is still very

volatile because they are still very much in this post-
transition phase. In the original EU of 15 there has
been a balance of forces on protection which has
been fairly stable for quite a long time, with a
coalition in favour of liberalisation, in my view,
roughly equal in weight to the coalition against. The
result in the EU has been I would not say paralysis
but an inability to do anything decisive in either
direction. I am talking about external liberalisation.
By and large the Commission remains, in my view,
predominantly an instrument of liberalisation
internally (we can debate that in detail), but in terms
of the external side the balance of forces is very even.
There are very important countries which are quite
liberal, which are our natural allies and there are
very important countries that are not. We have not
changed this, but Britain is the biggest and most
important liberal country which has been
consistently liberal; Germany has oscillated on this
and, therefore, if its voice were on the other side that
would make a big diVerence.

Q67 Kerry McCarthy: The title of today’s session is:
“Globalisation: its impact on the real economy”.
What do you understand by the term “the real
economy”? Do you think it is a useful definition to
use?
Mr Wolf: It is a very standard economic term. I do
not know whether it is useful. I think it is just a label
for what is really important about the economy,
which is that it is designed to separate it from the
purely monetary aspects of the economy. To focus
on what do we mean by “the real economy” we mean
jobs, we mean incomes, levels of activity and the
levels of welfare that the economy provides. Those
are the real things—goods, services and jobs. So that
does seem to me a very appropriate focus for a
discussion of the impact of globalisation.

Q68 Kerry McCarthy: I just ask because some
people use it, I think, particularly within the trade
union movement, to refer to manufacturing in
particular.
Mr Wolf: That is based on a fallacy that is about 250
years old. We have had a long debate—actually,
Adam Smith himself encouraged this fallacy (not, I
think, intentionally)—and there is a long-standing
view of the physiocrats (we are not going to go into
the history of economics) that the only real things
are things that produce things that drop on your
foot. For anybody who thinks about this carefully,
that amounts to saying that if somebody does a heart
operation that saves your life that is not a real
economic good. It is a real good but it is quite
obviously something of immense value in every
respect, and this applies to many other services. So I
do not think that “real” does mean physical.

Q69 Kerry McCarthy: In terms of Britain’s future as
a country with a manufacturing industrial sector,
how do you see globalisation impacting on that? Do
you think there are areas in which we can still
maintain a comparative advantage, or is the battle
lost?
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Mr Wolf: Clearly the manufacturing sector in the
UK has undergone staggering structural changes in
the last 30 years—many of them incredibly painful.
There has been an enormous reduction in the labour
force in manufacturing. I cannot remember exact
figures but I do not think it is much more than 15 or
16% of the labour force now, and it has more than
halved in the last 20 years or so. The output of
manufacturing seems to be quite stagnant; it is not
shrinking but it is not growing. The interesting thing
about this is that, so far as I can see, the dominant
impact on our manufacturing sector has not,
interestingly, been our trade with developing
countries but our trade with other developed
countries. We do seem, for reasons which I do
not fully understand but there is a long history in
this, to have had a rather weak competitiveness
comparative advantage in manufacturing vis-à-vis
other important industrial nations. One result of this
is a lot of our companies have ended up being owned
by companies based in those nations—the car
industry is a very good example. Can we change that
fundamentally? I would have thought it is going to
be, from where we are, very diYcult to imagine we
will change it fundamentally. I would guess the
manufacturing sector (and this is no more than a
guess) will continue to grow a little but more slowly
than GDP, as it has done now, for a very, very long
time. We will specialise in things which do use
relatively skilled labour resources which we have
combined with foreign capital and technology. That
is basically what we have been doing in large part in
manufacturing for the last 20 years or so, and I
expect that to continue.

Q70 Kerry McCarthy: At the moment the low-skill,
low-tech jobs are going to places like China and
India. Will there not come a point when the high skill
jobs in those sectors start to go there as well?
Mr Wolf: Again, it is a question of where the
competitors come from. In the case, for instance, of
the motor vehicle industry the most obvious threats
to us, I would have thought, are the shifts of
assembly from here to Central and Eastern Europe
rather than to China or India. I find such moves are
perfectly plausible. I cannot predict it. It is true by
definition, we can only sustain a manufacturing base
here (it is a completely open system) if our
productivity is suYciently much higher than that in
low-wage countries. As I say, Germany is the
world’s largest exporter of manufactures; it is true its
value-added in manufacturing has declined but its
growth in exports has gone up dramatically. This is
true even though Germany is the highest wage
country, so far as I know, in the world. So it is clearly
not a crippling handicap to have very high wages but
it only will work if productivity overall, which
includes design and all the other things, matches
the cost.

Q71 Mr Love: Can I just pursue the question you
have jut answered. Peugeot Citroen are in the
process of moving their manufacturing to Hungary
from this country. Logically, from what you have
just said, most other mass car manufacturers will be

attracted towards an Eastern European bid. What
would be the things that would stop Honda, Nissan
and the other manufacturers moving their
production to Eastern Europe?
Mr Wolf: I think we have to separate (this is not very
helpful in a way) the sum cost element from the
marginal investment. I actually think it is very
unlikely that the next investments made by any of
these companies will be in countries like ours; their
next investments are going to be in lower wage
countries. That is quite diVerent from deciding to
close down existing plants and existing production
facilities in which they have invested a great deal to
establish the plant, which is diVerent I understand
(and I am not an expert in this) from the Peugeot
Citroen situation. The Japanese transplants in this
country are extremely productive enterprises started
from scratch with first rate quality output, and as
long as that remains the case I would have thought
they are very likely to want to maintain those plants
and to sustain their investment. I would have
thought substantial new investments by any of these
companies will not occur in this country, and it
seems to me almost inconceivable that the car
industry’s total employment will not tend to shrink
over time.

Q72 Mr Love: Can I move on to the role of corporate
tax. There is a lot of discussion about how we can use
the corporate tax regime to attract companies to
locate in this country. Many people say well, much
more important factors are skill levels, location,
language and transport infrastructure. How do you
see corporate tax? Has it a role and how important
is it?
Mr Wolf: It is a hugely controversial question. I
would certainly agree with the second part of what
you said. Particularly for anybody who is coming to
the UK in the service sector, which is of course a very
big part of our employment and attraction to inward
investment, financial services and so forth, people
are coming here predominantly for the reasons
you outlined. The quality of our people, our
infrastructure, the net work eVects they have from
being with other big firms are all very powerful
reasons for being here and I would be more worried
about the transport system of London, as it were,
than the corporation tax for many of these things.
Just on the corporation tax, speaking purely as an
economist, it is quite diYcult to be clear why the
corporation tax should be that important because
most analysis of the corporation tax suggests it is not
paid by corporations anyway; it has shifted, back or
forward, and so it is an indirect sales tax or it is an
indirect employment tax, and if that is the case it is
not clear why it should worry companies. Even that
is slightly too simple, but I take the first
approximation. However, companies themselves
may not see it that way, and they may think that this
matters more than actually it really does because
they do not understand the incidence of the tax upon
themselves (which is possible), and therefore they
may be attracted. The obvious example is given—
and it is the most important example open to us—of
Ireland; that the low tax regime of Ireland has been
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an immensely important source of attraction for the
massive FDI in Ireland. I cannot say that is
obviously wrong; the empirical evidence is not
strong enough either way. So it may be the case that
a large cut in the corporation tax would lead to very
substantial inflows of capital. Of course, it would
also leave the Treasury with a fairly sizeable problem
and they would have to raise taxes elsewhere. It is
only when we know where else they are raising taxes
that we would know the overall eVect of this on the
levels of activity in the economy. Just as a matter of
pure theory, the corporation tax does not make
much sense, but that is another completely diVerent
issue in tax theory, and I will not go into that.

Q73 Mr Love: There is a confusing picture here
because, of course, if you look at transport
infrastructure or skills they require taxation—a lot
of companies are quite happy with taxation because
they think it will improve the other factors that they
are interested in. I am interested because we have a
whole industry in this country, as you know, that
devotes itself to corporate tax competition; that we
ought to compete with other, especially European
countries but others as well. Recognising that most
of international companies are very sophisticated in
the way that they play taxation between diVerent
countries to minimise or optimise their overall level
of taxation they pay, does tax competition really
exist?
Mr Wolf: I have a whole chapter to discuss this issue.

Q74 Mr Love: I need to read your book!
Mr Wolf: The first argument is just to stress your
point. It is absolutely clear corporations only go to
places which are reasonably satisfactory in the sense
that they have a range of services provided in those
places, many of which are public. As I say, the lowest
corporation tax you can possibly imagine is in
Somalia, for fairly obvious reasons—it does not
have a government and people do not invest there.
Second, some very major western corporations have
remained based, very successfully, in very high tax
regimes, notably the Nordic countries—and
Germany, by the way, too. Third, the reason they do
this is because it is more diYcult than people think
for whole, big corporations to move around the
world—it is not impossible but it is not that easy—
and because of the very point I made that the tax
incidence of the corporation tax is really quite
obscure and is not clear that in the end the
corporation pays it. So I think it is very, very
important to avoid being too simple about this. It is,
however, true, as a general proposition, which has to
be assessed very carefully in particular cases, that in
a regime when certain factors of production—
capital and labour—are relatively mobile taxing
them becomes more diYcult. If you like,
competition does become relevant to some degree.
The way I put it—and there are lots of other issues—
is you have to satisfy highly paid people and
corporations that the location-specifics—ie the
services they get in a particular place—here are
adequate to compensate them for whatever tax
burden they pay; that the bundle, as a whole, is a

satisfactory one from their point of view. Provided it
is, the evidence is not consistent with a collapsing tax
base or with a massive outflow of corporate capital
from major western countries to other countries
with slightly lower tax regimes. I think it is often
greatly exaggerated.

Q75 Mr Love: Can I look at the other side of that
equation? There has been a whole debate about
R&D tax credits. The Government has ramped them
up over recent years because of those pressures, but
we are still being told that we are not really
competitive compared to—the Germans are always
mentioned in this regard. What is your view about
where we are with R&D tax credits and do they
make a specific diVerence? Does research and
development take place that would not take place
without them?
Mr Wolf: There is a logical argument for R&D tax
credits; there are externalities involved. Whether the
particular structure we have in the UK is desirable I
honestly doubt. There are huge problems in making
these work because of defining what R&D is and
distinguishing it from other activities. By the way,
one of the costs of the German system, as they would
admit, is that they have got a very leaky, porous and
very ineYcient corporate tax structure. I tend to
think stick with a very simple system with minimal
deductions and credits and a low rate. It is as much
prejudice as anything else. I do not think there is any
strong argument either way on this one. The
OECD’s latest report on the UK has a lot of
discussion of this if you want to look at it.

Q76 Mr Gauke: Can I return to a couple of the issues
that Michael Fallon raised with you? First of all,
outsourcing in the public sector. I note what you say
about some of the management diYculties, but, as
you have heard, we were in India recently and we
saw some very impressive businesses and some very
impressive employees. These businesses were
frequently telling us: “We are getting a lot of work
from the private sector in the UK but hardly
anything from the public sector”. Do you think there
is a missed opportunity here for British taxpayers
and those to whom public services are being
provided?
Mr Wolf: I have no problem personally with the idea
of the British Government outsourcing processes of
this kind if it can reduce substantially the costs for
the same quality, and lower taxes or spend on
something else as a result.

Q77 Mr Gauke: The reason why it is not happening
is presumably the reason you mentioned earlier,
market pressures do not exist but political
pressures do?
Mr Wolf: In essence. It is very diYcult for
governments (it is no way unique to this country) to
do things, for exactly the same reason that every
country has tried to preserve its own defence
industry.
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Q78 Mr Gauke: Do you think it makes it diYcult for
politicians to lecture the British public and the
private sector about the benefits of globalisation
when it is reluctant to embrace it in its own
management policies?
Mr Wolf: I do not want to say anything unkind
about politicians, but I would not have thought it is
diYcult in the least. I do not expect perfect
consistency from any human beings, including even
our political masters.

Q79 Mr Gauke: Can I return to the second issue that
Mr Fallon raised, which was the EU. Last week we
heard from Brian Sanderson who is Head of Asia
Taskforce for the Government, saying that with
regard to India the movement by the EU into
entering into trade agreements has been “glacial”—
I think was the word he used. Do you think, given
the consensus for free trade that exists in this country
with regard to countries like India, the EU is
substantially holding us back?
Mr Wolf: Yes. I am a bit interested in what has
happened here. There is a history here which is very
interesting and ironical. When we went into the EU
a set of policies emerged for, essentially, special
concessional trade with developing countries
which were associated with us through the
Commonwealth. As the French had already had,
this has gone through a number of forms—Lomé
and so forth—and South Asia was very deliberately
excluded. It was very deliberately excluded because
it was seen as being, potentially, really quite
seriously competitive. I think that is the essential
reason. So the decision was made at that very early
stage to put particularly India (obviously far and
away the most important of these countries) outside
the preferential trading network. Since then, until
recently, India was not a very important trading
entity; its trade was very small, it was very closed and
nobody devoted much thought to India, really, until
the last 10 years or so. Now the EU, as a whole, has
to rethink entirely its trade policies towards the sub-
continent. I think it would be fair to say that the
EU’s policies on trade with major new partners
outside the WTO framework (where we are, of
course, clearly a problem) have been very diYcult to
understand. We have pushed very hard, for example,
for a trade agreement with Mercosaur—I do not
really understand why that is so important. We do
not seem to be very interested in this with India, I do
not think we are doing—I may be wrong on this—
anything with China substantial. I think, basically,
from a strategic point of view, the EU has no trade
policy now.

Q80 Mr Gauke: Do you think, on the specific issue of
trade, avoiding the larger issues, that the UK would
benefit if it had its own trade policy as opposed to
being part of an EU trade policy which you describe
as being non-existent?
Mr Wolf: You are asking me whether the UK should
leave the EU. It is not possible to separate,
obviously, the question you have raised from
whether the UK should leave the EU because we
cannot be part of the EU and have a separate trade

policy, by definition, since it is a customs union. So
the only way you could answer that question is, one,
what would our trade policy be outside the EU? I am
assuming your assumption is it would be free trade.
I think you are an optimist. However, let us assume
that were the case. Then the second part of the
question is what will be the trade policy of the
existing EU members towards us if we left? Would
it remain as liberal as now or become more illiberal?
What would be the losses of that? I presume it would
become more illiberal but I do not know how much
more—we really do not know. So that is
unknowable. The third is what, if any, additional
market-opening opportunities do we gain by virtue
of being part of the EU itself? I think the answer to
the latter is “very little”. The net eVect of all these
things is that it is possible that if we went outside the
EU we would end up better oV—it is not
inconceivable, but it is certainly not certain. Making
that analysis rests on working out what would
happen in a hypothetical situation which is really
hypothetical. I have always taken the view, by the
way, and this is very long-standing, that ultimately
EU membership is a political decision, and the
people who take the view that the economics are
absolutely obvious on either side are just wrong.

Q81 Ms Keeble: You have argued that with
globalisation you get a separation out, really, of the
low-skill, low-wage jobs being abroad and the UK
having more of the high-skill, high-value jobs. PWC
has argued that with globalisation we are likely to
see a glut of high-skill, high-value professionals and,
in fact, the wages of that sector in the UK will be
eroded as well. In a sense they are two diVerent
models, and I just wondered if you would comment
on which you think is accurate.
Mr Wolf: If you work through the entire set of
processes which involve an increase in the world
income, output and demand, the net eVect, it seems
to me, of the incorporation of countries which are
enormously relatively abundant in low-skilled
labour is towards an increasing of the net demand
for somewhat high-skilled labour. So I expect their
propositions to turn out to be wrong in general. It
might be true for specific sectors. It is important to
remember that Chinese highly skilled professionals
are not going to replace ours tomorrow because of
language, quite apart from other things. India is the
obvious competitor, and it is important to
remember—really important to remember—that
India suVers from very serious labour shortages at
the skilled end—really serious labour shortages at
the skilled end—because that is what it means to be
a developing country. Their IT industry has run in,
as I am sure you were told, to very serious shortages
in which demand is growing much faster than supply
and real wages are being driven up very rapidly;
really high-skilled people in India—the sort of
people who are competing with people in cities—are
paid a lot of money. So I think the fear that we are
going to lose all our highly skilled jobs is
exaggerated. It is true, however, that even by
developed country standards a lot of our highly
skilled professionals seem to be paid extraordinarily
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large sums, and it is an interesting question whether
that is sustainable in the long run. So there may be
excesses even so, but I just do not believe that India
is going to displace all this.

Q82 Ms Keeble: the other issue which relates to that
is job security, particularly as people who are
perhaps in the more threatened sectors here either
see jobs going abroad or, alternatively, they see, with
the increasing mobility of labour, low-wage people
coming here and displacing them. What is your view
about that? What do you think the Government
should do in relation to either protecting people’s
employability or dealing with the insecurity issues?
Mr Wolf: The general insecurity issues are, in my
view, best dealt with through welfare state
mechanisms (we have already discussed that in a
way). The employability issues, I think, we have
gone over; it is obvious training is crucial. There is
a lot of evidence that (and my wife is the expert on
education in our family) the level and quality of
basic education is incredibly important and needs a
lot of improvement. My own view, which is
somewhat “unorthodox”, heterodox, if you like, (as
I have already indicated earlier I have written some
columns on this) is I do think we have imposed an
extraordinarily powerful, as it were, double
whammy on the unskilled in our country by
combining our openness to trade with an
extraordinarily rapid increase in the net immigration
into this country, much of which is also unskilled.
That, I think, is putting a lot of pressure on the
labour market at the low-wage end. Since I think a
lot of the future employment of the unskilled is going
to be in labour intensive services, I think we should
do a proper economic analysis, which we have not
done at all, of immigration policy. Anyway, those
are the areas in which we can look at it.

Q83 Ms Keeble: Do you think it is these kinds of
pressures that produce the more protectionist
policies that we have seen in Europe? You made a
very bold statement about the EU having no trade
policy—
Mr Wolf: I did not say that. I said it had no trade
strategy, which I think is a diVerent thing. It has a
trade policy.

Q84 Ms Keeble: We shall look at the interpretation.
If you would like to expand that, it would be very
helpful because obviously if we are moving into a
globalised world then the EU, as one of our trading
partners, has got to sort itself out. It might be very
helpful to have some pointers that you might put
there.
Mr Wolf: I think, basically, what we have got at the
external side on the EU is a set of fairly defensive
reactions, shown in the WTO negotiations, shown in
the attitudes towards what we should do with free
trade agreements with regions beyond our
immediate hinterland. Essentially, it seems to me,
the EU has fallen into a defensive mode in trade
policy. I do not regard that as a strategy, I regard

that as a response when you cannot make up your
mind what to do. I do not think they know what they
want to do.

Q85 Ms Keeble: What do you think they should do?
Mr Wolf: My own personal view of the best trade
strategy for a region like the EU is to try and move
towards the freest possible trade with countries that
are prepared to move in the same direction. So my
personal preference is for the launching of the notion
of what I call a global free trade area, because I think
the WTO process is finished—I am being really quite
radical—and I would basically say that we are happy
to sign a proper free trade agreement with any
country or group of countries which is willing to sign
on to free trade with us. I would be happy to start
with the United States.

Q86 John Thurso: In your article on 28 June you
said: “. . . the deep-seated link between economic
development and energy consumption . . .” (you
made that link), and you went on, at the end, to say:
“anybody who thinks it will be easy to reduce global
energy consumption is simply dreaming”. Against
that backdrop, and given that the UK has relatively
few natural resources, particularly in the energy
field, what do you think will be the impact of that on
the UK in the globalisation process? Secondly, at a
world level, is lack of resources or competition for
resources the buVer against which globalisation
could be slowed?
Mr Wolf: Yes, I did not discuss that earlier for which
I apologise. One of the things I have learned from
previous experience is that forecasting energy prices
is a real mug’s game because I was in the World Bank
in the 1970s and I remember all the forecasts of what
was going to happen to energy prices and they were
all wrong, not merely in magnitude but in sign. I am
certainly not going to say it is impossible that energy
prices—which are clearly the most important—will
fall again, particularly following the very big
increases we have seen recently because they tend to
generate, ultimately, very large adjustments in
economies which are unpredictable. There is a long-
run relationship between energy intensity, energy
use and development, but it is clear also if you look
at the technology possibilities that rich countries are
very good at growing without increasing their energy
input, and even developing countries could always
certainly pursue less energy-intensive paths than
they have in the past. It is perfectly possible to
imagine a growing world economy in which energy
use grows, but it does not grow anything like as
rapidly as the world economy; in fact, that is pretty
plausible, most forecasts suggest that. Leaving aside
global warming questions altogether, in that sort of
scenario, my reading of the evidence is there will be
enough energy without pushing prices on any
sustainable basis above current levels and quite
possibly leaving them significantly lower than
current levels. The general background, I think, will
be energy prices, which are significantly higher than
between 1986 and 2000–01 but not consistently at



3487211002 Page Type [E] 09-10-07 18:37:38 Pag Table: COENEW PPSysB Unit: PAG2

Ev 24 Treasury Committee: Evidence

11 July 2006 Mr Martin Wolf

present levels, I am talking about the next 20 years.
In that context, I do not see any reason for a resource
war, but it is not impossible.

Q87 John Thurso: What about security of supply?
Mr Wolf: As I argued last week, the best source of
security is diversity. Britain still has quite a lot of
energy resources including coal, of course, which it
is argued is a very important resource, and provided
you have reasonable diversity of supply and the
market mechanism continues to operate—and I
cannot see any reason why it will not because there
are so many diVerent producing companies which
have an interest in selling their oil at the highest
world price, you are not going to start selling it to
anybody at lower than the world price, so the market
will continue to operate—I find it very diYcult to
imagine there will be a serious disruption. It is worth
remembering that even in the case of the boycott in
1974, there were actually no physical shortages, it
was a panic. I think we can be pretty well relaxed
about it provided we have a reasonable diversity of
sources and world markets continue to operate, and
I do not think there is any great chance that they
will not.

Q88 John Thurso: Turning to commodities, in your
book you wrote about a hypothetical scenario in
which commodity prices doubled as a consequence
of Chinese demand and you described that as “an
extreme assumption”. Given what has happened
subsequently broadly over two years, would you say
that is still an extreme assumption?
Mr Wolf: If you look at the real prices of
commodities as a whole outside oil, and oil is a very
important case, they have not come anywhere close
to doubling. Industrial raw materials have but food
products have not. If you look at the sub-standard
industries of all commodity prices ex oil, they have
not come close to doubling, but it is important to
remember also the distinction between the short and
long-run processes. In the long run, outside oil, I
think there is a really clear, massive investment in
commodity production gain. It is important to
remember that for about 20 to 25 years there was
really next to no production investment in the major
industrial raw materials because the markets were
dead, people thought they were absolutely over, any
of the metals, and this was indeed a source of
despair. It was why developing countries were doing
so badly because they had these terrible times of
trade collapses. I expect now large investments, and
the large investments will lead to large increases
in supply (and, therefore, I think)—nobody is
suggesting there is a shortage of iron or copper—and
the major eVects of China will be, in my view, more
volume not higher prices, or even more volume but
no higher prices and for a lot of developing countries
this will be a very good thing.

Q89 John Thurso: Can I touch on another aspect you
mentioned in your book which was you argued that
in theory environmental taxation does not lead to
pollution-intensive output moving abroad, which is
often a theory that is put forward, but rather

interestingly you observe that industries would shift
to less polluting technologies. Have you any
examples of this happening in practice and do you
see that as being a continuing trend?
Mr Wolf: I have not looked at this, but what we
know is we have had a massive tightening of
environmental regulations on the major process
industries in the developed world as a whole and the
environmental regulations are just like a tax, they
are the same thing: they involve imposing a cost, you
can convert any regulation to a tax notionally. All
these industries have become significantly more
eYcient in the use of resources and significantly less
environmentally polluting, there is no doubt at all
about that. Just think of what has happened to
chemical plants, petrochemicals or any of these
major industries in the last 30 years, there is a lot of
evidence that they have not all upped sticks and
moved to developing countries. The main reason for
them is, it turns out, that the cost of managing the
process eYciently from this point of view is very
small because it tends to be associated with very
considerable improvements in productive eYciency.
The two things have tended to go together, reducing
pollution tends to go with being considerably more
eYcient from a productive point of view and wage
costs are, for these industries, pretty well irrelevant.
It is simply not true that the entire major processing
petrochemical and all the rest of the industries have
moved out of the developed world for this reason.
Quite a bit of it is moving towards the producers of
the feedstock and to the Gulf region for example, but
that is for completely diVerent reasons. It happens to
be cheaper to use the essentially free feedstock that
these countries have, the gas that was previously
flared, than to use the stuV we have here. I think you
can see regulations of tax and the evidence is pretty
clear, in fact there is a lot of evidence which I think I
remember I signed, that if anything the opposite has
happened.

Q90 John Thurso: If regulation and tax are roughly
the same thing, if a government chose to quite
deliberately raise green taxation in order to achieve
that shift, would you feel that it would not have a
negative impact?
Mr Wolf: If we imagine our imposing massive
carbon tax in the UK, which was not followed by
any other developed country, I would expect
production to shift to other developed countries, but
what I am saying is if the developed countries, as a
whole, move in this direction, I do not think all these
plants will go to India, that is the point I am making.
Yes, I tend to the view that a climate change policy
for one country does not make much sense.

Q91 Mr Newmark: A brief question to follow up
from the Chairman’s original question on the
definition of globalisation. I met with Professor
Bhagwati just over a year ago, and both you and
Professor Bhagwati seem to focus on economics as
the main driver. I guess the argument I posed to him,
which I am now going to pose to you, is that
globalisation is beyond economics. You can look at
whether it is communications with the internet or
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what you can do with the internet is a global
phenomenon, there is not necessarily anything to do
with economics per se. You can educate people in
Africa, in other perhaps more remote places through
the internet as a global phenomenon. Healthcare is
another example: you could be at Boston General
and you could work on an operation through global
satellite and help somebody to do an operation,
again, in a remote area. You have got
transportation, the phenomenon of people getting
diseases in one part of the world, and somebody who
has got SARS hops on a plane and brings that
disease to somewhere like Canada. You have got
terrorism, a global phenomenon, in which people
can move about readily, they can communicate
through the internet. None of this has really
anything to do with economics, per se. Finally, you
have got the English language which has become a
global language now. I am curious as to what
analysis you might have done as to looking at
globalisation as something that is beyond pure
economics?
Mr Wolf: Since we are running out of time, I am
going to be very brief. I try to write about things I
think I know about. I am an economist, so I write
about economics. I do not wish to argue that all
aspects of these changes are uniquely economic
though I think the economic processes, as I have
described them, are the dominant driving forces.
Most, but not all, of the things you list I think I
would argue are economic processes. To me,
healthcare is an industry; you may not think it is an
industry but I think it is an industry. Education is an
industry, as far as I am concerned, mainly provided
by the public sector but it is still an industry. The
English language, domination of, is a product of the
English language as a dominant commercial
medium. The reason the English language has
become the world’s language is that quite simply it
has been the language of the world’s two dominant
commercial powers of the last two centuries and for
no other reason. I would not accept, at least not in a
simple way, that the phenomena you have listed are
not economic at all.

Q92 Mr Newmark: I said they were beyond
economics.
Mr Wolf: Almost everything is beyond economics. I
am certainly not denying there are lots of things
going on in the world now linked with, above all,
communications technologies which are changing
societies in ways that go beyond economics. I define
globalisation as an economic process because it is
what I think is manageable. I think it is very diYcult
to say interesting and useful things about the aspects
you mention but people have tried, Tony Giddens
most notably. I accept there are things beyond it, but
at the core this is an economic phenomenon and
most of the other things you list, at least, have
important economic aspects.

Q93 Chairman: While the Committee has been
looking at globalisation, it has taken it further than
economics. Can I ask you two very short questions,
hopefully, for the end. On increased capital flows,

now this globalised world is in search of better
returns, and that has been a key aspect of
globalisation. Would taxing international financial
transactions be one way of targeting the winners and
the losers of globalisation?
Mr Wolf: Are you thinking of something like the
Tobin tax, a tax on turnover in foreign currency
markets? The problem with this proposal is that it is
a proposal that has been looking for rationale and
there have been many diVerent rationales given for
it. If the aim is to tax capital—which is I think a
perfectly legitimate aim, the owners of capital
should be taxed—the taxation on the transactions in
capital markets are not an eYcient way of doing this.
The best ways are through global exchange of
information, as indeed the Treasury has been
pursuing it, and the maintenance of a tax regime
which continues to tax capital. I believe that the
taxation of capital is not as diYcult as many
suppose—that is linked to the earlier questions—
and it is about designing a reasonably eYcient global
tax regime at national levels, but I do think it is
important. That is a very important point, it is
absolutely clear that we do need quite a high level of
global tax co-operation among tax authorities
worldwide; there is a perfectly legitimate question
about tax havens. I think that the argument for a
global tax co-operation, maybe a global tax
organisation of some kind, is quite similar to that for
a trade regime and that is a development that I
loathe. I tend to think these on transaction taxes on
capital will not do much good and they have been
argued for so many diVerent reasons that by now it
has become almost impossible to separate them out.

Q94 Chairman: The Chancellor has set his face
against that in evidence to our Committee in the
past, the Tobin tax.
Mr Wolf: I have written a little bit about the Tobin
tax. As I said, it is a policy looking for a rationale.

Q95 Chairman: We are meeting some TUC
representatives after this, and in their paper to us
they suggested that employers should be obliged to
provide training for their employees rather than
relying on the voluntary approach that exists
presently. Do you think there should be a
mandatory requirement on companies to provide it
and, if so, what types of training should be
mandatory?
Mr Wolf: The question of how you should provide
training optimally and what the division is between
government, the individual and the employer strikes
me as really quite hard. The problems that have
always existed in the past with employer-provided
training is a lot of employers are not very good
trainers. Their interests are quite narrow and not
necessarily those of the workers—again, as I say, my
wife knows vastly more about this than I do—and
employers are not necessarily better at estimating
what the future demand for skills is going to be than
the workers themselves; indeed, often they are going
to get this very seriously wrong. In addition, it would
be particularly diYcult for any small and medium-
sized businesses to provide adequate training—it is
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not impossible to get round that—which means I
think, in practice, it will fall on the larger companies.
You could ask yourself, “Well, do you really want to
make the cost of labour more expensive to larger
companies than to small and medium ones?” I am
not providing a definitive answer to this, but I have
always wondered whether in the sort of labour
market we now operate in with the constant changes
in demands, we are far away from the world in which
somebody could be an apprentice at the age of 15
and get a skill which would then work for the next 40
years. We do not have those sorts of stable
employment relationships, so in the present
situation I have no dogmatic opposition to it, I am
just not persuaded it would work very well. I think
on the question of how employment should be

Witnesses: Mr Richard Exell, Senior Policy OYcer, Trades Union Congress, Mr Simon Dubbins, Head of
International, Amicus, and Mr Nick Clark, Policy OYcer, Public and Commercial Services Union, gave
evidence.

Q97 Chairman: Good morning and welcome to this
inquiry on globalisation. Our apologies for being a
little bit late, but it was quite a fascinating discourse
that we had with Mr Wolf. Can I ask you to
introduce yourselves for the shorthand writer,
please?
Mr Clark: I am Nick Clark. I am a policy oYcer in
the General Secretary’s department at the PCS.
Mr Dubbins: I am Simon Dubbins, Director of
International from Amicus.
Mr Exell: Richard Exell, Senior Policy OYcer at the
Trades Union Congress.

Q98 Chairman: You do not all need to answer every
question because we are looking to finish at about
12 o’clock. Can I maybe start by talking about the
issue of winners and losers. Do you think
globalisation is inevitable, and what are the
most important threats and opportunities from
globalisation?
Mr Exell: I think perhaps I should take a lead on that
question as it is the central theme of our written
comments. Globalisation is not inevitable, but the
current prices of communications make it a very
likely continuing theme of the world economy. One
of our clear conclusions has been that there are
hundreds of thousands of British jobs that depend
upon international trade and investment, so
globalisation has a positive side as well as a negative
side. There are workers who lose out as well as
workers who gain from it. Overall, the balance is
positive, so it ought to be possible for those of us
who gain, either through cheaper goods that we are
buying in the shops or through increased
opportunities for the firms we work for, to pay to
compensate the people who are at risk of losing. At
the moment that is not being done on a fair basis. We
could not claim really that Jobseekers Allowance,
for instance, for people who lose their jobs is a fair
form of provision. We do think that if we are going
to avoid calls for protectionism in this country, we
do need a widely-accepted system of compensation
for people who lose out.

provided: training should be provided, what is
appropriate for it and who should pay for it in the
mixture between the state, the individual and the
employer to me is open. Some relationship involving
all three is not unreasonable.

Q96 Chairman: Mr Wolf, can I thank you very much
for your attendance this morning. For those of us
who have read your book, it has added value to the
meeting this morning; for those of us who have not,
I think it is a great encouragement for them to take
away.
Mr Wolf: I always like the additional royalties!
Thank you very much. I look forward to reading
your report.

Q99 Mr Mudie: Pricewaterhouse reckon that low
and medium-skilled workers in tradeable sectors
would lose low and medium-skilled workers in non-
tradeable sectors open to migrant labour and also
mass-market manufacturers. That seems a fair
number of people and a very vulnerable set of people
set to lose?
Mr Exell: You can see my theory might indicate
that. There is not much evidence though to show
that is happening as a general pattern of events;
there are specific instances. There are specific
manufacturing companies, in particular, where you
can point to workers who have plainly lost their
jobs because of international competition or
outsourcing, but the evidence does not really, and
should not, show that has been the norm.

Q100 Mr Mudie: The TUC seem to be calling for
government help to oVset the diYcult eVects.
Community development funds, earnings insurance
schemes and the globalisation adjustment fund,
could you just tell the Committee about those?
Certainly, the first two are things you have
suggested; the others European.
Mr Exell: Yes. The earnings insurance scheme is
more in the nature of an interesting idea that we
would like to look into further rather than a well-
developed plan, but certainly the globalisation
development fund is one that we have welcomed, as
has the European TUC. The diYculty is that the
level it is set at at the moment, ƒ500 million, I think
works out at about ƒ1 a year per head of population
in the European Union. It is not a fantastically
generous level, so we would like to see the UK
Government investing more in it. An example of the
sort of approach that we would like to see came up
recently in Denmark. Denmark has a textiles
industry which has come under the same sorts of
pressures as we have had. We have lost tens of
thousands of textile jobs in this country. The Danish
response to it was really interesting. There the
employers, the unions and the municipal, regional
and national governments all got together on a plan
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to cope with the competitive pressures, so instead of
just closing down the company, they had a plan for
upgrading the skills of workers who were going to go
lose their jobs, of moving to more value-added
production for the company itself though with fewer
workers, and with public subsidies to enable the
company to upgrade and for the workers who are
going to lose their jobs to upgrade their skills. The
end result of all of that was, instead of global
competition being a threat to all the workers
concerned, that everyone ended up with a better job
than they had had before. For that, you need the sort
of institutional strength that Denmark has got
including, in particular, well-developed traditions of
social partnership, collective bargaining and trades
unionism.

Q101 Ms Keeble: This might be practical for the
Amicus rep to answer this. When we went to India
recently, we saw some examples of outsourcing some
of the functions of the financial services industry. I
wondered how concerned your union would be
about what might be seen to be a “race to the
bottom” in terms of labour standards for companies
that outsource in developing countries?
Mr Dubbins: I think we are obviously very
concerned about the way it is being done at the
moment for a number of reasons. We have witnessed
thousands and thousands of jobs of our members
being transferred, particularly to India as you
mentioned there. While we would understand part
of globalisation, redistribution of wealth and
economic growth are going to entail some of that,
what we are particularly concerned about are a
couple of factors. One is the fact that sometimes the
savings that the companies envisage have apparently
not always come through, and we sometimes see the
repatriation of those jobs; the other issue is the loss
of skills that go with that as well. More importantly
we have managed to get globalisation agreements
with a couple of companies, such as Axa, Lloyds and
Barclays, that have engaged in those activities.
Those have tended to deal with re-training though
and no compulsory redundancies and so on, so it is
the issues at this end. What we are much more
focused on now is trying to get a commitment from
those companies that they will respect trade union
rights, the rights to organise and the right to bargain
collectively in those countries because if there is
going to be a transfer of work, what we need to make
sure is that the people taking up those jobs are at
least entitled to have proper working conditions and
healthy and safe environments.

Q102 Ms Keeble: That work in getting the
international level playing field is very important,
but would you accept that, first, it can mean then in
some instances, because they cannot frankly provide
cheaper labour rates, that undermines the ability of
developing countries to attract jobs and, secondly, it
can also lead then to jobs being outsourced to
countries and by companies which are prepared to
support decent labour standards and, therefore, you
get a much more dramatic erosion of workers’ rights
and protection?

Mr Dubbins: I do not think we are na?ve enough to
think that we will have equality of wages in the short
run or anything like that in those countries.

Q103 Ms Keeble: No, it is protection.
Mr Dubbins: Yes, it is much more about making sure
that those basic ILO standards and trade union
rights and so on are adhered to and respected. That
is very much the case in a number of developing
countries where there are obviously not those
safeguards in place and where unions are not fully
developed. It is also the case in other countries, such
as the United States, where basic labour standards
are also not observed or respected.

Q104 Ms Keeble: I was going to ask you about that
because would you not accept that one of the reasons
why the UK has been quite successful in competing
in the globalised world is that we have had more
flexible labour markets? How do you regard the
balance between protecting some traditional
practices and ensuring we can be competitive?
Where do you think the balance should be struck in
the interest of securing our long-term economic
benefit?
Mr Dubbins: I think you need to be careful with the
argument and be sensible in that respect in
competing globally and so on. I think in
manufacturing, coming back to that debate that was
being discussed earlier, we have not been very
successful in investing long-term and protecting our
position there, whereas countries with much more
regulated labour markets, such as Germany or the
Nordic countries, have had a far slower erosion and,
as Martin Wolf was saying, they have been very
successful in attracting long-term investment. I
think there tends to be a rather naı£ve assumption
sometimes, and it is very much based on the
dominant neo-liberal agenda at the moment that
flexiblisation, deregulating labour markets and
making labour very vulnerable is the way to
maintain competitive advantages, and I do not think
that is borne out in reality.

Q105 Ms Keeble: When I say “successful”, I mean
we have got 71% employment in the UK. We are the
only EU country which is above the Lisbon target, I
think I am right in saying. It is about how do you
strike a balance between being able to compete and
ensuring that you respect standards in a globalised
economy?
Mr Dubbins: I think, again, with those figures you
also need to take into account things such as fixed-
term contracts and part-time work which in the UK
are far higher than in other countries and the
protections in comparison with European countries
have not been there. I think we obviously need to
have the basic ILO standards, the real minimums
that need to be applied everywhere which are a
healthy and safe working environment, the right to
form unions and the right to bargain collectively and
see how things develop on that basis. I think the
other side of it that is missing is very much often seen
that the labour market regulation is negative,
something which is a barrier to further employment
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and yet, historically, that has not really been shown
to be the case. Highly regulated markets, like
Austria and the Nordic countries, have had very low
unemployment. Social partnership involvement in
the long-term planning of the economy has
produced a lot of good and a lot of benefit, but it is
often forgotten at the moment.
Mr Exell: It is important to remember the
assumption that Britain leads Europe on dealing
with the globalised world is mistaken. We lead
Europe on imports per head of population, we
account for a sixth of EU imports, but we only
account for an eighth of EU exports. We do well to
match German standards of export performance.

Q106 Mr Love: Can I take us back to a couple of
questions ago. I have been reading Joseph Stiglitz’s
book on globalisation and his basic pitch is if we are
to maintain political support for globalisation—and
there has to be redistribution from those who are
benefiting from globalisation to those who do not
benefit—a number of options have been put
forward: Tobin tax, a lot of people think is
unrealisable, if I can put it that way, at a European
level. I think George mentioned the globalisation
adjustment fund, but that is pretty small beer. When
Richard talked about the situation in Denmark, he
talked about the institutional strength of the Nordic
companies, accepting that in this country we do not
have a tradition of institutional strength. What do
each of you think are the best practical ways in which
we can redistribute from the benefits of globalisation
to ensure we keep the political support for it in this
country? Let us start with you, Richard, since you
want to talk about institutional strengths and
weaknesses.
Mr Exell: One of the reasons that we are interested
in the idea of re-adjustment insurance is it would be
a way for companies that benefit from globalisation
to compensate those of their employees who lose
out. It is an idea that has been developed by some
American economists and for about 4 or 5% of the
gains to a company from globalisation it could
invest in insurance for each of its workers to be
invested in re-training as their skills become in need
of updating or upgrading. One of the advantages of
this is that when someone gets a new job, they then
have a pot that they can take on to their next
employer. Certainly, we would see companies which
gain from global trade as being one of the vehicles
which should be paying towards the cost of
adjustment, but all of us gain from it to some extent.
When you see steam irons for a fiver in Tesco, that
is the rest of us gaining to some extent. The old idea
which has always underlain the welfare state of
society’s duty to pay to help people who face
redundancy is still relevant here. At the moment our
welfare state and, in particular, our social security
benefits are at such a low level that it is not providing
anything that could be seen as a fair compensation
for people who lose out.
Mr Dubbins: On the structural fund, again I would
echo what Richard said. I think it is a welcome
development that and I really think long-term, even
broader than Europe, there is room to have some

sort of fund like that to make sure the losers are also
compensated and there is some re-distribution there.
I think again that fits very much into that broader
agenda—Make Poverty History, the whole aid-
trade debt debate—but the reality is we have got a
lack of adequate infrastructure at the global level
which is aimed at redistributing wealth and making
sure that we are combating poverty and tackling the
adverse eVects of globalisation. I was interested to
hear Martin Wolf again saying that something like
the Tobin tax or at least a tax on finance and
speculation is not something which is impossible. I
am not sure we have really explored to the fullest
extent we can the possibility of moving in that
direction. I am not sure if you are aware as well that
the ILO recently produced a report, A Social
Dimension to Globalisation, and I think there are a
number of issues in there that would be useful to
look at as ideas we can take forward about trying to
make sure there is a more equitable distribution.

Q107 Mr Love: Anything to add, Nick? Do not
repeat the same.
Mr Clark: No, I certainly will not. We need also not
get seduced by the idea that the sole beneficiaries are
corporations. There is an awful lot of very wealthy
individuals who have made their money out of
global trade and I think we need to look at levels of
income tax, personal income taxation as a realistic
definitive. We also need to be clear that the benefits,
such as they are, even in developing countries, are
very unevenly spread. If you look at somewhere like
Bangalore, where a lot of the IT industries are based
and where a lot of call centres are based, just down
the road in that state farmers are so crippled with
debt because of global commodity markets, they are
committing suicide at record rates. I think we have
to talk not just about the damage done by global
trade under the current circumstances to people in
this country but also to people in the developing
world as well.

Q108 Mr Love: Martin Wolf poured, in my view,
some cold water on the levy which, as I would I
understand it, is a policy of each of you sitting there.
If I am reading between the lines, he suggested that
since it is likely in the future people will have to
change jobs on a regular basis and re-skill regularly,
it may not be quite appropriate for the employer to
take on as much responsibility as the levy would
suggest. I wonder what your response to that would
be and how you think we can ensure that the levels
of skills training is carried out in order to respond to
the changes that globalisation is producing.
Richard, perhaps you could comment?
Mr Exell: One very brief point on the levy is that
employers’ opposition is, to a large extent,
misguided from the point of view of their own self-
interests. If you look at America’s advantage in
terms of global competitiveness, there is a strong
body of evidence to suggest that where America does
well in skills utilisation is in the specifics of linking
individual skills to the company context. Now, you
can only do that when a large and important bit of
the training is being done by the company itself.
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That gives the company the opportunity to make
sure that its workers’ skills are relevant to the way in
which the company is developing. A levy, by
focusing companies’ minds on how best to make use
of training that they have got to pay for, would be a
tremendous opportunity for getting British industry
to develop some of that sort of advantage that
American companies have got at the moment.

Q109 Mr Love: Can I shift us on to manufacturing.
Again, Martin Wolf seemed to be suggesting that
mass manufacturing, looking specifically at the
motor car industry, may well have reached its zenith
in future investment by the major automotive
companies which shift, he suggested, mainly to
Eastern Europe. Perhaps I will start with Amicus
because I know you have major interests in the car
industry. What is your view about what the future
holds for the motor industry and for mass
manufacturing, and how we can ensure that Britain
remains in that particular marketplace?
Mr Dubbins: We just produced a document which
we lobbied MPs with as well about the graveyard of
the UK motor industry and the closures that have
been going on in recent years, such as Jaguar and
Peugeot now more recently, General Motors is in
problems in Ellesmere Port. The total output, as I
understand it, of numbers employed has remained
fairly constant there, but what we have certainly seen
with Peugeot, for example, is relocation towards the
East. There seems to be more and more incentive to
do that on the basis though of increasing profit
levels. The plant at Ryton, for example, as I
understand it, makes millions of profit per year. The
incentive to relocate to Eastern Europe is going to
push that profit margin even further. If that is the
case, it is not really boding particularly well for the
future if the incentive will be to relocate to maximise
profits. The other side of that, the aerospace
industry, for example—

Q110 Mr Love: Before you go on to that, let me ask,
what do you say to the argument that a lot of people
use that the production of a car in Eastern Europe
will be mainly to satisfy the new emerging market
that will develop in Eastern Europe for car purchase
and that, overall, Britain will not lose out because we
are expanding the marketplace for those cars even
though we are moving production to Eastern
Europe?
Mr Dubbins: I am not really sure that is the case.
Certainly, we had a conference a couple of months
ago with the European Metal Workers Federation,
and the indication we are getting from a lot of
the companies is that there will be further
rationalisation of their production centres, some of
them are talking about having perhaps one or two
major production centres on each continent. Okay,
there might be an extent to which they can satisfy a
growing demand in those countries, but certainly I
think if the production is concentrating, as was
indicated earlier, it is likely to be shifting towards
those low-wage countries where the returns on that
are going to be much more. The question the
companies and the broader society have got to keep

asking is: “If you shift production away, to then feed
that back into developed markets, who is going to
have the money to keep buying those products if we
are moving towards service-sector jobs which are
considerably lower paid?”

Q111 Mr Love: How do we stall that process without
cancelling the benefits of globalisation, Richard?
Mr Exell: The answer has got to be in making sure
that Britain is in a position to move up the value
chain. At the moment we have got a tendency to
concentrate on low-value added, low-skills input,
cutting down on the costs of inputs including labour
as a competitive model, that is the labour element of
success. We need to upgrade to a high-road
approach, high investment, high wages, high skills
plus compensating the individuals who lose out as
we change the mix of production that we have got in
this country. That is a very short version of a
complicated argument.

Q112 Mr Newmark: I just have a brief question for
Simon because it seems that the argument you are
giving is the main motive for a company shifting
from, let us say, the UK to Eastern Europe is a profit
motive. I am trying to understand what is wrong,
from your perspective, with a profit motive other
than your particular angle where you clearly see job
losses here. From the manufacturer’s standpoint, if
the quality of the goods being produced is just as
good here, but they can produce it in an economy
which has a lower wage structure, I am curious as to
why the company is at fault for making that rational,
economic decision.
Mr Dubbins: I think it pretty much depends on
whether you think the companies have got some sort
of broader social responsibility as well, or if they
exist simply to maximise their profits and that is the
end of the story. The reality I would argue there is
okay, they are moving production to increase profits
from £10 to £20 million out of a particular plant, and
yet the social responsibility, the taxes that would
help retrain them and so on are no longer in the place
where they are leaving the workforce unemployed
there. We have seen also the situation with Jaguar—
I think it is in the TUC report—most of the people
who have found work again have found it with
considerably lower wage rates. We have got to ask
ourselves is globalisation here to serve the
companies or populations?

Q113 Mr Newmark: To serve the consumer, the
consumer wants cheaper and cheaper goods.
Mr Dubbins: As I was making the point a moment
ago, if we keep moving production in that way, we
will have nobody left on wages to be able buy those
sorts of products.
Mr Newmark: People shift to the service sector from
manufacturing which is what has been going on in
this country.
Chairman: An ideological rift here.

Q114 Mr Gauke: May I ask Mr Clark about the
issue of outsourcing the public sector, and I know
you were present for the first hearing we had, but I
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will make the same point again. We saw some very
impressive companies in India which were doing lot
of work with private sector companies in the UK:
reducing costs for those companies, improving,
therefore, shareholder returns and reducing costs for
consumers. Why can the same principle not be
applied to the public sector?
Mr Clark: The interesting distinction between
government and private companies is that private
companies do not have to ask anyone about what
they are doing or to be accountable to anyone but
their shareholders. I think if you ask most
consumers about where they wanted their call
centres, they would pretty soon say, “We do not
want them in India”, for a variety of reasons, one of
them being is they think it is less to do with the
service to them. Anyone who has spent 20 minutes
on the line listening to a recorded message would say
the same, they do not think that the way call centres
are being set up has their interests at heart, but, of
course, the boards of directors, as long as everyone
else is doing the same, are immune from public
opinion whereas a government is not.

Q115 Mr Gauke: I would argue to the contrary, that
companies have to be accountable to their customers
because if customers do not like it, they will go
elsewhere. There is a bank that runs its marketing
campaign on that point, so there are commercial
pressures there that make companies more
accountable. There are huge savings that appear to
be made by outsourcing.
Mr Clark: Presumably, this is information you have
had from the companies who provide the
outsourcing?

Q116 Mr Gauke: On the basis that the private sector
goes out there.
Mr Clark: They are not going to tell you it costs
more, are they?

Q117 Mr Gauke: They are not going to do it if it
costs more.
Mr Clark: They may very well do on occasion. The
system is not perfect; they get their fingers burned,
they sometimes come back as a result of very bad
experiences. There is a broader social context for it
as well, that a lot of people are not particularly
happy about it. To be honest, it is very hard to find,
for example, a privatised energy company which has
not got call centres remote from where you are,
sometimes it might be in the UK, sometimes it might
be in Europe and sometimes it might be elsewhere,
but the option of not having a call centre no longer
exists. You cannot go to a gas showroom and get
anything done, you cannot go to an electricity
board, those options do not exist and I think if you
ask people they would say it should. It is rather like
the arguments about what you are oVered on the
shelves of supermarkets is driven by customer
demand. I do not think anyone really believes that.

Q118 Mr Newmark: The market will shift. If you
look at banks, the banks are doing exactly that, they
are going back on the high street from having been
so remote because the consumer is driving that
demand. Banks are shifting.
Mr Clark: That tends to suggest that the idea of
going to call centres in the Far East was not a good
one and those issues were driven by cost
considerations.

Q119 Mr Gauke: The point I am trying to make is
the private sector—and we heard Martin Wolf make
the case—has to respond to market pressures
whereas the public sector responds to political
pressures.
Mr Clark: Democratic pressures, you could call
them.

Q120 Mr Gauke: One could call them that, yes.
What I am putting to you is that if it were left to
market pressures or if it were about getting the best
return for the taxpayer and, indeed, the person to
whom services were being provided, we would make
much greater use of outsourcing than we currently
do in the public sector.
Mr Clark: It depends what the considerations are. If
the market was such a good provider, it would be
providing health, it would be providing housing for
the homeless and we would not have to have a
welfare state, but the market does not provide
everything that is socially necessary.

Q121 Mr Gauke: I am not disagreeing with that, but
where there are areas where the market cannot
provide, does it still not make sense to you to provide
those services in as eYcient a manner as possible?
What we have seen in visiting outsourcing centres in
India is very often—not always but very often—the
most eYcient way of providing services, whether
they be public or private services, is by making use of
the competitive and comparative advantages which
exist in places like India.
Mr Clark: I certainly remain to be convinced that is
demonstrable for an awful lot of the work that has
already been put there, but in terms of a lot of public
service work which relies on contact with
individuals, we already have a problem. For
example, a pensioner cannot go and speak to
somebody face-to-face about their pension because
everything has been put to a call centre. Removing
that call centre even further, as Martin Wolf—who
is an exponent of the market, he is not a defender of
social provision in a way that we are—would say, it
gets too complex and diYcult to manage. If there are
problems already, which there certainly are in areas
like the DWP and the Pensions Service, with job cuts
in the UK, meaning the service cannot be provided
to people, they cannot go and see someone, they
have to make a phone call, now you are saying the
phone call will be fielded by somebody on the other
side of the world where the management problems
are even greater, where the political accountability is
even less because someone stands somewhere to
make some money out of it, I think the political
repercussions and hostility to that are perfectly
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justified. I think bringing more democracy into the
operation of the market would be a good thing
rather than less.

Q122 Mr Gauke: Do you think in five or 10 years,
more or less in the public sector will be outsourced
overseas?
Mr Clark: It depends how successful we are in
campaigning and fighting against it.

Q123 Mr Gauke: How successful do you think you
are going to be?
Mr Clark: We are very optimistic.

Q124 John Thurso: That was fascinating. I think I
am with you if the evidence of my constituents is
anything to go by, where the service has dropped
dramatically with the removal of face-to-face
contact. However, what I want to ask about is
resources and raw materials. In your submission,
you noted that you would support energy self-
reliance in the UK, perhaps it is an auspicious day to
be asking you about this. Given that UK-produced
energy is said by some to be relatively expensive
compared with that produced by countries that have
natural resources, how do you see that impacting on
growth in the UK?
Mr Exell: It would be a mistake to assume that
Britain lacks energy resources. We are built on coal
and surrounded by oil and gas. We have got a
tremendous opportunity in this country in the
immediate future. Clean coal is in many ways the
energy of the future. Developing the ability to scrub
the exhausts from coal-fired power stations will not
take the lead-in that nuclear power stations will take.
China is building a coal-fired power station every
week and is beginning to be really concerned about
the costs of pollution. Countries that develop clean
coal technology—and we have got the opportunity
to do that—are going to be at the head not only of
leading to a richer, cleaner world but a tremendous
commercial opportunity at the same time. If we
invest now in this country in clean coal technology,
we can promote jobs in Britain, reduce global
warming and help developing countries to
industrialise in a sustainable manner. It is a
tremendous opportunity for this country.

Q125 Mr Gauke: And continue to develop our own
economies.
Mr Exell: Yes.

Q126 John Thurso: How much do you think that
security of supply is an issue, given that we will not
have the gas very shortly, we will be net importers if
we go down the gas route?
Mr Exell: I think if you were asking this question in
Ukraine, you would get a very clear answer to that
question and certainly there are risks to having a
preponderance of one’s own energy coming from
abroad. Especially in this country, when we have got
so many opportunities for people developing our
own energy resources, it is something that we should
put on the scales when we are making our
judgments.

Q127 John Thurso: Is this one of those areas where
the market is not a particularly good way of deciding
because we have long-term decisions to make, long-
term investments to make, whether they be a
baseload of new civil nuclear, whether they be a
much stronger investment in renewal or whether
they be a serious investment in clean coal, these are
government decisions rather than market decisions?
Mr Exell: Yes, and also talking about “the market”
is not always the best way of thinking about things.
Markets vary from one another according to the
circumstances in which they are established and the
rules by which they are run. The Government, in
turn, in energy can make a huge diVerence, so there
would still be a market but the outcomes of it will
vary tremendously. Markets are never neutral any
more than governments are.

Q128 John Thurso: What business wants, I always
find, is security and stability, and if they have got
that, the rest is rather peripheral.
Mr Exell: Exactly.

Q129 John Thurso: Martin Wolf was arguing that in
theory environmental taxation does not lead to
pollution-intensive output moving abroad.
Mr Exell: He did say providing that was done on a
concerted basis. That is an important proviso.

Q130 John Thurso: Can I ask for your views on that,
because there is tremendous pressure growing, I
think, for political consensus to see more regulation,
more greening.
Mr Exell: I think my colleagues have done quite a bit
of thinking on this.
Mr Clark: There are a lot of arguments about how
you are most eVective in dealing with things like
emissions and pollution, but certainly currently
governments are moving in the wrong direction in
reducing enforcement and regulation. I think,
certainly from our point of view, the consequences
of the push towards less regulation and inspection
are already showing up in health and safety and it is
the same with the environment. In terms of energy,
issues like carbon taxation and so on are tinkering at
the edges; there needs to be a shift in policy. If, for
example, renewables got a tenth of the subsidy that
are being deployed to nuclear, we would see a huge
increase in the quality and reduction in the cost of
investment in renewable energy. Certainly I would
echo Richard’s points about clean coal technology.
Unfortunately, our energy policy has not been
driven by economics. We did move to gas from coal
because gas was cheaper but because gas did not
have the miners.

Q131 John Thurso: Amicus, I assume, would quite
like to see some new civil nuclear.
Mr Dubbins: We certainly have been arguing that
there needs to be a balanced energy policy. We have
members in the nuclear industry, yes, and they
obviously argue that there should be a clear political
lead on the nuclear question, but we have also
stressed the balanced policy and it comes back to
what you were saying about security of supply being
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very important. I think the other issue just
mentioned there, coal seems to be coming back as an
energy supply of the future and we would certainly
support that as well. It is a shame that we went so far
closing it down in the first place, so we are in a
diYcult situation to use that again in the future, but
that is the situation we are in. Certainly, we have said
a balanced policy in which nuclear and renewables
have a part to play. I think the broader question
about security of supply has obviously got to be
looked at in terms of global politics as well and what
is going on in that particular arena.

Q132 Ms Keeble: You have talked quite a lot about
what you would like to see happen in other countries
in terms of regulation and so on. What you have not
made absolutely clear is whether you regard it as
partly a CSR obligation, which would be imposed by
UK companies by this country’s government, or
how far you also see it as being a matter of the kind
of work that goes on to get developing countries to
improve governance of their countries and deal with
some of the public service issues and regulation and
how far you also see it as making some of the
international machinery work eVectively. Just a
brief thing on that because CSR by UK companies
is a drop in the ocean.
Mr Dubbins: CSR is unfortunately very poorly
developed. The biggest problem there as well has
been the lack of a proper leading enforceable
framework. I understand in India for listed
companies they are at the point of imposing that
with proper social auditing. When it was discussed at
the European level, we were very much in favour of
there being a legal framework for CSR which
included the social partners and proper three-line
auditing, which included the social aspects.
Unfortunately, that was opposed lock, stock and
barrel by certain governments. In a broader context,
we have been arguing for a level playing field
particularly within the European Union on social
and labour rights, and the UK is usually vastly
inferior compared with some of our continental
colleagues, and that should be then the platform
through which and within which we push for better
standards globally. That includes within the ILO,
within the broader machinery of the UN and it
would endorse entirely moves towards better
governance in developing countries, but I think if we
are being honest about this, we really have to ask
ourselves why is there a governance problem in some
of these developing countries. I do not think the
IMF and some G8 countries are absolutely innocent
of the situation that exists there. For example, in
Tanzania where we were involved with encouraging
water privatisation which then led to quite serious
incidents of unrest in that country, they have now
moved back towards public ownership. I fail to see
how that sort of agenda fits into the picture of proper
governance and development.

Q133 Ms Keeble: When I say “governance”, I mean
in terms of regulation of labour. I was thinking of
China in particular and some of the labour
conditions there, for example in the boot and shoe
industry. It was meant to be a small question.

Mr Exell: One of the arguments that we frequently
hear is that it is somehow imperialistic or
chauvinistic for us to insist on core labour standards
across the world. The people who have made the
opposite point to us most strongly are trades unions
in developing countries which are very often in an
analogous position to us, with their governments
and their employers. They say they are continuously
getting employers saying to them, “If you negotiate
for better pay for your members, we are not going to
be able to compete with China”, and governments
saying that if they legislate for basic health and
safety at work, “We will not get the investment that
will go to China”. Core labour standards would be
good for British workers but they would be even
better for workers in developing countries.

Q134 Mr Love: A short question. I wanted to go into
this whole taxation issue. You probably heard
Martin Wolf’s comments in relation to corporate
taxes. I wonder what your view is in relation to that?
There is also a lot of discussion which we are having
that inequality is increasing partly as a result of
globalisation. How should we respond to the
increasing inequality in society? Is there a way in
which new forms of taxation could address some of
these issues?
Mr Clark: We have got some old forms of taxation
which could address the issue, quite honestly. There
is a real problem with the general consensus that
there is an actual cap on income tax at 40% for the
highest paid which is bizarre as far as I can see,
particularly since National Insurance does not
extend beyond a certain level, 41% is the maximum
rate, that is low. It is very interesting to hear Martin
Wolf say that he does not regard corporate tax as
crucial as the lobbyists do. In terms of decision
making, of course any company worth their salt is
going to pay a lobbyist to say, “We should pay less
tax”, and one of the arguments they are going to use
is, “We will not come to you”. I think it is probably
right that it is a much less significant decider of
where to locate. I think there is also some scope for
leadership in saying the downward trend in
corporate taxation is not particularly good for social
cohesion but nor is the ceiling on income tax.

Q135 Mr Newmark: Although there is evidence that
the lower the tax goes, the more the tax take seems
to increase, but I will not get into a philosophical
debate with you on that. Simon, I agree with your
point on coal, but the problem was when the price of
oil went down to 10 bucks a share, it made it
uneconomic to produce the deep-mined coal we had
in this country, but now that it is over $50 a gallon,
I am curious from Richard’s standpoint—and I
agree with you, we need to encourage carbon
sequestration for 200 years of coal—what do you
think the Government should be doing to encourage
us to harness that technology or should the
Government be doing nothing?
Mr Exell: My understanding is that the industry is
saying that what is needed at the moment is some
technical changes on regulation of the industry,
which I am not expert enough to go into, plus some
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pump-priming, especially support for research and
development, and the same planning relaxation that
is being proposed for the nuclear industry also for
other forms of energy. I am not an energy specialist,
those headlines are the limits of my knowledge.
Mr Newmark: I know of your enthusiasm for it, so I
wondered if you had any thoughts.

Q136 Chairman: Martin Wolf has had a few good
articles in the Financial Times, one today, and they
are pretty good in terms of energy and the issue of
consumption. Maybe a last question from me. Are
trades unions and workers too sceptical about the
benefits of globalisation, and how do your
organisations attempt to educate people around the
opportunities?
Mr Exell: The first thing about trades unions is that
our first job is to protect our members against
threats. We are temperamentally more inclined to
recognise problems.

Q137 Chairman: So the glass is half empty all the
time?
Mr Exell: To some extent. We would not be doing
our job if we did not notice when the glass is half
empty, but we are also keen to make sure that we
never throw out the baby with the bathwater, to use
another cliché, because at the same time as
protecting members from threats from globalisation
it is also important to protect the interests of the

members who benefit from it. As I said right at the
start, there are hundreds of thousands of jobs that
depend on global trade investment, so we must never
put them at risk because of concerns about people
who might lose their jobs or see their terms and
conditions worsen.
Mr Clark: In educational terms, the problem with
the £5 steam iron is it may be made by slave labour
in China and that is not in our interests as workers
here or, indeed, trade union workers anywhere in the
world to tolerate that, there are points where you
say, “Actually, it is not all about cost”.

Q138 Chairman: Simon, do you want a final word?
Mr Dubbins: I think it has been touched on there. It
is very diYcult, particularly when Amicus has got
large manufacturing sectors, to look at globalisation
in a particularly positive light. Having said that, we
are not of the view that we are opposing it lock, stock
and barrel. What we have consistently argued about
is having some sort of social dimension to
globalisation and that globalisation can help lift
developing countries and people out of poverty, but
it is essential it is done with that key element of being
socially regulated and controlled in a manner that
brings benefits to the bulk of the population.
Chairman: Your evidence has been very helpful to
us. It is good to get that dimension, there are a few
barriers to go yet, but building on Martin Wolf and
yourself, we will take a break over the summer and
then come back to you on it. Thanks very much.
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Q139 Chairman: Sir George and Mr Radley,
welcome to the Committee and our inquiry into
globalisation. For the shorthand writer, can you
identify yourselves, please?
Sir George Cox: I am Sir George Cox. I am Chair of
the Design Council.
Mr Radley: I am Stephen Radley. I am Chief
Economist of EEF.

Q140 Chairman: Sir George, does the Cox Review on
Creativity in Business have anything to do with
globalisation at all? The floor is yours.
Sir George Cox: Thank you, Chairman. The whole
move towards globalisation was very much behind
the report. In a world where we see what we had
always assumed were the developing countries
taking over not only a lot of the low-skill jobs but
also progressively competing for the high-skill jobs,
the question behind the report was: How do we
respond to this?

Q141 Chairman: How should we respond to it?
Sir George Cox: I suppose the scenario we have
always had in mind, as the world developed, was that
what we have rather patronisingly called “the
developing countries” would progressively take over
many of the lower-skilled jobs—because they could
bash metal sheet or they could weed plots, that is
their right—and that is fine, because we are going to
keep all the high-skill, intellectually interesting jobs.
That is a very appealing scenario and totally
unrealistic. Why should any country aspire to be the
world supplier of cheap labour? That is not in
Chinese history, for example. In a world like that—
a world which, by the way, I think is going to create
enormous wealth—the question is: What do we
oVer? What is unique? This applies to services just as
much as manufacturing: What do we oVer? You can
only flourish in such a world—that is when you talk
as an individual, a company in industry or a
nation—by innovation, by progressively looking at
new ways of applying new developments, new ways
of doing things, whether it is new products, new
technologies or new roots to market, whatever. The
question is: In a nation which has a great record of
innovation—whether you talk about creative
industries or the remarkable record still of scientific
innovation and discovery—how do we exploit it
better? That has always been our weakness. The
report addressed: What can we do, not to make us

more innovative but to make companies better at
taking advantage of innovation? It concentrated on
the medium-sized company on the grounds that the
report was pretty broad in its target anyway—and if
you are a member of the FTSE 100 and you have not
got the message yet I do not think the report is going
to do much to change your mind. But there are
thousands of companies out there with potential
they do not realise. The report concentrates on how
you get there to be more innovative. That is the
whole background to it.

Q142 Chairman: You and I were at breakfast
together, where one professional in design said that
if companies are just thinking about their design
proposals at the moment, they are 10 years behind
the curve of what is happening. Is that statement as
realistic as that?
Sir George Cox: I think it is. One sees—and it
gives me encouragement—that there is the huge
potential if companies recognise it. As you may have
recalled from my report, it addressed initially why
companies are not more innovative. There is a
variety of reasons: complacency; unawareness of the
opportunity; do not see the relevance; do not have
the skills; do not know where to turn; risk aversion;
et cetera. The issue is: How do you get companies to
change their attitude and behaviour? I find it
encouraging that the work done previously by the
Design Council has found that, when you do get to
a company and do expose them to possibilities, there
are changes that can be brought about. One of the
examples is a company which makes cutlery. You
would say, “There’s a doomed industry. You cannot
possibly provide knives and forks competitively in
this world.” That was a longstanding company,
going down hill; they become involved with a new
design team and the results pick up tremendously.
You think, “If you can do that—a manufacturing
company making cutlery—my God, what you can
do in other areas?” I think it is question of how you
get to organisations like that, the thousands of
medium-sized companies that play such a big part in
the economy, and get them to realise what is
happening and how they can prosper.

Q143 Chairman: Stephen, other witnesses have
mentioned to us that there will be winners and losers
in globalisation. The losers will be in the low-skill
areas. Is the prospect for the UK diYcult in light of
comments like that?
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Mr Radley: The story is not necessarily one of
looking at diVerent sectors. I do not think it is even
necessarily hi-tech versus low-tech. Many of the
themes have been developed in Sir George’s answer
there. It is about companies that are able to develop
something that is unique, whether that is some
innovative aspect of the product, whether it is
introducing some form of design—which we find
that our member companies are paying increasing
attention to—or developing new revenue streams
from services. In many cases, companies using their
knowledge of the technology and their customers’
needs to develop revenue streams from services
really oVers a way forward. Often that is very
diYcult to compete against from a low-cost country.
You need to be near your customer and have a deep
understanding of their needs.

Q144 Mr Love: Could I take us to manufacturing
industry. In the last 20 years, it has now halved in
size. It is now down to 15–16% of the overall
workforce in this country. Some people think that is
related to the exchange rate of the pound against
major currencies. Separating that out, if we had
a competitive exchange rate, what size would
manufacturing be in this country, and is there a
future for manufacturing?
Mr Radley: With respect, I would like to pick you up
on some of the assertions you have made there.
Certainly if you look at the number of people
employed in manufacturing, it has continued to fall
and we would expect that to continue to be the case.
At the moment it is slowing. It does not necessarily
have to be at the pace it has been, but the
onward movement of productivity will mean that
manufacturing can produce more with less people. If
you look at its share as a size of the economy, it has
shrunk—and we are looking at it being around
about 15% now—but a lot of that is due to the fact
that other parts of the economy, business services,
financial services, have grown so much more
strongly. It is also a little bit of a statistical illusion,
because manufacturing has contracted out a lot of
activities it did itself before. Before, it employed a
host of consultants, cleaners, security staV, caterers,
whatever, and they are now in the service sector.
They buy in those services. Also, in many cases the
prices of manufactured goods have been falling and
that reduces its share in the economy in the way that
the statistics are measured. In terms of factors that
will aVect its prosperity, if you look at the period in
the early part of this decade, when we had a high
exchange rate against the euro, we also had a severe
downturn in the world economy which was
intensified by the events of September 11 and the rise
of China and other low-cost countries as major
players. That was a real shock to the system
for manufacturing. Since then, we have seen a
steady improvement in productivity and its
competitiveness. According to EEF’s own survey,
export orders balances are the best for nine years,
despite there being a strong exchange rate. We have
found that manufacturing has become a lot more
resilient. It has taken a lot of steps to improve its
productivity and reduce its costs.

Sir George Cox: If I may add to that, I think that is
absolutely right when we look at the figures. I started
my career in an aircraft company and the factory I
was at had about 10,000 employees, but an awful lot
of those were cleaning the factory, providing the
food, services and transportation, and now would be
reclassified as services because they would no longer
be employed by the company. The second thing is
that a lot of things now are diYcult to classify. If
you look at a modern day fighter aeroplane, an
awful lot of the investment in that is in software.
If you are writing software to control that,
is that manufacturing or not? Then if you look
at a company like—to name an outstanding
manufacturing company—Rolls Royce, over half
their revenue now comes from services. It is not easy
to put a simple classification any more between
manufacturing and the rest.

Q145 Mr Love: Yes, but I am sure you would not
argue that that is the whole answer to why
manufacturing has declined.
Sir George Cox: It is certainly not the whole answer.
Absolutely not.

Q146 Mr Love: Could I take you on then to a
comparison with the United States. They are facing
a similar problem—indeed, a lot of major industrial
countries are—but that does not, as I understand it,
appear to be the case in Germany. If we had a more
competitive exchange rate, would the size of our
manufacturing increase similar to that of Germany,
or are we in a cycle that will maintain us at the same
level as America?
Mr Radley: At a very simple level, if we had a
cheaper exchange rate against the euro and the
dollar we would probably have faster growth in
manufacturing and we might have stronger growth
in exports. There are, in some cases, benefits from
having a stronger exchange rate. For example, it
helps to cushion companies against the rise in raw
material prices, oil, commodities and other raw
materials, which tend to be priced in dollars. A
stronger exchange rate also means that people at
home have a higher standard of living. Their
disposable incomes are growing more strongly, so it
creates a strong market. It is not necessarily the case
that there is a host of disadvantages in having a
strong exchange rate, but we really need to look at
the fundamental causes of how manufacturing
prospers in some countries more than others. We
would have to look at things like innovation, links
with universities, regulation, our skills’ base,
whether our tax system is competitive. That is one
thing that has concerned us: if you look at the period
over the last 10 years, our tax system has
progressively become less competitive. We used to
have a lower tax burden than the OECD. Our tax
burden as a share of the economy is now four
percentage points higher than the OECD and the
gap with the euro zone has narrowed significantly.
For manufacturers, who will often struggle to pass
on rising costs to their customers, a lot of increase in
taxation does have significant implications for their
competitiveness.
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Q147 Mr Love: Others will come on to ask you
questions about those detailed areas that you have
talked about, but may I press you on one thing. You
say that manufacturing is more competitive now; its
productivity has been going up. Also, the level of
foreign ownership of our manufacturing base has
gone up significantly in recent years. Are they better
at getting it right on manufacturing than we are?
Mr Radley: You are right. If we look at EEF’s own
membership, we estimate that just over one-third of
our members are foreign owned, and there are
significant benefits from foreign ownership in terms
of exposure to new management ideas, technology,
developing new products and services. Our feeling is
that foreign ownership has been overall very positive
for manufacturing. But it is a slightly unfair
comparison. You are looking at the largest and the
best companies in the world that are investing in
UK-owned companies, so you are obviously going
to see a benefit from the influx of foreign ownership.
People have studied this in depth, and if you
compare the best UK-owned multinationals with
the best foreign-owned ones we compare very well.
Where we struggle often is that we have an under-
performing tail of medium-sized and smaller
companies which could do a lot better.

Q148 Mr Love: Your answer was slightly diVerent.
Being that foreign ownership is becoming much
important to us, should we focus our activities on
our attempt to attract greater foreign direct
investment? If we should, how should we do that?
Sir George Cox: That is a very good question. On
foreign ownership, just talking from personal
experience, I sit on the board of Shorts in Belfast
which is owned by Bombardier—the biggest
manufacturing unit in Northern Ireland and I think
the second biggest employer in Northern Ireland in
any field. I think it has benefited enormously from
being owned by the Bombardier group. It is a very
demanding management. We have found that
Belfast competes very well with other plants that
Bombardier has around the world. I think foreign
ownership has brought a vigour and discipline which
was not there before. That, as Stephen has already
said, is a great advantage of foreign ownership. How
do we attract more? I do not think “we” in a
collective sense can do it. I think companies which
have potential are always there as targets for people
to come in and say, “We can make more of the
potential than you are making already.” I can see
what happens at a company level but I do not think
you can pull a lever to get more or less of it. That is
my view. You see it happening in other fields, by the
way. You see it happening, at present, in stock
exchanges: consolidation happening around the
world. One can impede it at the time, but it is very
diYcult to bring it about. I mean, there are natural
forces there we cannot—

Q149 Mr Love: When Martin Wolf came to us we
talked about the motor manufacturing industry, and
he said that he did not think that the decision of
Peugeot would aVect other manufacturers that
were here. He was sceptical about Britain being

able to attract further investment in the motor
manufacturing industry because of globalisation.
Should we be ruthless and say, “That’s not our
future. Our future is the much more hi-tech, high
value-added area”? Is that the way we should go?
How do you see it?
Mr Radley: If you look at the future of foreign
direct investment into this country, it is likely to be
a lot more innovation/research and development
intensive, and, on the whole, you are less likely to see
large volume employers/mass production investing
in the UK. They are more likely, if they are seeking
to find a route into the European markets, to be
investing in Central and Eastern Europe.

Q150 Mr Love: Does that not mean that the level of
workforce participation will continue to decline
below 10%?
Mr Radley: Possibly. I think it is important, when
you seek to encourage companies to seek to invest in
this country, that we do not send out a message to
potential investors that we are just interested in
research and development. That is something we
have picked up anecdotally. I think perhaps we have
not intended to do that but, for all the best reasons,
that message has sometimes gone out. In many cases
you need to see research and development and some
production located close together, because a lot of
innovation is actually about experimentation. It is
important that we do not send the wrong message
out. Companies that are part of a large group are
often competing for investment with lots of diVerent
sites, and if we send out that sort of message it can
make life more diYcult for them.

Q151 Peter Viggers: I would like to ask about
ownership. “Wimbledonisation” is a word used
about the City of London: we provide the pitches
but we do not have any of the top players. I take
the point that foreign ownership can bring in
innovation, and we have Nissan and Honda to take
the place, as it were, of British Leyland—in fact, I
was the minister who sold Shorts to Bombardier.
Sir George Cox: Yes, good move, sir.

Q152 Peter Viggers: So I am sympathetic to foreign
ownership. But is there, at the end of the day,
something special about a BP or a Cadbury
Schweppes which is controlled from a boardroom in
the United Kingdom?
Sir George Cox: My view is that I do not get terribly
hung up on ownership. Let me give you another
example from my own experience. I sit on the board
of Euronext, which is the group which owns the
Paris Stock Exchange, the Brussels Stock Exchange,
the Amsterdam Stock Exchange, the Lisbon Stock
Exchange, the London Futures Exchange, and at the
moment is endeavouring to merge with the New
York Stock Exchange to make a big, consolidated
group. I get apoplectic at reading the press about the
“French” group Euronext. If you look at the
breakdown of shareholding, there is a far bigger
British than French shareholding in Euronext:
about 26%. It is about a quarter British-owned. I do
not think ownership matters; what matters is where
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management is run from. If the management is
strong and powerful, then it will be sited where that
is. Similarly, with Shorts, what is very important
about Shorts is not just the ability of the factory but
the design capabilities there. When they talked
about launching the new series of airlines, the “C”
series, there was debate about what was to be done
there, and the wings were going to be built in Belfast.
But the important thing was not just the wings, but
that the design authority was going to remain there.
So issues like that are far more important than where
the ownership is. Ownership in the global world is
very diYcult to pin down. It is moving all the time.

Q153 Peter Viggers: The other argument is that,
with a board of a company based in a particular
country, should they need to retrench, they will
retrench back to that country and give second
priority to the overseas activity.
Sir George Cox: I do not think that is likely to be the
case if the company is, as you say, ruthlessly
managed. If you retrench, you will retrench to where
it is best to have things done. I do not think we ought
to get terribly nationalistic. Good international
boards do not. They will site things: Where is the
best thing to have that designed? Where is the best
place to have that manufactured? That is the mood
I find in big companies now.

Q154 John Thurso: Sir George, I was struck by one
sentence particularly in the review, where you said,
“The model of the UK becoming an all-service
economy, the world’s leading repository of
professional skills, is enormously appealing—and
totally unrealistic”—in part, because it is unrealistic
to imagine that other countries will not be
developing. How big a threat is that to UK plc?
Sir George Cox: I think that is a very big problem.
There is an assumption that certain things are almost
ours by right. We have no reason to think that at all.
I think there is still an image here of China being a
country full of paddy fields and a grow-in culture,
and you are talking of a nation here which for 18 of
the last 20 centuries was the world’s most advanced
nation scientifically and culturally. When you talk
about the advance of those countries, there is
nothing Machiavellian about them, nothing hostile
about this. What they are doing in such countries, in
investing in hi-tech industries and a highly qualified
workforce, is admirable. It is not anti us. You just
have to say: In a world where this place is picking up,
other countries will do the same. It is wrong too to
focus just on those countries, because the debate we
are having here is taking place in every industrialised
nation. There is a recognition that the race has
hotted up and you just have to run faster to be a part
of this. You can look at almost every field and say:
Why should that reside here? That applies to the City
of London and it applies to almost every field of
professional services. I think this is a tremendous
competitive threat. It is not that it is such a shift from
manufacturing to services; this goes right across the
board. I think it is a terrific threat.

Q155 John Thurso: Presumably, as they develop,
they also encounter the problems. Martin Wolf drew
our attention to the skill shortages in the IT industry
in India. To what extent do the problems of
development mitigate the threat to us and leave us an
opening?
Sir George Cox: I think to quite a large extent. I had
some research done for my report by Professor
Heskett who is based out in the Far East. We said,
“Let’s put a bit of flesh on the bones of this
competitive threat.” He points out a number of good
points there. It is very diYcult, in countries which
have never served a customer, to be alert to markets,
particularly product design and service design. This
was brought home to me a few years back when
the company I was heading up was running a
programme for the senior figures in the province of
Tianjin. We had them over and the programme was
going very well. The whole Chinese delegation were
very numerate and very astute, but the one thing
they were finding it hard to come to grips with was
marketing. I remember the question being asked of
the Chairman, through an interpreter of the person
running the tutorial for them: “Mr So-and-So, your
role is that you run the refrigerator factory. What are
your goals?” He said, “My goal is that I have to
produce 30,000 refrigerators a month.” He was
asked, “But have you thought of who those
refrigerators go to?” to which he replied, “Yes, the
next 30,000 people on the waiting list for
refrigerators.” That is where it comes from. You
have a market here which is much more alert to the
customer—and that is one of great things—and it is
going to take them time to catch up with that. And
there are plenty of impediments. These countries are
not just sailing ahead; many of them have to bring
about an awful lot of change. We are not talking
about a scenario of doom—you know: The world is
changing and we are sliding down the scale—but I
think there are terrific opportunities. Moreover, as
these countries develop, there are going to be
tremendous markets. The world is going to generate
enormous wealth over the next half century, much
more than we have seen so far. The issue is: How
much of a slice of it are we going to get?

Q156 John Thurso: How best can UK businesses
return that perceived threat into an opportunity and
use the growth of those industries to places like India
and China to our advantage?
Sir George Cox: The issue for me is alerting them to
what is happening and alerting them to the
possibilities. I think the world is full of possibilities
if you have the wit to take advantage of them.

Q157 John Thurso: Is part of the problem the fact
that we all look at it simply as a threat and rather
ignore the opportunity?
Sir George Cox: Absolutely. You get the odd
company that looks at the opportunity and you see
huge successes. I do believe that with an imagination
in this world there is terrific opportunity in every
field. It is happening all the time. Let me give you an
example. Very often the people who really do well
out of technology are not the people who originate
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it. Companies may make losses (from PCs to mobile
phones) but it is the people who take advantage of
the capabilities oVered. If we had sat here 10 to 15
years ago, we would have been looking at the
internet and saying, “Where are the great
opportunities coming from this?” One of the things
you might wish to have said is “Auctions.” It is
tailor-made for auctions: anybody can sell to
anybody at any time of the day round the world.
Terrific. Who is going to take advantage of
that? Well, it must be Phillips and Sotheby’s
and Christie’s—they have the reputation, they
understand the business, they have the money.
Forget it. It is eBay. eBay. That could be have been
started here, anywhere. You do not need a big
domestic market to start a project. It is the wit and
the imagination to take advantage of it, and they did
not. The big people in the market did not. That is the
kind of thing. They were not looking at it. They were
not looking sideways. Well, they had their business:
“Of course people are always going to come to our
auction rooms.” Forget it. Auctions were going to
grow on a scale they had never dreamt of, and they
were not going to play a major part in it. That is the
kind of thing. Whilst we are sitting here today, there
are things which in 10 years’ time will be so obvious,
and big world players will be saying, “We could have
done that.” Well, why didn’t we?”

Q158 John Thurso: Because we will not have thought
of it. Could I turn to the question of oV-shoring and
direct this question to Mr Radley. There are clearly
winners and losers in oV-shoring. The TUC in their
evidence to us pointed to the fact that, whereas
the whole of the UK economy might gain, for
the specific worker who has lost their job in
manufacturing very often a replacement job comes
in at a lower-paid sector. They have suggested to us
that companies who have a benefit from oV-shoring
should insure their workers, so that the loss that they
suVer is compensated. Do you think that is a realistic
proposal and one that could be the way forward for
redistributing the gains?
Mr Radley: To answer your question, could I
slightly step back from that. If you look at oV-
shoring, it is not simply a case of moving some
production abroad, which means that we lose out
here. Often it is not a zero sum game. We do find that
some companies are investing abroad to reduce costs
but in some cases that means that leads them to
expand the company. A classical example is Dyson,
which moved some production abroad but has
substantially improved its profitability, has invested
more in R&D here and has grown the company. So
it does not have to lead necessarily to a net loss of
jobs. In many cases what companies are doing to
invest abroad is to complement activities here. You
find, for example, that it enables companies to speed
up the rate at which they develop new products and
the rate at which they innovate because they are
working around the clock. I think there are many
reasons to oV-shore and in many cases it is also to get
close to the customer abroad, to tap into some of
these rapidly growing markets in China and India
and the rest of the world, so it does create a lot of

opportunities. Your starting point, that there are
dangers for people in less skilled jobs in terms of
lower increases in their standard of living or losing
their jobs, is a significant one. We need to invest in
people’s skills right throughout their lives. This
means improving standards in schools, particularly
improving the number of people taking science,
engineering and mathematical subjects in schools
and higher education, and improving the levels of
attainment and promoting apprenticeships. It also
means ensuring, when companies invest money in
skills and public money is invested in skills, that
that delivers value for money. Those are the
key priorities. Recently, EEF has set out some
recommendations, because our concern is that large
amounts of public money and company money have
been invested in skills but in many cases that is not
delivering the significant outturns, in terms of
driving up our skill levels, that it should be.

Q159 John Thurso: You paint, quite rightly, a rosy
picture in relation to some companies—and I have
one in my constituency which has done exactly the
same—where the whole company has grown. The
increased manufacturing is abroad, but the number
of people in Rochester has grown as a result of the
development. In the specific case of MG Rover,
where a vast amount of the work has gone very
abruptly overseas, large numbers of people who
worked perfectly well and were perfectly good
employees have been thrown into unemployment.
Most are now back in work, but earning, on average,
£3,500 less than they were. That was a specific case
put to us by the TUC in their evidence, with the
suggestion that one could, for a relatively small
amount of money, have an insurance scheme so that
those workers would be compensated for that. Do
you see that as a realistic or worthwhile scheme that
we should be looking at?
Mr Radley: If you look at the case of Rover, the
taskforce there was extremely eVective in terms of
finding job opportunities for a lot of people. In many
cases, other manufacturers did snap up many of the
workers. I would choose to highlight another aspect.
There is a segment of people who have still not been
able to find new jobs and these are the people who
lack basic numeracy and literacy skills. That is the
priority area, to make sure that everybody in work
has the required standard of numeracy and literacy.
That provides the building block. If people have that
in place, they are much more likely to acquire new
skills quickly and improve their job opportunities
and their earning opportunities.

Q160 John Thurso: Another example of oV-shoring,
particularly if you look at the example of the call
centre, is that those were jobs in the South East of
England which then relocated to more distant parts
of the United Kingdom, like Thurso, and then
relocated to India or wherever it might be. There is
an inevitability to a certain extent. It is not that
which is my question, my question is: Does this
mean that it is going to be the South East and
London which benefit from oV-shoring, whereas it is
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going to be the regions, the more further away areas
of the United Kingdom, which are going to bear
the brunt?
Mr Radley: I think to some extent that has already
happened. If you look at the developments that have
taken place in the last 10 years and before that, we
have seen significant increases in employment and
also in the level of GDP within the southern regions
in the country—I think, in many cases, benefiting
from their proximity to London. We have started to
see an improvement more recently in some of the
northern regions of the economy but it is worrying
that they have become extremely dependent on the
public sector. If you look at some of the northern
regions of the country, significantly more than half
of their GDP is from the public sector. They have
also struggled to create highly skilled jobs. In many
cases, most of the skilled jobs are in the public sector
and the private sector has really struggled. We need
to put more eVort into developing innovation, into
creating highly skilled jobs—which are going to
compete in world markets in the future—in all parts
of the country, really raising the standards of
performance of other regions in the country.

Q161 John Thurso: You would see going to the root
of innovation and high wealth jobs in the regions as
being the answer to that.
Mr Radley: Exactly. Certainly there is an
encouraging story to tell. Our recent survey of
members did find that around about three-quarters
of them, all over the country, were putting more
emphasis on innovation and had forward plans to
do that. In many cases they found that assistance
from government, in terms of developing links
with universities and collaborating with other
organisations, was very eVective. Where we struggle
sometimes is that the RDAs can be rather narrowly
focused, and they are not as eVective at brokering
relationships outside their regions. Because of the
targets they have to fulfil, they tend to be very
inward focused. If we really want to drive up our
performance and innovation, that is something we
need to address.

Q162 John Thurso: This is a subject that particularly
concerns me, because the major employer in
Caithness is Dounray, which is decommissioning,
and in 2012 the number of jobs drops oV the cliV.
Our goal is to replace not simply the number of jobs
but jobs of the same quality, so that we can retain the
skilled workforce that we have. One of our problems
is in getting the enterprise agencies to understand
that a clear resource requires to be put to look
outward and to bring people in from outwith. I am
interested that your experience in England with
the RDAs is a similar one, that they tend to be
inward focused. Should we be doing more as a
country to coordinate inward investment in
specifically targeted ways, so that they are geared
around innovations such as, for example, marine
renewables?
Mr Radley: I think it goes beyond just coordinating
inward investment. I think that is an absolute must.
The situation we have seen in recent years, with

diVerent inward investment agencies from diVerent
parts of the country competing with each other
around the world to secure investment into the UK,
has been a nonsense. We have set out a really
muddled message to people who are considering
investing here and we have a wasted a lot of
resources. We need to see more coordination in
the inward investment area, but it is not just there.
In the organisations that have responsibility
for revitalising the regions and driving up our
capabilities—and I am thinking particularly in the
skills area—there is a lot of fragmentation generally.
We need more coordination and simplification to
make sure that the bodies work together eVectively.

Q163 Mr Todd: There is a stereotype that Britain is
good at innovating, in the sense of producing new
ideas and developing research, but poor at
implementing that in product for the market place.
Is that a stereotype which has truth?
Sir George Cox: Yes. Having started my life as an
aerospace engineer, I spent most of my life in what
became known as information technology—an
industry which did not exist when I got my degree.
We have had successes. I can point to some good
companies in the area but where are our Googles?
Where are our Microsofts? Where are our Dells?
This evening I am going to the British Computer
Society’s 40th anniversary. A few years back I gave
an inaugural speech at 50 years of commercial
computing in this country. We were at the very
forefront—the very forefront—but we have not
exploited that to the extent that we should have
done.

Q164 Mr Todd: Of those three examples you have
given, none of them one would quote as being at the
cutting-edge of technology development.
Sir George Cox: Exactly, but it is the people who
exploit the cutting edge, not the people who produce
it. I gave the example earlier of eBay. It is the people
who see the opportunity that technology opens up
for them, rather than the originator.

Q165 Mr Todd: All of them started as SMEs
essentially—very small—and in the case of
Microsoft almost a garage business.
Sir George Cox: They did indeed.

Q166 Mr Todd: How do we move SMEs from being
people with a great idea to being people who take
global advantage of that idea?
Sir George Cox: That is one of the things I tried to
tackle in my report. You are absolutely right, too
often we talk about innovation and getting the
economy more vigorous and we concentrate on
start-ups. Start-ups are just part of this. The
window-cleaner who quits his company and buys his
own van and ladder: jolly good luck to him, but he
does not add anything to the economy. We need to
start companies which form and then grow. For
some reason many of the companies we start just do
not grow. We run out of ambition. We sell out too
early.
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Q167 Mr Todd: They are lifestyle businesses.
Sir George Cox: They are lifestyle businesses. It is
what I have heard referred to in the venture capital
business as the “old rectory syndrome”: as soon as
the founders can aVord the house they have always
wanted, they run out of ambition. I have said that if
Bill Gates had been born in this country, now he
would be running the biggest software company in
Guildford, and that is it. It is not just a stereotype, it
really is true. We have to get our companies to be
more ambitious and recognise the potential and get
them carrying on. That is one of the things I tried to
tackle in my report.

Q168 Mr Todd: The examples you have given are all
American. Is that not a cultural issue?
Sir George Cox: Yes, it is a cultural issue.

Q169 Mr Todd: I worked with American companies
before I did this job and there is a diVerent approach.
Sir George Cox: There is. It can be broken. Let me
give you an example of entrepreneurship which I
admire enormously. If two or three lads out of
university had come to me a few years back and said,
“We want to start a fruit juice company” I would
have said, “Forget it. Don’t be daft. That is a
crowded market dominated by big suppliers serving
big customers. That is the dumbest idea.” But these
guys set up Innocent drinks, and they have broken
through the market. The nice thing about them, if
you talk to them, is that they are still full of ambition
to grow the business. In almost any field, if you can
be innovative enough, you can make it work. You
are quite right, the number of big successes that
come from start-ups . . . I know it is partly because
the big companies cannot move swiftly enough
and, again, reach a sort of plateau in terms of
complacency—and I do think that is a pattern you
see repeated—but it is getting people to recognise
that potential and to have that ambition. If there is
one thing I found in researching my report, it was
that poverty of aspiration is at the heart of this—not
naturally but at an individual company level. They
are just not aspiring enough.

Q170 Mr Todd: What do governments do about
that?
Sir George Cox: It is diYcult for a government to
change a cultural issue like that. If you think what a
government can do, there are a number of things
which are required: the regulatory environment, the
economic stability, the highly skilled workforce.
There are things like that. It is quite diYcult to get
beyond that and to do diVerent things with
companies. I hope that the kind of things I have put
forward in my report will address that, though
with many of the things in my report the
recommendations are not in the hands of
government to do. When you talk about the
education system and you want universities to
broaden what they teach and to get more cross-
disciplinary courses, you cannot say, “Okay, let’s get
the government to do something about that.” When
you talk about getting companies exposed in
programmes where they can sample design and they

can use it to be encouraged, it is very diYcult to do
it centrally. When I was on the Board of the Institute
of Directors I found that the amount of influence
you can have with a megaphone from, say, Pall Mall
or Centre Point is very limited. That is one reason
why a lot of the initiatives have to be driven locally,
out of self-interest. If you go and talk in the North
East, you do not say, “This is part of a national
programme.” That kills it. You say, “Come on, this
is the kind of thing that gets the North East on the
map.” That is the challenge in doing it. There are a
limited number of things that government can do. In
my report, the one thing that was in the hands of
government was the R&D tax credit system, which,
to the great credit of HMRC, they acted upon. But
it is quite diYcult.

Q171 Mr Todd: Looking at intellectual property
rights, which can be seen as a way of imposing
monopoly power in a market place—the Gower
Review is looking at this at the moment—how do we
strike the right balance there between protecting the
rights of the innovator and ensuring that the benefits
of that innovation are then shared, very often by
exactly the businesses you listed at the start, so that
they can exploit them for growth?
Sir George Cox: I did not go into that in my report,
not because it was not important but partly because
it was already being looked at and partly because
we surveyed medium-sized and smaller companies
as to what the innovations were. With selected
exceptions, that was not the big issue. In some fields
it is very important, in many others it is not. It really
is not.
Mr Radley: I would very much agree with that
answer and I would like to draw attention to some
other areas where government can play an
important role. One of those is public procurement.
Ultimately, it is up to companies to spot the
opportunities and to do what they need to do to
grow their companies, to become more innovative,
to add more value. If you look at some of the
examples around the world, particularly the United
States, the government can be a very important
player in this, in terms of providing the first major
order for the company that really gets them to enter
the growth phase and move from being a small
company to being a major player. We have picked
up from companies that there is a lot of good stated
intentions. We have had the innovation review, the
Kelly review, various action plans from the OYce of
Government Commerce. Public procurement is still
very bureaucratic, risk averse and slow. Many
companies are able to oVer products that are well
ahead of what the government/the customer is
seeking for them. I think there is a lot more we could
do going down that road.
Sir George Cox: May I come back on that point.
Public sector procurement generally could be a big
force for innovation. At present it is just the
opposite, with a few honourable exceptions. I have
found from my own experience of running a big
technology company when providing a submission
to a big public sector procurement requirement, that
you put in a response to an over-specified, wrong
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question, for which you have to come up with the
cheapest solution. Enormously frustrating. It really
is. I can remember one bid we worked on—and I will
not go into the specifics—which took ages. It was a
terrific bid. We spent £4.5 million on the bid and we
had a partner in who spent about the same. I have no
doubt, looking back, that it was the right solution.
The night before you submit it, you come to the key
issue. You sit down there with your partner and you
come up with the eventual pricing—this was a PFI
bid, so it was on a transaction basis—and it is not:
What is this worth? It is: What is our competition
going to come in at? It is like a game of poker. With
that particular bid, we came in at the same level as
the main competition. It went to a third supplier who
did not understand the problem: they came in at
about two-thirds of the price, they got the job, and
it collapsed a couple of years later with great loss to
them and the public sector. It was outrageous. It was
absolutely outrageous. What a way to buy. I can give
you example after example of this. You speak to
companies about innovation and a number of design
companies say, “We’ve got this great design here,
where do we put it?” One company said, “We’ve
designed a new area for the patient area in
hospitals.” It was tremendous. It was more than just
a bed: it enabled the patient to sit themselves up, get
themselves out of bed, lower the bed, get a drink of
water, turn the television on—all the things for
which you would press the button for the nurse.
They abandoned it. I said, “Why?” and they said,
“Where do you go with it? If you go to a health
authority, they put you on to the man who buys
beds. You go to him with the idea, he says,
‘Tremendous! How much is that?” and you say,
“£3,000” and he says, “No, no, I buy beds for £800.
If yours was £850, I could stretch the point.” So you
say, “Look at the quality of the patient state” and he
says, “Forget it.” “Look at the saving in nursing
time” and he says, “I’m not there to save nursing
time; I am there to buy beds.” You hit this. You are
quite right about America. You can see it in so many
fields. You are not about featherbedding your own
industry—you just cannot do that—but if the public
sector were a demanding buyer you would generate
innovative companies which would supply markets
overseas.

Q172 Mr Todd: In your report you commended the
Design for Business Programme.
Sir George Cox: Yes.

Q173 Mr Todd: What else can be done to boost
R&D and improve innovation and design? That
seemed to be successful on a small scale.
Sir George Cox: Yes. When we looked at the
programme, there were two things. One was the field
where there is a financial incentive, which was
R&D tax credits—on which I made specific
recommendations, two of which have been taken up.
The biggest one was to change the regime which was
applied and get the Revenue to understand that this
was an incentive scheme to be promoted, not an
avoidance scheme to be policed (as I put it).
Commendably, they have done that, and we can give

examples. As I say, this is an example where you are
seeing a diVerent attitude to promotion, so I think
that is a good one, and that is for the part of
innovation which is dependent on R&D. The other
one was to look at the Design for Business
Programme, which had been originated long before
I went to the Design Council and had been pioneered
with RDAs to very good eVect. I looked at how you
could roll that out: How could you change that from
a couple of hundred case studies to several
thousand? We put forward a programme which is
now rolling forward. I think eight of the nine RDAs
are sold into it. I have had a word with the Deputy
First Minister in Scotland and they want to roll it out
there. The reason I went for that figure was that we
thought it would be about the biggest the design
industry could support. I have found that the thing
which tends to alter the attitude and understanding
of small companies is the behaviour of other
companies in the area. My view is that if you get
6,000 case studies out there, right around the
country, of companies who have not just used design
to change their business but have changed their
thinking, so that they are not just a “one-oV
innovation” but are going to keep innovating, I
think that will have an eVect. I think on the scale we
have planned here—and it is being rolled out—it will
have an eVect.

Q174 Mr Newmark: If Bill Gates had been born in
Guildford, I think he would be a lab technician. I
think it is a cultural issue. The UK plans to reach
2.5% investment in R&D to GPD ratio by 2010.
Given that the US and Germany are already above
this threshold and that the Lisbon Strategy has set a
target of 3%, is our target ambitious enough?
Mr Radley: If you look at the Lisbon Agenda you
have to say that there are some very big aspirations
there, but very limited delivery across Europe. It is
absolutely vital that we do look to drive up levels of
expenditure on R&D. That can both be in the public
sector but also in the private sector as well. I think
we need to look at whether the money is being spent
eVectively. For example, if you look at public
spending on R&D, it tends to be extremely
fragmented. We have high hopes of the proposals to
make the Technology Strategy Board an arms length
body that we are going to see a lot more
coordination here, in terms of the technology
strategy brought, bringing together all the diVerent
pockets of money that the Government spends,
bringing it into one large pot that business can access
and leverage their own money to go in with it, and
really start to make a diVerence. In the private
sector, obviously driving up levels of R&D is
important, but in many cases that is not the whole
story about delivering innovation. In many cases,
innovation is developing new services. Even in the
manufacturing sector it can be about developing
new and improved services. That does not have to be
necessarily highly R&D intensive. We have already
talked a lot about design. We have found a lot of
manufacturers are putting more emphasis on that.
Again, it does not need to be that R&D intensive. In
many cases we are also looking at the fact that we
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need to improve substantially our links with
universities. We have found a lot of companies are
doing that, but we can do that far more eVectively.
Yes, we do need more R&D, but there are a lot of
other things we need to do too.

Q175 Mr Newmark: Do you think it should be
across the board? Twenty-five years ago, I did a
study with Michael Porter, when I was at business
school, and we came to the conclusion that there
were some areas, like advertising, where we had a
great expertise and so therefore we developed a
cluster of advertising. You can go to Finland, where
they developed expertise in mobile phones. Rather
than spreading R&D flatly across the board, why
not let it be driven into much more narrow silos? Is
that a better way of going about it? Is that a more
eVective way of doing R&D in terms of where money
should be going to?
Sir George Cox: I think the real issue with R&D is
not trying to give more push to it and to drive it, but
it is getting the pull. R&D should be driven out of
self-interest. Companies should invest in R&D not
because they are part of a national programme, but
because: “If I invest in this, I am going to have a
winner.” That is what we are trying to get across. It
is the same with education: if companies were
demanding these skills as well as supplying them,
then we would change them. It is the demand side.

Q176 Mr Newmark: Is government a facilitator?
Sir George Cox: Government is a facilitator.
Things like the financial incentive count towards
it, and a diVerent attitude towards public
sector procurement. In relation to public sector
procurement, I would like to see the National Audit
OYce and the PAC, when they get something in,
asking, “What more innovative ways did you look at
doing this?” but also accepting, when you innovate,
that there is an element of risk. One of the problems
we have in the public sector—and I have great
sympathy for it—is that when it goes wrong, as
innovation does at time, heads must roll. It is
outrageous. The penalty for failure is far too strict.

Q177 Mr Newmark: That is a cultural thing.
Sir George Cox: It is a cultural thing. But I do think
we could alter this. I have spoken to people at the
NAO—I have not spoken to the PAC—and the
question should be asked, when you come up with
something, “Did you look at the problem more
widely? What other solutions did you look at?”
When you get a submission which has come from a
company which is too small to provide it, why do
you not put them in touch with another company
and say, “We love this. We love your idea of a bed
but we are not going to order it from a company
your size. However, if you were to get into bed with
a bigger company, like So-and-So, and come back to
us, we could do it.” If we had that part of it then you
would get more innovation.

Q178 Mr Newmark: Do you think the EU has any
role in stimulating innovation and R&D? What role
do you see the EU has versus the UK Government,

especially in those areas which are perceived as
slightly weaker, like IT hardware/software or
electronics?
Mr Radley: I think the EU can have a role.
Particularly where we are looking at emerging
industries, for example some of the energy eYcient
industries, some of the low carbon technologies, low
carbon industry sources. I think it is a good idea to
have a common strategy there to move forward and,
rather than have lots of small markets, have
one major market which is really going to push
innovation.

Q179 Mr Newmark: Give me an example of what
you mean by that.
Mr Radley: Wind, I think, is no longer an emerging
area, but there are lots of other examples of micro-
generation where we could see opportunities to
develop new industries. Making carbon capture and
sequestration commercially viable is a priority.

Q180 Mr Newmark: We could have it at the other
end. For example, we have 200 years of coal. Should
we be getting EU support for carbon capture,
carbon sequestration, for the coal industry? Is that a
role that the EU should be playing or is that a UK
role?
Mr Radley: I think it may be a case of both. One
important priority there is we look at the Emissions
Trading Scheme and we are moving towards greater
levels of auctioning now, initially on the power
generators. That is going to raise a lot of money. One
thing governments should be looking at very closely
is investing the money that is raised in that in R&D.
They could play a very important role in making
carbon capture and sequestration a commercial
reality. We are still some way from it being
commercially viable, but there are obviously
enormous opportunities there.

Q181 Mr Newmark: I am curious, which do you see
as preferable: the Government encouraging R&D by
providing incentives to companies through R&D tax
credits—and I know you touched on this a bit
earlier—or the Government increasing public
expenditure on R&D itself? Would you flesh that out
a bit more?
Sir George Cox: There are two elements to this and
one is the generosity of the scheme. It is a tax credit
scheme; in other words, it is not a tax allowance.
You do not make losses to get this. It is a
straightforward: “We will fund R&D” provided it is
not just product-specific. I spoke to a number of
large companies about it—because, although my
report focused on the smaller business, large
companies have design units which are actually
small units around the world—and they explained to
me, “This is quite competitive. Other people are
competing for us to be based there.” I said, “What
makes the diVerence? Is it the percentage you get?”
and they said, “No, what makes the diVerence is the
consistency of the scheme—if we are going to make
a 20-year decision on where we base research, we
want to know the regime is going to be stable for the
next 20-odd years—and, secondly, the ease of
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dealing with the scheme—we do not want to spend
all the money on bloody accountants.” Saying we
should tweak it by another per cent does not matter.
I think a lot of it comes back to the point we have
hammered already: the public sector demanding
innovation. It is very important, because I do not
think there is a single issue that we face in society
that is going to be served by throwing resource at it.
Whether you talk of health care, security,
congestion, energy, it is down to innovation. It really
is down to innovation and how one demands that
innovation that is going to have a big impact.

Q182 Mr Newmark: That is answering a diVerent
question from the one I have asked.
Sir George Cox: It is a good question to have
answered though!

Q183 Mr Newmark: Just focusing a little bit here,
you recommended a move to partly an incremental
scheme of R&D tax credits.
Sir George Cox: Yes.

Q184 Mr Newmark: What do you see the advantages
or disadvantages of that particular scheme?
Sir George Cox: That is a good and specific question.

Q185 Mr Newmark: Your last answer was very good
but it was not question specific!
Sir George Cox: I argued for a scheme which was
incremental. In other words, too much of the money
spent on R&D tax credits at the present, I believe, is
just being spent on R&D which would be done
anyway—which is great, but you are just giving a
large amount of money to people who would do it
anyway, perhaps just helping to keep it here. I would
like to see a scheme where you were rewarded for
upping the level. For example, for the R&D you did
above the level you have done—say, the best of the
last five years—it should be at a much higher rate.
You are trying to get people to increase their game,
not just to maintain it. In other words, if a company,
this year, for the first time spends money on R&D
and they are quite satisfied, get them to do more. The
argument against it was: It complicates the scheme.
As a person who in the past has argued against the
complexity of the tax scheme, I have a fair amount
of sympathy with that, but when I argued this
with HMRC and the Treasury, the view, not
unreasonably, was: “All right, we are not rejecting
that, but it would be better to do the other things you
are saying and get the present scheme working well
and people using it before we further complicate it.”
I have not abandoned that as something I would like
to see or would like to see considered very seriously,
but if they can get a regime at present where people
find the scheme easy to deal with, where they do not
have to deal with the tax inspector who has never
encountered research before but deal with a special
unit, good enough for a start.

Q186 Mr Newmark: What diYculties confront
businesses attempting to establish stronger links
with universities?

Mr Radley: The starting pint is that it is becoming
more positive. Certainly our survey evidence
suggested that around about half of companies were
working with the universities. In many cases, these
are not necessarily high level projects—I think in
many cases it may be about getting access to a
specialist bit of equipment or specialist skills for a
period of time—but we have a strong starting point.
In many cases, we faced a problem of a lack of
understanding of the diVerent cultures, the diVerent
timescales, the diVerent objectives that the two
organisations are working towards.

Q187 Mr Newmark: It seems to work very well in the
US and does not seem to work particularly well
over here.
Mr Radley: I do not think that is necessarily the case.
We have interviewed quite a lot of companies which
have experience in both countries and they have said
that in some cases the UK universities tend to be as
good, if not better, in understanding how to work
with business.
Sir George Cox: I think the issue with working with
universities is that, for the larger companies, it is
working pretty well: if you ring up a university and
speak to the vice-chancellor and say, “I’m from
Rolls Royce” you are in, but if it is Cox & Newmark:
Who do I ring up? Who do I get to?

Q188 Mr Newmark: You get to lots of people!
Sir George Cox: It is diYcult for the smaller
company to plug into universities, and in many cases
they could benefit. They could benefit enormously
from the research facilities available in the
university, from prototyping facilities and the like,
or if you get a placement. Too many university
graduates are looking for a placement with a blue-
chip company. If you get a placement with a small
company, you can transform them. This is an issue
I have debated a lot with universities and the
question for them is: Where do we go for the smaller
company? I have advised them to use the local
Chamber of Commerce. Why are you not a member
of the local Chamber of Commerce? Why are you
not a member of the IOD? I once had a meeting with
a dozen university chancellors who wanted to talk,
when I was heading up the IOD, about better
relations with business. They entertained me to
dinner. In the Athenaeum. My view was: “Why are
we not eating across at the IOD or somewhere like
that?” If you want to understand the fishes better,
jump in their water. A lot of this has to come down
to the universities to reckon on what you do to access
companies. That is a huge potential. I think it works
very well with the large companies but I think the
smaller companies do not take advantage of what
the universities could oVer them.

Q189 Jim Cousins: Sir George, you were talking
earlier about cultural models, which I think is a very
powerful point. Is it not right that a very powerful
cultural model of success that we oVer in this
country is working in the professional services that
surround the activities of the City of London and
working in financial services and having a huge
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bonus and having a tax account in the Cayman
Islands, or similar? Do you think that is the right
kind of cultural model to oVer people in this
country?
Sir George Cox: I see a fair amount of truth in what
you say. I suppose, to some extent, we have come
through. I think we went through a period of a lot of
people, particularly people who studied maths,
thinking that was the glamour profession, to become
traders. I think we are moving through that. People
are recognising, for example, that if you study
engineering it widens up an awful lot of
opportunities to you. When you are talking about
the model, you are talking about people who are
studying and what they are going to do. I spoke to
the Royal Academy of Engineering about this, to say
that we should encourage people not to become
engineers (because that is a career choice at 17 which
a lot of people are not prepared to make) but to
study engineering. Just study it. If you look at the
head of the New York Stock Exchange, who came
from Goldman Sachs—the head of Goldman Sachs
globally, and that is pretty well paid—he came from
MIT. That is what he studied. To get more people
like that is not a loss to engineering. More people
understanding innovation is an asset. Getting more
people to study technology like that, I think, would
be a great thing. If some of those people want to
become traders, that is a very small element of the
world. Even though it is highly paid, many think, “I
wouldn’t want to do that.” The view that that was
the kind of career opening, I think is changing. I
hope so.

Q190 Jim Cousins: Mr Radley, you were referring
earlier to the training and education system. Is it not
far more economically rational for a British
company to acquire trained workers from Poland or
Slovakia than it is to train British workers from
the start?
Mr Radley: I do not think it is the case of either/or.
You may have a temporary increase in demand for
particular skills, you may need to get access to
particular specialist skills, and in many cases it will
make sense to import those skills from abroad,
sometimes permanently and sometimes on a
temporary basis. But if you are looking at driving
long-term change in a company and really
improving its performance, you have to invest in
your own skills as well, and you have to invest in
skills in order to achieve a change in the culture of
an organisation. In many cases, as well, you will see
workers coming over from Central and Eastern
Europe but they may be gone in a couple of years:
Where does that leave you then? I think it makes
sense in a global labour market to tap into those
skills where they are available but you also need to
develop your own. We are concerned. If you look at
the evidence the Sector Skills Development Agency
recently issued, some research suggests that business
as a whole is spending £33 billion a year on investing
in skills, which is enormous money, but we need to
do it more eVectively. Certainly the evidence we have
produced suggests that too few companies link what
they do on training to where their overall business is

going, their business plan, and we need to do more
to ensure that we spend the money better. One of our
suggestions is that you revitalise the Investors in
People initiative.

Q191 Jim Cousins: Earlier in your comments to the
Committee you said—and I have not got the exact
phrase—that the British educational system was not
delivering the results in terms of attainment and
lifetime training and being value for money. I think
that is more or less what you said. I wonder if you
could explain that to the Committee, say why you
think that, and perhaps give some examples.
Mr Radley: I was not just talking about the
education system, I was also talking about the
system that encourages lifetime investment in
workforce skills; so we are looking beyond the
school system. If we look first at schools, I think
there have been some major improvements in the
output from education, but what concerns us
particularly in manufacturing is that too few
people are actually studying science, technology,
engineering and mathematics, and in many cases
they are not being taught suYciently well because
they are not being taught by a teacher with the
specialist knowledge, so I think we need to do more
to actually invest in the people who are teaching
these subjects, and that may involve further financial
incentives. I think they are starting to have an
impact. Another thing we need to do is actually
improve the quality of careers advice and guidance.
In many cases people are actually receiving very
limited advice and often it is coming too late. I think
that what we really need to do is look from the age
of 11, and possibly earlier than that, at actually
enthusing people about taking science subjects by
actually providing concrete examples to them of the
relevance to the world of work, to actually show
them that if you are taking a degree in science you
can do lots of things: you could work in the City, but,
for example, you could be working in developing the
next generation of low-carbon technologies that will
really address the problems of climate change that
we face. There is a lot that can be done there. I think
there are some areas where we have high hopes. I
think the introduction of specialised diplomas from
2008, when that is being rolled out, oVers a
significant opportunity to raise the number of people
that are taking science and engineering subjects and
are attaining good standards in that, and that will
certainly be one of the priorities that we will be
looking for in the forthcoming spending review.

Q192 Jim Cousins: Finally, to both of you, some
people who look at issues of globalisation are
increasingly concerned at the silting up of
inequalities in society that create a kind of low-
skilled, low-achieving low-aspiring section of
society, not just in our own society but certainly in
other European societies. We have seen some recent
examples of how people actually vote, perhaps
inspired by those kinds of experiences. Are either of
you concerned about this, and, if you are concerned,
what would you suggest we did about it?
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Mr Radley: I think the first thing to say is that,
certainly at headline level, clearly what we are seeing
in terms of the trends in globalisation are going to be
increasing the premium on high-skilled, talented
workers—the people who are the best are going to be
able to command a significant wage—and, at the
other end, if you have got low skills, your job
opportunities are likely to be less secure, you are less
likely to see improvements in your living standard,
but I think that over simplifies it slightly and I think
what we will be seeing looking forward is that some
tasks that are considered high skill, in areas such as
accountancy and law, I think in many cases will be
under threat. Any job that can be standardised and
located elsewhere, people who are in those industries
will face significant threats as well. Ultimately, what
we need to do, I think, to repeat an answer I said
earlier, is to absolutely invest in basic levels of
numeracy and literacy. If people do not have that,
they have a very limited chance and I think their
ability to acquire new skills is going to be extremely
limited. I think what we are really looking at is what
are the skills that are in demand now? Certainly
there are technical skills, but what we find talking to
companies is that it is about problem-solving, being
adaptable, being a good communicator, being able
to work in teams, and that does not just mean just
putting your ego to one side but actually having the
ability to work with people from a range of diVerent
disciplines eVectively. I think those are some of the
areas that we need to see action on.
Sir George Cox: Perhaps I can give an answer to
that. I think there is a great danger of this wealth
which I see being generated being very unfairly split
in terms of who benefits from it. Internationally the
countries which worry me most are those which
globalisation is by-passing. Through another
interest, going to Sub-Saharan Africa, the issue there
is not globalisation, it is that they just will not benefit
at all. Customers will not invest there, they will not
operate there. The Democratic Republic of the
Congo, which I visited, the issue is that it is not
taking an interest. It is a big world issue. If you come
down on countries which are not being by-passed
yet, you have a problem in some of a great disparity
in wealth. I think it is a huge threat to Russia that
you have got a country generating enormous wealth,
in many ways a very wealthy country, creating, I
think, a very unstable society. I spoke in Russia
recently on corporate governance, which was quite a
challenge, and, having spoken there previously and
a month earlier in Lagos—

Q193 Jim Cousins: No doubt military training
comes in useful.
Sir George Cox: I am sure it does. And someone
argued with me, I got a question from the audience:
“Mr Cox, you talk of this corporate governance.
This all sounds good stuV, we like that, but your
country grows at 3%, ours grows at 8% and people
who ignore this are booming and people like you in
the West are obviously held back by this and there is
a big premium to pay for all this corporate
government stuV”, he said. One had to reply, and I
said, “Look, if you do not take any notice of what is

said here today about corporate governance, it will
not aVect your growth in GDP in the next five, 10
years at all, but what you are building is a society
where that money will not even attract any external
investment and the priority of people who make the
money will be to get it out of the country, and that
is your issue.” I think you have got that kind of
disparity which you have to address. When you
come down to countries like our own, there is a
danger of disparity as wealth is generated, and I
think the answer to it is exactly what Stephen has
said. The issue there is getting in younger people the
aspiration to want to take advantage of this, to want
to work, to want to have a career, and the education.
That really is it. There are a number of issues to
address there. I think when you talk of younger
children, we are very good now at making education
much more creative. I have daughters of 10 and 12
and, if you go and see what they are doing in any
subject, it is remarkably exciting and creative to
compare with when I studied, but, by the time they
get into their O and A Levels, much of that is
squeezed out and they do not see the relevance. We
spoke earlier about training. The issue of training is
getting people who want to be trained, want to be
educated, want to be developed. It is the demand. I
was recently at a university degree ceremony and all
those doing engineering and computer science, not
all but the vast majority were from overseas and it
sends out a sense of pride. That is not because the
universities do not want to educate them, it is
because that is where the applications come from. I
think that is the way we tackle it. It is no good
saying, “Let’s make more courses available and
more training”, you have got to get people wanting
to do it.

Q194 Mr Gauke: Mr Radley, you talked earlier
about the impact of the increased tax burden
on Britain’s competitiveness. Is your concern
principally the one that in absolute terms the tax
burden has increased in recent years, or is it that at
the same time the tax burden in a number of
competing countries, if you like, has reduced? Is it
the absolute tax burden about which you are
concerned or the relative tax burden?
Mr Radley: I think it is both. Just to elaborate on
that a bit more, I think for manufacturers, what we
have seen is that quite a lot of the increase in taxation
that has occurred has been on the cost of doing
business; so it is things like higher national insurance
contributions and a variety of environmental taxes,
which are there for understandable reasons, but for
a lot of manufacturers it is extremely diYcult to pass
these costs on to their customers. That means that
you suVer a squeeze on profitability. If you look
at the recently published oYcial statistics on
profitability in manufacturing, they are now down to
their lowest level since 1992. I think there is also an
issue about whether our tax system is losing some of
the competitiveness that it used to have, and I think
that is partly about the fact that taxation levels, as a
share of the economy, have risen in the UK while
they have fallen in many of our competitor
countries, but I think it is not just about that. What
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we have also seen is that our tax code has become
increasingly complicated. That ties up a lot of
management time and also means there are some
very good incentives out there, but many companies
are not accessing them because the system is too
complex. I think what we are also seeing (certainly
this is coming from the larger companies
particularly) is something of a deterioration in the
relationship between business and Her Majesty’s
Revenue and Customs because of the increased
emphasis on anti-avoidance. Clearly, it is absolutely
right to clamp down on illegal tax evasion activities,
but I think this obsession with tax avoidance is
leading to a deteriorating relationship. What does
this mean in practice? I think what you see is that
across the world there are a huge variety of tax
systems, a huge variety of tax rates, and companies
do not make decisions in terms of where they are
located overnight, they do not take these decisions
lightly, and they are going to be taking a huge range
of factors into account—the quality of our
universities, our transport system, skills, science, a
whole range of factors—but we are starting to see
signs that companies are starting to raise questions:
“Is it competitive to be here on the basis of our tax
system?” and people are looking at this really
seriously now.

Q195 Mr Gauke: Sir George, would you agree with
that analysis?
Sir George Cox: Yes, I think you get to a balance,
and you get to the point where tax levels are a
disincentive and also the application of the system is
too complex. I say that, not from the work I did here,
but from my previous role at the IOD, of course.
Can I, again, almost answer a question that has not
been asked but it leads on to the regulatory
environment as well?

Q196 Mr Gauke: You are about to answer a
question I was going to ask, so please carry on.
Sir George Cox: You talk about what government
can do. It cannot make people want to become
entrepreneurs or heads of companies, but
government does play a big role in setting the
environment in which companies operate and I
think with the regulatory environment you can see
areas of advantage. If you look at what has
happened to the United States since Sarbanes Oxley,
if you want to see how eVective regulation can be and
how negative it can be, look at the impact it has had
there, look at the reaction of American business: a
huge impact from clumsy knee-jerk regulation.
Equally, if you talk about regulation here, one of the
big issues that I have always felt is not the need for
regulation, it is how it is applied. When we talk
about regulation, how it is applied is almost as
eVective as the regulation itself. Can I give you an
example? There was a company, a very good
company, a food processing company, in the
Midlands, doing very well, and they had expanded
their factory, which was on an old farm site, three
times over and it was understood that they would
not get any more permission because of vehicles
down the lane. Fine. So they looked for a brownfield

side, and they get a brownfield site six miles away,
they can develop it. Everyone is pleased. So, they are
going to move, they are going to employ more
people, all the local produce companies are happy.
You know the company, A&B Foods. Anyway, they
buy the site, get planning permission for it no
problem at all. Of course, they have to dispose of the
old site. No-one is going to turn it back into a farm
and no-one is going to put in a factory there. So they
put in a planning application for half a dozen nice
residential buildings. Everyone is happy. They are
told there is to be a planning inquiry. As soon as you
say that, that is money, that is a lot of expense, that
is about 40 grand just going in a planning inquiry.
Everybody at the inquiry speaks up for it—the
parish council, the local MP—everybody is in
favour. Fine; no problem. You do not get an answer.
The inspector has to give you an answer within six
months. After five months the MD rings up and
says, “Have you got an answer yet?” He gets a snotty
reply, “No, Mr So and So is very busy.” I am pretty
busy trying to run a company here, but, just like that,
turned down on the grounds that it is against policy
to turn agricultural property into residential
property, and they appeal, and I make this a bit of a
cause célèbre and eventually they got it.

Q197 Mr Todd: I was going to say, it is in my
constituency, I know they got it. You are talking
about A & B?
Sir George Cox: A & B Foods. I am not getting
against planning permission. Living in Gerrards
Cross, God knows why they allowed Tescos to be
built over my railway, but I am not against planning.
Who is against planning? Why on earth do you not
get a quick answer? It is that. It is the cost, it is the
delay, it is the uncertainty. So, when we talk about
regulation, it is not just whether we should have it or
not, it is how easy it is to comply with. Make it easy
to comply with.

Q198 Mr Gauke: That is an answer to a much better
question than the one I had. Can I return for a
moment back to the tax point, if I may. The flip side
of the increased taxes we have is increased public
expenditure. Can I ask to what extent, compared to
the disadvantages of the higher taxes, there have
been advantages for the competitive position of UK
businesses by the increase in public expenditure we
have seen over the last seven years?
Mr Radley: That is obviously a very big issue and,
clearly, some of the big increases in expenditure have
been in areas such as the National Health Service, in
relation to which, ultimately, there are benefits to
business in terms of a fitter, healthier workforce, but
I do not think are necessarily areas that EEF would
hold a detailed view on. In terms of those that are
more directly related to business, we have seen
benefits for increased investment in science, and I
think there can be more that can be done to make
that more eVective, and we have talked about some
of those issues already, and also greater investment
in skills. If we look at the skills issue in particular,
there have been benefits in terms of improving the
standards of educational attainment from schools,
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but we are concerned that there has been quite a lot
of money wasted in this area. If we look a bit wider
at the overall skills system, we have actually invented
a very bloated bureaucracy, we have got the
Learning and Skills Council, Sector Skills Councils,
the Sector Skills Development Agency, and at the
local level we have got Regional Skills Partnerships,
we are soon going to have Skills Academies, and so
you do need to ask questions. Yes, we have seen an
improved increased investment in skills but in many
cases is it actually delivering the outcomes we are
seeking or has a significant chunk of this money gone
to sustaining bureaucracy?

Q199 Mr Gauke: If you were to do this—this is a
very big question—if you were to try to balance out
the disadvantages of the higher taxes with the
advantages of the higher public expenditure, if you
were to do an audit of the Government on that, what
would your conclusion be?
Mr Radley: I think I would answer on two fronts.
Firstly, if you look at a country like Britain, I think
there are natural limits to the share that public
spending should take as a share of the economy, and
I think once we get much beyond 40% it is starting
to cause problems in terms of the competitiveness of
our taxation system. I think probably the other
concern is not necessarily that spending has been in
the wrong areas or that overall it has been wasted
spending, but the direction of the travel. We have
gone extremely fast from being a low taxation
country, compared to many of our competitors in
the OECD, to having a tax burden significantly
above the OECD average, and I think that is what
most concerns us, the speed at which this change has
occurred.

Q200 Mr Gauke: Finally, just returning to
regulations, there was a poll of company CEOs that
was published earlier this week in which 52% of them
said that the regulatory burdens created by the EU
outweigh the advantages of the single market. Can I
ask both of you whether you would agree with that
assessment?
Mr Radley: We have not polled our members on this
recently, but certainly the last time we looked at this
issue extensively we still found that the overall
majority of our members actually saw being part of
the European Union as a significant benefit to their
company, but I think if you actually looked at the
strength of feeling there it had actually cooled
considerably. So, companies did see a strong case of
being in the EU but their feelings towards the EU
overall were a lot less warm, and a lot of this was
because of the increased level of regulation that they
saw. In many cases what companies are actually
seeing is higher levels of regulation and there is a
tendency to blame it on Brussels, which in some
cases may be correct, but I think in many cases what
is really driving the bad experience of companies is
not that we are seeing more regulation from the
European Commission but it is the very poor
implementation in this country. I think, particularly
in the environmental area, if we see the directives
that have aVected the disposal of refrigerators, the

WEEE directive, some of the measures that have
been taken in terms of landfill at the moment, the
overall objectives, the measures, are generally fine,
but there has been absolutely abysmal planning and
implementation, and I think that is one thing that
the Government could do to make a real diVerence
there.
Sir George Cox: I think the question of whether the
costs outweigh the benefits is too broad. I think most
companies that I speak to now just accept being part
of the European Community and the single market
for granted. There are certain things you take for
granted now which are a great advantage, the ease of
moving people around, it is just a way of life, so one
never considers whether you should do it, that is it.
I think coming back to regulation, whatever the
source, and some of it is frustrating and hard to
understand that comes out of Brussels, the thing I
would tackle would be the application. Make it easy
to understand, easy to comply with, particularly for
the smaller business. Remember that in the smaller
business there is no department to give it to. Faced
with a form to submit there is no-one to give it to, it
is you. I argued very strongly, I think with eventual
success, to take the payment of tax credits out of the
payroll system on the grounds that, fine, pay people
who have worked on site or at home, I agree with,
but do not make the company apply it. I do not want
to get involved in the administration of benefits. If I
am running a small company, I have got eight
people, it is Monday morning, I have got an angry
customer, I have got the bank manager, and
someone says, “You did not pay my benefits on
Friday”, “I did not even know you were entitled to
benefits”, but that is my biggest problem. I then say,
“We will attend to that some time.” Ease the burden
on companies at the moment. It is very simple, a
simple answer: “Am I allowed to do this?” Yes or
no? “What do I have to do with this?” Make it more
supportive. “How do I have to do this?” I think that
is the key to it. The only thing I would tackle is
planning. You cannot go to a single company which
cannot give you a horror story about planning. The
whole attitude of planning should be a service: “I am
going to help you decide what to do.”

Q201 Kerry McCarthy: I have to say, I entirely agree
with what you have just been saying about planning,
but moving on to a diVerent topic, you talked
about the predicted economic growth. I think you
mentioned an explosion in likely production and,
obviously, that would be an explosion in
consumption as well, which will have environmental
consequences.
Sir George Cox: Yes.

Q202 Kerry McCarthy: To what extent do you think
the concept of contraction and convergence has got
legs: the idea that as developing economies start
producing more by way of emissions the developed
countries ought to reduce theirs and we meet
somewhere in the middle? Do you think that is a
viable template for moving forward?
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Mr Radley: I am not sure I fully understood your
question, but I think that clearly the developed part
of the world, particularly the European Union, has
been taking the lead in terms of having tougher
environmental standards and regulations and also
developing technological solutions to that. I think,
looking forward, looking beyond 2012 when the
Kyoto Treaty runs out, I think we need to work
harder actually developing something where we
have got an international agreement which countries
around the world can buy into. I think also there are
significant opportunities for companies in countries
like Britain to actually provide assistance to other
parts of the world which are experiencing a very
rapid growth in terms of developing low-carbon
energy sources and advising companies in terms of
how to curb their emissions, improve their energy
eYciency. I think there are big opportunities there
for British business that we need to capitalise on, and
I think what we need to do now is use that
opportunity by investing significantly in research
and development so that we have actually developed
those goods and services to meet the challenges.
Sir George Cox: I think the question is a very broad
one and a very important one. As this wealth is
generated, if it is spent the way that the wealth has
been so far, it is unsustainable. You just cannot do
it. You cannot raise the population of China with the
same lifestyle as everyone has in America, you
cannot have the degree of travel that we enjoy, but
that is a given. What I think it means with regard to
the spirit of my report is that this is increasingly
recognised, not just here, and I think when it comes
to innovation it will create a great demand for
innovation. When you talk about products the
emphasis will be on it. If you talk to an aerospace
company like Rolls Royce, the whole emphasis is on
energy and eYciency, that is the big demand. That is
they only reason people are replacing planes, there is
a great demand for it, and I think you are going to
find this in energy, you are going to find it in
transportation and I think, again, coming back,
companies which can plug into this will not only be
doing a service to the world but that is where the
opportunities are.

Q203 Kerry McCarthy: If you accept that companies
have got to do more to meet environmental
standards, is the way forward to set higher
environmental standards or is it through, perhaps,
more vigorous means like taxation?
Sir George Cox: No, I think the way forward will
come through public pressure. That is what will stop
people taking four litre cars for the school run; it
becomes socially unacceptable to do it.

Q204 Kerry McCarthy: The idea of corporate social
responsibility, you think that is a heavy enough
pressure on the corporate conscience?
Sir George Cox: I think it is growing. I think
companies are very strong on those issues, much
stronger on those issues than the public perception,

but I think the big issue is the public. The public go
on about energy waste, the big waste in the home.
You have only to look at the school car park, it is full
of—. It will become publicly unacceptable to do it.

Q205 Kerry McCarthy: In this country?
Sir George Cox: In this country, but that will expand
quite rapidly. No-one wants their country polluted.
I think attitudes will change, remarkably so.

Q206 Kerry McCarthy: Do you think it is realistic in
developing countries where they have not gone
through the over-consumption, if you like, and then
have realised, you think they can jump several
steps ahead?
Sir George Cox: No, there will be a big challenge
because the aspirations of those countries is to have
a motorcar and all the things that we have, and so I
think it is diYcult, it is not an easy problem to tackle.
People talk about things being manufactured in
countries where they do not give a damn about
environmental pollution. I do not think that is the
right scenario at all. I think the attitude of that is
changing in all these countries. In some of the
cities being planned in China there is terrific
environmental consideration. There was one I saw
when I was in Davos, the city there. He said, “Here
is what it looks like now.” There is going to be an
industrial city—lovely green fields—and his picture
after was the same. He said, “We will just plant over
the top of it.” A lot of these areas will probably be
leapfrogged, by the way. I think these are issues.

Q207 Kerry McCarthy: Do you think there is any
credence in the suggestion that companies are
moving overseas to avoid—. The evidence we have
had from Martin Wolf, when he appeared before the
Committee, was that he did not think that was
happening, he thought companies, if they were being
asked to meet higher environmental standards, were
adapting their technology appropriately in this
country rather than thinking of that as a reason to
move overseas where the regime was less restrictive.
Would you concur with that?
Mr Radley: It is not necessarily looking at the
diVerence between investing in the UK and investing
in China. I think if you are doing that you are going
to be doing it for a whole host of reasons, and that
will lead you to levels of taxation, regulation,
whether you need to be there to be near the customer
to exploit the opportunities. I think the regime, in
terms of environmental regulations, is only going to
be one factor. What we do find, though, is that
companies are making short-term responses where
they are facing increases in their energy bills at the
moment relative to their competitors, and what can
be done relatively easily is actually to shift the
loading of some of your production from here to
other locations, and in many cases this is not in
China, it is in other parts of Europe. On one point I
would like to agree very strongly with what Sir
George was just saying. I think that in many cases
what you do find is that for some companies it can
be easier to actually address these environmental
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challenges, in countries like China, than it is here. In
China you can develop a new facility fairly cheaply
from scratch and really make it state of the art in
terms of its eYciency and also its energy eYciency.
In this country many manufacturers are finding that
they have plants that are unsuitable for their needs,
that are too large, and they need to make a change
and in many cases the planning system gets in the
way of them being able to do that. I think that is
probably one of the priorities that we need to look at
urgently.

Q208 Kerry McCarthy: You are almost saying it
could work the other way: because they want to be
greener they would be driven overseas because it is
more diYcult to be green?
Sir George Cox: I think there is a general issue here.
I think we could sit here and swap horror stories of
outcomes of behaviour around the world, but I do
believe that global companies are an enormous force
for spreading the standards we believe in. If you
want to get people treated diVerently in these
countries, you cannot do it as a government, but a
company can. I have worked for multinationals and
we had global standards for training people, global
standards of behaviour. I believe an awful lot of the
spread of standards will come from companies. I
think there have been good moves for some of the
big oil companies with regard to environmental
issues around the world, make a feature of it here. I
think the bigger, more responsible companies will be
a great force for spreading standards.

Q209 Kerry McCarthy: So you do not think there is
an argument for requiring them, for example, to
include more information about what they are doing
on the corporate social responsibility side?
Sir George Cox: Reporting?

Q210 Kerry McCarthy: Yes.
Sir George Cox: No, I am very cynical on this. We
believe that company reports are read avidly by
people. Company reports are read by almost
nobody. Thank God we chucked the other one. I am
on the Board of a company, a bank. It came up with
this requirement to report further on directors’ pay.
It was going to be for a non-binding vote of the
shareholders, and I said, “What do you do with
this?” They said, “You put it in your company
report.” No, you cannot put it in your company
report because, of about 1.25 million shareholders,
95% or even higher elect not to take a report. They
do not want it. You say, “Okay, well put it in the
summary.” No, you cannot put it in a little summary
because, as it is going to a shareholders’ vote, you
have got to give them the full information; so the
summary consists of a page of results and about five
pages on directors’ pay. The belief that people who
pick up these reports and read them is nonsensical.
Company reports are written by the PR department
anyway, it is all boiler-plate on any issues like that.
I do not think reporting gets us. I think company
reputation does. That is what has a real force. If

you get exposed in the media because of some
malpractice, that gets to millions of people. Millions
of people would never look at a company report, and
so further reporting I do not believe is the answer
to this.

Q211 Chairman: That does not apply to your report,
Sir George, of creativity though?
Sir George Cox: That should be read as widely as
possible. If only the Treasury were not so mean.
They would not have another production run!

Q212 Chairman: Thank you very much. Can I finish
with two quick questions and your answer. In
the report I was reading last week on the US
congressional elections there was mention that
US businesses are becoming more socially
environmentally friendly, not least because of the
issue of oil and self-suYciency. Do you think
businesses here will increase in that way? Secondly,
at a seminar I was at very recently in terms of public/
private procurement and public policy, the speaker
said the question for these projects is how much can
you aVord to waste or throw away, and if you cannot
aVord to waste or throw away anything, then you
are not taking any risk and things would not work.
Do you agree with that?
Mr Radley: I think if I was to answer the first of
your questions, certainly the evidence that we
found researching our companies was that the
overwhelming majority of them are paying
increasing attention to energy eYciency, and clearly
the big increases that we have seen in gas/electricity
prices have been one of the major imperatives of
driving this forward. In many cases actually being a
low carbon emitter and actually improving energy
eYciency and seeing improvements in profitability
can all go together hand in hand, and what we need
to do is make sure we get rid of things that get in the
way of doing that. At the risk of being repetitive, one
thing we need to address is the planning system but
what we also need to do, bodies like the Carbon
Trust and EEF itself and others, is to facilitate this
by making sure that companies are aware of the
opportunities that are out there and what they need
to do to exploit them. I think, again, there are
probable implications for developing some of skills
they need to become more energy eYcient.
Sir George Cox: There are two questions. I think, in
terms of company behaviour, the big force will be
public pressure. That is what is happening in
America now. Global warming was just not believed
in in America. Whether Katrina had anything to do
with it, it sure has shocked a lot of Americans I speak
to that this is an issue; so I think that public pressure
will bring about great change. The more awareness
we are, it becomes socially unacceptable to drive a
huge Getty or to throw things away, and companies
will respond to that, their markets will respond, their
reputations will respond, and so I think that you can
see changing. Turning to your second question, yes,
if you are going to innovate you are going to get
certain things wrong. I am not arguing for gung-ho
innovation, I am not saying, “Go for innovation.”



3487211003 Page Type [E] 09-10-07 18:38:28 Pag Table: COENEW PPSysB Unit: PAG3

Ev 50 Treasury Committee: Evidence

17 October 2006 Sir George Cox and Mr Stephen Radley

You take it in a controlled way and you get used to
managing risk, it is part of it, but there are certain
avenues you will go down and it will not get
anywhere, and I think you have got to accept that,
and I think you have also got to accept that if people
make mistakes, provided they are made for the right
reasons, fair enough. The idea that heads must roll
for a mistake I think is outrageous, in business or in

the public sector. A person took a decision on all the
available evidence, they took it for the right reasons,
fair enough, that is a change we have to bring about.
Chairman: We invited you here for the right reasons
because what we have found out this morning has
been fascinating. Can I thank you, Stephen, for
coming this morning and helping us with this
inquiry. Thank you very much.
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Q213 Chairman: Good morning and welcome to our
inquiry on globalisation. We are hoping to cover this
first session in 45 minutes, so you do not all need to
answer the same question. Whoever is best placed to
answer the question can be decided amongst
yourselves. In terms of globalisation, may I start?
Looking at the current phase of globalisation
compared with other phases, what evidence is there
that globalisation has increased in the past 50 years?
If we project ahead 50 years, what changes are
needed in the UK economy if we are to remain
competitive so that globalisation does not turn into
a threat but an opportunity for us?
Mr Hawksworth: I think the evidence is obvious in
terms of the fact that both trade flows and
particularly foreign direct investment have grown
much faster than GDP over that period and also the
fact that a broader range of economies are now
important in the world—China, India, Brazil and so
on—and they are taking an increasing share of
global GDP and global trade. It is no longer a world
economy that is dominated by the OECD
economies. The evidence of it is fairly clear from the
basic statistics. In terms of the issue about the UK
competing, then clearly we say in our report, and I
expect others would say, that this is potentially a
good thing. We get the benefit of potentially cheaper
imports and also the benefit of new markets. In fact
the ageing OECD economies are only likely to
maintain their rate of growth if they if they can
exploit China, India and so on. That just means that
we can specialise more in our areas of strength,
which will be business and financial services; for
example, certain niche areas of manufacturing and
things like that.
Mr Tholstrup: I agree with what John has said. The
one area where I think Britain is somewhat lagging
behind in terms of its stance on globalisation is in the
area of education and training. Most of the
international surveys that come out show that
Britain is performing pretty well on most measures
to associate itself with globalisation. The one metric
where they are consistently below their peers is in the
area of education and training. That is obviously a
very broad area, but I think that is a particularly
important area in terms of future competitiveness.
Mr Oppenheimer: May I add to John’s comments on
evidence of globalisation? I think there are two other
matters to consider. One of them is the opening up
of capital markets and the decline of capital controls
around the world, an increase in cross-border

investment flows, but also in cross-border capital
flows that has resulted from that. In my mind,
another driver of globalisation is the extraordinary
changes in technology that we have seen,
particularly over the last 10 years, which has
accelerated this process because it has worked hand-
in-hand with the regulatory changes that have taken
place, and also the huge growth in activity in some
of the emerging economies, which are beginning to
embrace and utilise these technologies.

Q214 Chairman: Some of us will come back to the
issue of technology, but, in a word, is the drive for
increased technology a plus for us in globalisation?
Mr Oppenheimer: You mean for the UK in
particular. As Jens has said, an important factor
moving forward is the level of education in the
country and the ability to take advantage and be at
the forefront of technological change. If we are
looking at comparative advantages globally, the UK
has really got to focus on higher value-added areas
of development. That is going to require being at the
forefront of technological change.

Q215 Chairman: I know this is a complex subject.
The Stern Review has been put out this week. I see,
at the heart of that, the issue is taxation and
environmental taxes. Will that jeopardise our
advance in globalisation or can we massage it so that
it could be a plus for us?
Mr Hawksworth: I am not sure that taxation is the
only instrument. I think what is important is that
there is a price put on carbon so that people are
reflecting the true value of that. Whether you do that
through taxation or through some global trading
scheme, I am inclined to think that politically a
global trading scheme may be easier to get people
like the US, China and India on board with that than
trying to agree a single global carbon tax, which even
the EU was not able to do in the 1990s. While
taxation may play a role, also establishing a global
carbon market where everyone can participate,
backed obviously by some political commitment
that the level of carbon emissions globally needs to
come down and that needs to be shared fairly, is the
best way to send the price signals. In some cases,
taxation might support that, as might regulation
towards energy eYciency and so on. I think that
globalisation in terms of carbon trading could be
quite a positive thing in terms of trying to resolve
these types of issues.
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Q216 Chairman: Is there any merit in the
Chancellor’s assertion that this could create 100,000
jobs and the City could do good work here?
Mr Hawksworth: I think the City of London has
become a trading centre for carbon. Just like in
many other areas, we are at the forefront of that. The
other Europeans, some of the people from North
America, even the Chinese, are quite interested in
coming and doing business in London. That is
another potential strength that the City of London
could have.
Mr Tholstrup: The other element, which has not
necessarily been given quite as much focus as the two
mentioned so far, has been the development of what
is called clean technologies—carbon capture, et
cetera. There is enormous scope to develop those in
this country and to be able to export them. That
obviously would be a bonus towards globalisation
and Britain’s role in that.
Chairman: We visited China last year and a point
made to us was whether British industry is
responding to that and is as alert as it should be, but
that is another matter. That issue was certainly
raised with us.

Q217 Mr Gauke: May I ask about the future of
globalisation, if you like, on the basis that
globalisation consists of both technological
advances but also changes in policy, which have
liberalised trade and capital and what have you. To
what extent do you think future economic growth
which follows from globalisation is dependent upon
further liberalisation in these areas?
Mr Oppenheimer: From my perspective, I think it is
essential. One of the potential risks to globalisation
is regulatory controls that are put in for political
reasons or whatever other motivation. That could be
a considerable constraint moving forward. One of
the many drivers to globalisation over the last
decade in particular has been the willingness of
governments to accept and embrace it as a positive
and to recognise the positive impact it can have
on the growth and inflation trade-oVs, but any
impediment to that, through regulation or other
means, would clearly constrain the potential for
further growth and inflation trade-oV benefits.
Mr Hawksworth: I would broadly agree with that.
Obviously there is a concern about protectionist
responses, let us say by the US and Europe to China.
We have seen little bits and pieces of that in certain
areas, like clothing, footwear and so on. Probably
that in itself is to be expected and is not a big
problem, but if there was to be an actual move
backwards into protectionism, perhaps because
special interest groups would lose out in some of the
countries like the US and Europe, obviously
understandably we would want to try to protect our
interests. That would be to the long-term disbenefit
of everybody. It is only by opening up that countries
like China and India have moved forward over the
last 15 to 25 years. I think if we were to close our
trade barriers that would be a very unfortunate
development.

Mr Tholstrup: It is also worth reflecting on the
competitive element of regulation in the sense that
regulation imposed in one jurisdiction can cause
capital and labour to migrate rather rapidly. We
have seen the impact of Sarbannes Oxley in the
United States in terms of capital raising in the US
and how the UK and the London Stock Exchange in
particular have benefited from what was deemed to
be a very heavy-handed piece of regulation that
aVected the corporate sector. I think the competitive
element of regulation is something that has to be
reflected on, particularly since companies are able to
move their location, their domicile, very rapidly, and
indeed have threatened to do so on a number of
occasions when policies or regulation are imposed
that they do not find to their advantage.
Mr Hawksworth: Having said that, of course, there
are other objectives to regulation than just
economics. There may be social and political
reasons why, nevertheless, you want a regulation,
and there are some regulations on things like
intellectual property rights protection that most
businesses would welcome and would see as a
potential benefit. One has to present a balanced
picture.

Q218 Mr Gauke: Can I ask Mr Oppenheimer about
the issue that you mentioned a moment ago about
the trade-oV between growth and inflation, and you
have written as to how globalisation has aVected
that. Is it your view that controlling inflation, as a
consequence of globalisation, has become easier in
recent years, or would you go so far as to say, as
some have argued, that low inflation has been caused
in recent years by the Chinese economy, and what
have you?
Mr Oppenheimer: There is a number of factors that
have helped bring inflation and inflation policy
down over the last decade or two, the last decade in
particular. I think globalisation has certainly been
one of those factors and the huge growth and
influence of China and India in particular have also
been an important factor. If you look at the period
since 2000, China, India, Brazil and Russia together
have contributed almost as much growth to the
global economy as the US has done. It is by
contributing so much to the global economy, and
much of that growth is on exports of cheap products,
that you help to keep inflation down. It is clearly the
case that lower tradable goods prices have been a
consequence of increased globalisation, but I do not
think that is the only cause. There are many other
factors. Significant increases in technology, for
example, are another important reason, I think, that
inflation has come down. Certainly I would see
globalisation as being one of the important factors
that has led to more control of inflation, less volatile
inflation, over recent years. There is a question as to
how far that process can proceed, given that
eventually a part of the globalisation story is that
countries like China, India and others begin to
develop their own domestic demand engines of
growth, rather than purely focusing on cheap
exports. As they do that, and potentially their
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exchange rates appreciate, you might find that the
dis-inflationary impact of exports from these
countries begins to moderate.

Q219 Mr Gauke: Do you not share the view of the
Governor of the Bank of England, which he made in
a speech a couple of weeks ago, that inflation
remains essentially one to do with domestic
conditions and the key to it is having a stable
monetary policy that is based upon UK domestic
conditions? The environment may have changed and
the level of interest rate you need may change, but
essentially that remains true?
Mr Oppenheimer: The others may want to comment
on this. Clearly, central bank policies have had a lot
to do with lower and more stable inflation, but is no
accident that you have had lower and more stable
inflation everywhere in the world, so it not uniquely
a reflection of best management of any particular
central bank. Having more open central banks,
more open policy, more independent central banks,
which has tended also to be a growing global trend,
has been an important factor, but not the only one.

Q220 Angela Eagle: In a meeting recently with
Professor Stiglitz, he said about globalisation that it
needs to be understood, that will not lift all boats,
that there will be losers from globalisation as well as
winners and that those losers are likely to be those
who are unskilled or on low wages within developed
economies as well as developing and that the right
response to this is to strengthen social safety nets.
Do you think equity within societies that are
developing is a problem? Do you worry about this or
do you think it is just tough?
Mr Tholstrup: I think it is of great concern but the
indications are that inequalities have been increasing
rather than the reverse. I think that is a potential risk
for globalisation—social unrest caused by ever
increasing inequalities and the disenfranchisement
of those people who do not benefit from
globalisation. At the moment, we have had a fairly
benign macro-economic climate for some time but,
with the potential onset of a major recession, some
of those strains may become very apparent. I think
it is of great concern.

Q221 Angela Eagle: What is the City view?
Mr Hawksworth: I would say it was a concern as
well. In the UK context, clearly it does tend to push
up the earnings of people at the top who can, if you
like, franchise their brands across a bigger market.
Obviously there is a case within countries for
governments to try, if you like, to lean against the
wind a bit on that by also trying both to boost
education levels to people at a lover level or to boost
their skills and improve various things like, in the
UK, the tax credit system and other types of regime
to boost the incomes of people at the bottom, to do
things like better child care to help people into work,
which is important to poverty among people like
single parents and so on. As we have seen in the UK
since 1997, a Labour government has had to sail
quite hard against the wind on that in order to keep
inequality more or less constant, broadly speaking,

according to the IFFs and people like that who have
looked at this. I do think that it is an issue and that
governments have to respond to it. It is an issue in
China as well because they have growing inequality
between urban and rural populations.

Q222 Angela Eagle: They are very worried about it.
Mr Hawksworth: They are very worried about it. It
is certainly a major potential downside that needs to
be addressed.

Q223 Angela Eagle: So active labour markets,
strengthened and modernised welfare systems in
order to try to spread, or at least prevent, the
extension of inequality is a stabilising and good
thing?
Mr Hawksworth: Obviously how far you go down
that road depends on the politics of the particular
country. Some countries like Scandinavia may go
further down the road than others like the US. Some
such action does seem to be logical.

Q224 Angela Eagle: What is the diVerence between
that and regulation, which you were all talking
about being a threat to globalisation in your answer
to the last questions? How do we distinguish because
there is this mantra that regulation is bad and yet we
know we are going to have to have some kind of
system and regulation to prevent catastrophic global
warming. We know we are going to have some
kind of regulation and welfare system to prevent
catastrophic social imbalance. Can we have a
dialogue that distinguishes between damaging
regulation and regulation that is absolutely essential
to keep societies stabilised instead of just this use of
a word?
Mr Tholstrup: I agree with the comments. I do not
think there was a suggestion that regulation per se is
bad thing. I think it is application of diVerent kinds
of regulation and particularly the sort of regulation
which has negative consequences for a number of
stakeholders. I think you are absolutely right that it
covers a huge range of things. One of my fellow
panellists mentioned that regulation does have a
very important role in terms of protecting people
and society. It is not a question of it being a negative
but I think it is one of those issues which, applied
incorrectly, can have very negative consequences for
globalisation.
Mr Hawksworth: By regulation, I was talking very
much about things like trade barriers.

Q225 Angela Eagle: That is diVerent, is it not?
Protectionism is diVerent.
Mr Hawksworth: I was certainly answering the
question in the context of protectionism. I think
regulation on things like the environment is a
diVerent issue.

Q226 Angela Eagle: It is absolutely essential, I would
have thought.
Mr Hawksworth: Yes. That is a diVerent type of
issue.
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Q227 Angela Eagle: Do you worry about what is
happening with the Doha Trade Round, given that
you have raised trade? Obviously the recent failure
has some implications. What is your analysis of what
those are?
Mr Oppenheimer: I think failure in the trade round
is partly an impediment to the kind of globalisation
that we are talking about. It is also an impediment
to growth in the poorest countries, and that is the
critical issue. It comes back to your point about
where regulation is good and bad, where
protectionism is good and bad. The factors that help
to contribute to growth and growth in the poorest
countries of the world, which are biggest
beneficiaries of globalisation, after all, at the end of
the day, is an important matter that we should
embrace. At the same time, you need to have checks
and balances and regulation to ensure that that
growth does not impinge on the environment and
promote social inequality because that is not going
to be good ultimately for growth or society either.

Q228 Angela Eagle: Do we need to strengthen the
international institutions to try to bring that about
and prevent these failures? Are there other redesigns,
for example of the world trade system and the way it
works, that you would like to see? We always have
these huge, very diYcult trade rounds. The last one
went on eight years. This one is running into the sand
and we now have the rise of potentially quite diYcult
bilateral deals.
Mr Tholstrup: It illustrates the degree to which
major economies defend the perception of their own
interests at the expense of broader improvement in
globalisation, so to speak. It does illustrate an
underlying threat. This is the same set of issues and
agendas which might drive the protectionist agenda
if and when things get more diYcult.

Q229 Angela Eagle: Do any of you worry about the
rise of the protest against corporations and their
perceived dominance of the world, their self-interest
in the way they behave, which is obviously a
feature in places like early anti-globalisation
demonstrations which began in Seattle and now
continue whenever there is a world trade meeting?
Mr Tholstrup: I think it is a concern and it is not just
corporations; it is a wide range of institutions and
that may have become a more prevalent feature,
particularly, as we talked about, those people who
do not benefit from globalisation when they lose
their jobs and whose relative position will
deteriorate. There is a range of institutions which
they will be showing their displeasure at, and
corporations are clearly one of them. Having said
that, there are a number of corporations that have
taken action to try to improve the way that they deal
with their stakeholders in the widest possible sense.
There is a number of examples of good corporate
behaviour that are going on where evidence suggests
that companies are thinking much more broadly
about their wider role and how they engage with
those NGOs and other stakeholders in society.

Q230 Mr Newmark: John, your model indicates that
India has the potential to be the fastest growing
economy in the years up to 2050. To what extent
does recent evidence of shortages of skilled labour in
India suggest that has not reached its potential?
Mr Hawksworth: It is a long-term thing. The reason
why we are relatively optimistic about India is that,
firstly, we think it has relatively favourable
demographics compared to, say, China. It is
important to say that when we are talking about
India being the fastest growing, we are talking about
growth in real terms of 5% or so.

Q231 Mr Newmark: When you say the
demographics are favourable, do you mean because
a lot of them speak English, because there are more
engineers there?
Mr Hawksworth: I mean specifically because the
working age population growth is projected to be
about 1% per annum between now and 2050 in
India, whereas it is something like minus 0.5% per
annum projected for China, although that may
change a bit as they adjust their one child policy.
Secondly, if you look at the figures for India,
although the educational level for many of the
people is quite low, it has been increasing at quite a
rapid rate, and rather faster than China, over the last
15 years on average, albeit from a low base. Over a
period time, as the demand for skilled labour
increases, I think they will probably respond to that.
There is a number of constraints, not just on skilled
infrastructure but also on infrastructure around
energy, water and transport, which are potentially
going to hold India back in the short term, as well as
the fact that its government finances are still not the
strongest in terms of running quite a large deficit.
There are some transitional issues for India. We are
not quite so optimistic in the short term that it will
be China, but we think, looking longer term, once
you get out to 2020 and beyond, it has the potential,
if it can maintain growth-friendly policies, to
actually be the strongest. It is also rather less
dependent than China on simple capital
accumulation for growth. China has been investing
a huge amounts but I think that will run into
diminishing marginal returns at some point. With
India, I think they have been less dependent on this
very rapid rate of capital accumulation.

Q232 Mr Newmark: What diYculties will China
encounter in sustaining its growth?
Mr Hawksworth: One, the demographic transition:
it has one of the fastest ageing populations in the
world. Secondly, at this point they are currently
investing 45% or so of GDP, and there is a danger,
particularly if that capital is not allocated right and
they do not have such well developed capital
markets and banking systems to do that yet, then
that could run into diminishing returns, as we have
seen in some other places like Japan where they used
to be high investors, but that did not always go the
right places, and Korea as well. With many of these
countries, you get to a certain point of growth and
then it drops oV. Also, they have been relying on
imitation for a lot of their growth and they have to
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move to being innovators and actually leading the
technology, and that is harder. Experience shows
that as you catch up with the technological frontier,
it becomes increasingly diYcult to sustain very rapid
growth rates. I think for all those reasons, China, in
my view, would tend to slow possibly quite markedly
on a 20 to 30 year horizon.

Q233 Mr Newmark: That is assuming that India gets
its infrastructure right.
Mr Tholstrup: There is also China’s issue of access
to essential commodities and raw materials, which
may well form blockages and bottlenecks in the
economy in the period to come. Of course, the
Chinese economy has had a greater emphasis on
manufacturing than India, which has a greater
emphasise on service, and that will hit China more
seriously.

Q234 Mr Newmark: Do you think the emphasis on
manufacturing is a long-term weakness?
Mr Tholstrup: It is obviously associated with a
greater demand for raw materials to continue. It also
is more reliant on infrastructure because physical
goods have to be imported and exported to get to
market, and so it is more susceptible to bottlenecks
than a predominantly service economy, which is
obviously the direction in which India is moving.

Q235 Mr Newmark: Although in India still 80% of
the population is still in agriculture, which is a big
issue. They still have educational problems.
Mr Tholstrup: I am talking about the direction in
which they are moving.

Q236 Mr Newmark: Which countries, other than
India and China, have the potential to experience
rapid increases in economic growth in the next
decade due to their increasing integration into world
markets?
Mr Oppenheimer: Goldman Sachs has put a lot of
emphasis on BRICs, so Brazil and Russia, as well as
India and China, simply because, like India and
China, they also have vast populations and the
ability to harness resources, both human and
physical, to generate very strong growth. In addition
to that, there is a whole raft of emerging economies,
which again, if they focus correctly and if they get the
regulatory environment suYciently set, can have
extremely rapid growth as well, moving forwards.
They are much smaller in terms of population, so
their impact on the global economy would be less,
but, in terms of growth rates, countries like
Bangladesh, Egypt, Indonesia, Korea, Mexico,
Nigeria, Pakistan, the Philippines, Turkey and
Vietnam are all ones that we would be what we
would describe as the next 11 potential countries
that are embracing and benefiting from
globalisation to generate very strong growth.

Q237 Mr Newmark: I am just curious: does anybody
have a view on the Gulf States? They have large oil
deposits and they have tourism coming in: do you

see them benefiting from globalisation, or is this
going to be a one-oV and in 50 years’ time it will all
be said?
Mr Tholstrup: I think they are benefiting from
globalisation. Obviously Saudi Arabia’s accession
to WTO is fairly significant in that context, and the
other issue, which I think is important, is that lessons
from the last oil price boom have been learnt. In
other words, I think they are thinking much more
about creating a productive economy outside the
hydrocarbon sector. In the financial sector, for
example, there has been huge development in the
Middle East, particularly in the Gulf States, and
obviously, with the benefit of the windfall of higher
oil prices, they are able to build considerable
infrastructure to support that kind of ambition. I
think it is a growing trend and obviously it is very
related to oil price. There is a number of geopolitical
risks associated with that part of the world, but
clearly the longer term trend is towards more
integration into the global economy.

Q238 Mr Newmark: Just as a brief supplemental, we
went out to both Dubai and Bombay and it looks
like they are both setting up two competing financial
centres there and exchanges and so on. Do you see
that as complementary or do you see that as
competing with each other and who is likely to win
out on that?
Mr Tholstrup: I think there are more than two. In the
Gulf region alone, we have Dubai, Bahrain, Qatar
and Saudi Arabia all setting up financial centres and
there is obviously an element of competition, intra-
regional competition taking place. On the other
hand, competition is a positive in that sense. We also
have to look ahead and think about the potential for
Gulf monetary union and the impact that that would
have. Taken as a whole, the Gulf is becoming a very
important and very fast-growing financial centre.

Q239 Mr Newmark: What impact have trends in
globalisation, such as greater openness of the
Chinese and Indian economies, had on the African
economies themselves, and how are the African
economies going to benefit from this globalisation?
Mr Tholstrup: Clearly, having China taking an
active interest in, and participation in, Africa has
some benefits. I think that there are a number of
issues around that which we all need to consider. A
lot of it is obviously based on exploitation of
resources rather than creating a sustainable
economic infrastructure in Africa. Clearly the issue
we have already referred to in terms of the failure of
the Doha Round and the inability to provide
African countries with open access to our markets is
obviously holding development back. There is a
number of issues there, but clearly, certainly in the
short run, the fact that China is taking an interest
and is creating something of an element of
competition—

Q240 Mr Newmark: Are you eVectively saying it is
really a one-way street with the Chinese going in,
taking out resources and nothing going back?
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Mr Tholstrup: That is the way it would appear at the
moment. There is a risk of a backlash in that sense.
The evidence suggests that it is going in that
direction.

Q241 Kerry McCarthy: How important are the
UK’s various alliances, for example its membership
of the European Union, an issue in that it holds its
own in terms of benefiting globalisation? Would you
regard EU membership as the great concept of our
global ambitions that prevents us from forging other
alliances or is it actually a strength?
Mr Hawksworth: It depends which area you are
operating in, but generally those are still very
important markets for us, and indeed we have
benefited from our membership, for example, in
terms of having a big inflow of people, which has
boosted our workforce from central and eastern
Europe and has helped and been another factor in
keeping down inflation. That aspect of globalisation
has been quite positive for us, and still are our most
important export markets are elsewhere in the EU.
I do not think being out of the EU would be pretty
disastrous from an economic point of view per se.
Obviously in things like world trade rounds or in the
debate about climate change and how you respond
to that, the UK alone is not big enough to have a big
weight in those negotiations. Being part of the EU
obviously gives us greater weight in those debates.
Obviously it imposes certain constraints on us to
agree a common line with other partners but I think
it is potentially positive.
Mr Oppenheimer: I agree with that.
Mr Tholstrup: I think that is correct.

Q242 Kerry McCarthy: In terms of the things that
the Treasury has identified as the particular
strengths we have in the UK, things like obviously
the English language, our historic trading links
with Commonwealth countries and former
Commonwealth countries, our science base and
creative industries, do you see that they will continue
to give us a competitive advantage over the medium
to long term?
Mr Tholstrup: I go back to this issue of education.
This is such an important issue and I am afraid I
think it is an area where Britain is falling behind. Just
taking the example of Oxford and Cambridge and
some of the London Universities that are world
leaders in their field and attract a huge amount of
overseas interest and participation, but the under-
funding of those universities threatens their future
standing because, at the moment, it costs more to
educate an EU student, including a UK student,
than the funding that is provided. In the long run,
that is simply not a sustainable financial model, but
it is important and something that is at the heart of
almost everything to do with the issues that the
Chancellor mentioned and Britain’s future role.
Ultimately a country’s success in Globalisation
comes down to how good the education system is. In
a world where you are competing against a global
workforce, skills training, not just education that is
provided in school and university sector but more

broadly in terms of the skills and indeed developing
the skills that employers are looking for? I think that
is a problem area for Britain.
Mr Hawksworth: One of the issues, maybe as a
regional issue within the UK, is that I can see that the
cluster of activities in business, financial services and
creative industries around London and the South-
East would remain very strong, but we also need to
build up some strength in those industries in other
parts of the country, otherwise growth becomes
rather unbalanced and you get overheating
problems in the south and problems of under-
deployment of resources in the north and the
Midlands and so on. Clearly manufacturing as a
share of our GDP and our employment is going to
continue to track downwards; that is just the reality
and it is natural. I think there are certain regional
development issues which are quite diYcult but that
do need to be thought about in terms of building
centres of excellence in particular service based
industries elsewhere.

Q243 Kerry McCarthy: You mention the financial
sector within the UK. Obviously there are going to
be huge benefits as some of these emerging
economies participate more in the global markets.
Do you see that tailing oV at some point? Will there
be some sort of peak at which we have managed to
exploit London’s strengths as a financial centre and
tap into those markets and build relationships with
China and India and all those other countries, but
then will there come a certain point where their own
financial centres develop to such an extent that they
stop bringing their business to the UK?
Mr Oppenheimer: I do not think there is a necessary
limit to the influence and importance that a financial
centre here can have. It has natural benefits because
of the time zone and historic relationships with other
markets but also, if you think about it, it has been a
centre of finance since the time of the Industrial
Revolution. There have been waves of rapid growth
in the global economy at other times when the global
economy has not advanced at anything like the same
rate and it has managed to keep its predominance. I
think that should continue. Bear in mind that there
are massive opportunities for UK companies and
others in the developed countries to benefit from
huge potential growth in demand in places like
China, India and other countries, in time. To the
extent that those companies will expand and need
finance, the City I think should still be in a good
position to be able to facilitate that.
Mr Hawksworth: One thing that may happen is that
entities like Chinese banks will become much bigger
players in the City of London and we might see them
taking over big institutions here and becoming big
players in the markets. Particularly now that some of
the big banks have floated and have been reformed
and got rid of some of the earlier diYculties some of
them had, in 10 or 20 years’ time, some of the biggest
banks in the world could be from China.

Q244 Kerry McCarthy: They have got some way to
go, though, in terms of catching up, say, with their
regulatory systems before that?
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Mr Hawksworth: Yes, but that does not mean that
they cannot become big players globally.
Domestically, there is a long way to go in developing
their capital markets certainly; they are not very well
developed; they are a very banking-based system;
and some of their banks have been state banks and
have not necessarily been all that eYcient. That is
changing quite rapidly.

Q245 Mr Love: How important is further economic
integration within the European Union to London
as the financial centre in Europe? I was going to go
on and ask you about the euro in economic terms,
but I will probably miss that out as being too
political! Let me give you the inspiration behind
that. London is considered to be a world city. It
compares with New York and Tokyo. New York of
course has the American economy behind it. Tokyo
has the Japanese and perhaps the Chinese economy
behind it. Britain has the British economy behind it
and it needs Europe in order to stay up there. Is
that true?
Mr Tholstrup: You are talking about as a financial
centre here?

Q246 Mr Love: I am talking about it as the centre of
the financial part of the European economy.
Mr Tholstrup: I do not think it would be particularly
significant compared to all the other factors. I think
London owes its position as a financial centre to a
number of factors. It is a cluster of expertise and it
has maintained that position in a number of diVerent
ways. I do not think it is going to be hugely aVected
by greater integration or less integration in Europe,
in my opinion.

Q247 Mr Love: Would you both agree with that?
Mr Oppenheimer: I think I would. There was a
debate about this, for example surrounding the issue
of Britain joining the euro and lots of people were
worried if Britain were not to join the euro—and I
am not saying whether it is a good or a bad thing but
just the debate about that being a restriction on
London as a financial centre—and it has not been a
restriction. I think that the clusters of expertise and
the ongoing weight of deregulation in the financial
centre in the UK have helped to strengthen its lead,
and also the extent to which the UK has been an
open economy, both to trade and also to people.
London as a financial centre has benefited massively
from inflows of highly talented people from other
countries, particularly in Europe. I think as long as
we maintain that openness, then it will set us in good
stead to continue to maintain that dominance.

Q248 Mr Love: Continuing along this world city
theme, I have mentioned the three that are
considered at the moment to be world cities. What
about Shanghai? What about Mumbai? Are we
likely to see the emergence of other capitals to
challenge the dominance of the so-called big three?
Mr Hawksworth: I was in Shanghai earlier this year
and it is an incredibly impressive place in terms of
the speed at which it is moving. When you say
‘challenge the dominance’, I am not sure that these

big cities compete exactly. We are in a totally
diVerent time zone from Shanghai, for example, and
so financially we are not going to compete with them
as a centre. It is quite complementary. We have to
have proper links with them. I do not see cities as
competing with each other. I think sometimes people
talk about nations competing with each other. No,
they do not really do that; they trade with each other
to their mutual benefit. I am not sure that I would see
that as being a competition between Shanghai and
London. There might be a competition between
Shanghai and Hong Kong, for example, as to which
is the financial centre there, but not between
Shanghai and London, I do not think.

Q249 Mr Love: The real question I was asking was
this. You mentioned that Chinese banks may well
come to dominate London, or may become much
more of an important factor in the London
equation, but they will have a choice between
whether to invest in their own economy or whether
to invest in New York.
Mr Oppenheimer: I think it comes back to the points
that Jens has made, and John as well, that the
advantage that Britain has in the financial sector in
London anyway comes from a number of factors,
historical and others, and regulatory, but it does
have a huge cluster of talent and culture in that area.
If it is the case that Chinese banks come to take over
banks here or list companies here, I think that is
relevant to the comparative advantage of the
financial centre. We have had waves of foreign
investors coming in to take over British banks. Most
of them have been taken over by European banks or
American banks. We had a wave of takeovers of
British banks by the Japanese in the 1980s. None of
that has stopped London having a comparative
advantage as a financial sector.

Q250 Mr Love: There is a lot of comment about the
increasing ownership of City institutions and the
City generally by international capital, if I can call it
that. Do you think there is any limitation to that? Do
you think there is any genuine concern or should we
be open to ownership from across the world?
Mr Tholstrup: It has certainly been of benefit that we
have been open so far. There is nothing to suggest
that that trend could not or should not continue, or
at least, if it does continue, that it will be detrimental
to the importance of London as a financial centre.
Obviously it is important to consider that all of these
institutions are very global and they are very mobile.
If the situation were to change and they felt that it
would be an advantage for them to move their
business elsewhere, they can do that very easily and
would do that very easily. I do not think it is really
an ownership question. I think it is more to do with
the conditions under which they operate here.

Q251 Mr Mudie: You accepted, in Angela’s
question, that inequalities would grow under the
threats to globalisation. We have seen public feeling,
in terms of outsourcing, in terms of labour coming
in from eastern Europe. Do you say that we will just
have to put up with this; the Government might take
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whatever minor action to smooth it out. Do you see
globalisation as unstoppable and public opinion will
not be able to do anything about it?
Mr Tholstrup: Clearly, there is an element of the
population that will feel that globalisation is not to
their advantage. They will just see a deterioration
potentially of the environment in which they live—
overcrowding, more strain on the resources that they
have access to. There will be an expression at the
public opinion level which will manifest itself
potentially in a change in policy and the risk of
protectionism. I think that is a very real risk and
danger, here and elsewhere, because I think there is
a large part of the population that does not see the
benefits and actually see the disadvantages in a very
palpable sense. I think the media clearly has a role in
portraying that.

Q252 Mr Mudie: I was intrigued by an answer you
gave to Kerry in terms of education and skill
training. As we fail to get skill training across to
large parts of the inner city, this will only be
exacerbated and people will get even angrier.
Mr Tholstrup: The gap will widen. That is a really
important issue.

Q253 Mr Mudie: The other threat is the current
deficit in the US. One of the pieces of paper we
received said that the corrections in the US deficit
could pose a risk to economic stability. Could you
say how you see it being corrected and its eVect on
world trade, globalisation if you like, and in the UK
in particular? The real question is: do you see this as
a feature of globalisation and are there any moves to
ensure that this threat to stability can be handled a
bit better?
Mr Oppenheimer: It is a very big question and it is an
important one. The size of the US deficit is a
reflection of the global savings and investment
imbalances which, in a very simple way, can be
described as excess saving in large parts of the world,
particularly countries like China and many of the
emerging economies, and excess investment in the
US or the lack of saving in the US. In terms of how
it unwinds, there are various potential scenarios.
One is that there could be a sharp decline in
consumption in the US for some reason, triggered
perhaps by falls in house prices or whatever, and that
would force a recession in the US, pushing up
savings but having quite dramatic impacts on the
rest of the world. The other potential scenario, and
there are many in between, is that you get what is
often described as a soft landing in the US, a slow-
down in the US economy, which gradually pushes
up savings just at the time when other parts of the
world, including Europe, but predominantly Asia,
start to see an increase in its own domestic demand
and a lack of savings. That soft landing type of
outcome, obviously the preferable one, would be
quite benign and quite helpful and I think would not
be that disruptive for world growth or for the
potential ongoing trends of globalisation. I do not
know if that answers at least one part of your
question.

Q254 Mr Mudie: That gives a scenario for one part.
Say it develops in the first part and it is damaging, is
this going to be a feature and do you see any signs
that steps are being taken in the financial world to
say that we cannot live with this uncertainty on
this scale?
Mr Hawksworth: I think that one aspect of
globalisation is that the world can live with bigger
current account imbalances than it used to because
capital can flow around. To some extent, this is a
natural process of capital being allocated around the
world better and it is not necessarily unhealthy. As
Peter correctly says, there is a downside scenario. I
do not think it is the most likely scenario but it might
be a 20 or 30% scenario with a downside or
something like that, about half of that.

Q255 Mr Mudie: I did not say it was unhealthy. We
are asking if it is sustainable. The view is that it is not
sustainable in the long term, so there has to be a
correction. If the correction is a hard one, it aVects
world trade. The question really is: is this going to be
a feature of globalisation in open capital markets
and have we just got to learn to live with this
uncertainty?
Mr Tholstrup: I think there is uncertainty. One thing
to reflect on is that we have been dealing with US
imbalances for quite a long period of time in a period
during which, as many observers have said, this is
not sustainable, and yet it is being sustained without
a major impact. Obviously there are eVorts to try to
ensure that the exchange rates can act freely, and in
particular freeing up the Chinese currency to reflect
some of these imbalances. That is a longer term
issue. Clearly there is a risk associated with this, as
you have said, and that risk is there. It could
manifest itself. At the moment, I do not think that is
a very high probability.
Mr Oppenheimer: In other periods of huge growth in
world trade, for example during the industrial
revolution, some countries, Britain in particular, did
run huge imbalances. In that case, we had huge
current account surpluses and few other countries
did, rather than big deficits. It is interesting that in
other periods of massive growth of world trade
and technological change there were very large
imbalances in the global economy. They manifested
themselves in diVerent ways as we are seeing today,
but perhaps that is a reflection of globalisation, in
a sense.
Mr Hawksworth: I think that we have somewhat
better macro-economic management in many
countries now, and so people like the Federal
Reserve, if there was a big negative shock in the US,
they would be quite clear to reduce their interest
rates; that would help to soften the blow there and it
might make easier for other people to keep their
interests rates a bit lower. I think there are some
buVers in terms of quite eVective macro-economic
management which could produce some of these
things. I think the IMF may also have an honest
broker role to a certain extent as part of the
negotiations that go on around exchange rates and
gradually moving towards a higher real exchange in
China, and so on.
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Q256 Chairman: Finally, can I ask you a question on
the issue of labour mobility. Martin Wolf in his book
says, and I quote: “These controls on migration
create the world’s biggest economic distortion—the
discrepancy in reward to labour. The market for
labour is certainly the world’s most unintegrated.
That is why critics of globalisation find the rewards
to labour in poor countries shockingly unjust. But
nobody seems to be suggesting the obvious answer:
free migration.” Joseph Stiglitz, in his evidence to
this committee, spoke about the blue collar workers
in the United States where they have not had relative
pay increases for the past five years and that is a
phenomenon aVecting low skilled people. Maybe it
is reflected in our debate in this country in terms of
Romania and Bulgaria and whether we allow people
in. Whilst it is ideal to have labour movement, is
there merit in limiting that to a certain extent or will
that play against the desire for economic growth in
this country? I know it is a very complex question
but it is a big political issue for us.
Mr Tholstrup: It is clearly not practical to have
totally free movement of labour because of the
reductio ad absurdum. The population in this
country would double and obviously it is just not
sustainable for it so to do, so there has to be some
kind of control over immigration. It is a question of
what kind of control you impose. Free movement of
labour with the current global economic inequalities
is not a reasonable proposition so we are now just
talking about what are the controls that are most
eVective and most equitable.

Q257 Chairman: Would you be in favour of limited,
controlled migration? You seem reluctant to
answer that.

Witnesses: Mr Simon Bullock, Economy Campaigner, Dr Tim Jenkins, Economy Campaigner, Friends of
the Earth, and Professor Eric Neumayer, London School of Economics and Political Science, gave evidence.

Q259 Chairman: Good morning. Welcome to the
second half of our session on globalisation. Could
you introduce yourself, please?
Professor Neumayer: My name is Eric Neumayer. I
am a professor of environment and development at
the London School of Economics and Political
Science.
Dr Jenkins: My name is Tim Jenkins. I am an
economics campaigner at Friends of the Earth in
England, Wales and Northern Ireland which is one
national group of an international network covering
60 countries.
Mr Bullock: I am Simon Bullock, also an economics
campaigner at Friends of the Earth in England,
Wales and Northern Ireland

Q260 Chairman: In light of the Stern Report out this
week, are the forces of globalisation inevitably
destructive to the environment or can we process
that globalisation in an environmental and
sustainable way?
Professor Neumayer: If globalisation is left on its
own, it will be destructive to the environment. There
is very little doubt about that but, if managed

Mr Hawksworth: I think it is more a political than an
economic question.

Q258 Chairman: Against declining populations of
working age, it is a very important question.
Mr Hawksworth: I certainly think we should
continue to have a reasonable degree of migration
and be quite open but that is not to say it should be
uncontrolled. It should be something that does take
some account of the skills level and the potential of
people. That makes a certain sense, but it is clearly
as much a political as an economic issue.
Mr Oppenheimer: I agree with those comments. In
general, from an economic perspective, having an
open economy, particularly open to labour, is a very
good thing. Britain has benefited from that. It
does have social implications and environmental
implications which is why in part it is a political
issue. Also, we need to distinguish between income
per head and income diVerentials. One of the things
countries like Britain that have been open in terms of
immigration have benefited from is a rising average
level of income per head. Even though diVerentials
may be increasing, there is a balance between those
two issues as well. In terms of the overall economic
impact on growth and immigration, I think it is a
good thing.
Chairman: I think you just underlined the
complexity of it for us. We have environmental
witnesses to follow yourselves. Can I thank you very
much for your evidence? It has been very helpful
to us.

properly, there is absolutely no reason why
globalisation has to be detrimental to the
environment. It is all a question of how we manage
and regulate it.
Dr Jenkins: I entirely agree with that statement.

Q261 Chairman: What? I was looking for some
disagreement here.
Dr Jenkins: If the question is how you regulate it and
what you do, Stern gives some pointers towards that.
One of the strongest messages he gives about
globalisation is that he refers to climate change as
being the largest market failure the world has ever
known. In looking at the problem and the solution,
he is quite clearly saying the role here is for
governments to make sure that they regulate those
markets, with the most appropriate policies. The
question for globalisation or the current pattern of
globalisation and the current political agenda on
globalisation around trade and investment is
obviously around liberalisation but it is extended
into an idea that controls of environmental impacts
in some ways are set against this liberalisation
agenda. Stern clearly says that the way in which we
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make sure that globalisation or a global economy
operates within environmental limits is by hands on
government. The role here is for government to do it
rather than hands oV. That is a debate for
globalisation policy in general and a bit of a wake up
call as well.

Q262 Chairman: Martin Wolf states that local
environmental harms such as air quality tend to fall
as a nation’s income rises after a certain level, but
global harms such as global warming tend to rise
continuously. Do you agree with this and, if you do,
what are the implications for government policy?
Professor Neumayer: The statement is partly correct.
We do have some evidence that certain
environmental pollutants go down with higher
income levels but it is by no means a panacea. It is
wrong to think that economic growth as such will
solve environmental pollution. The evidence that we
have is that, whenever there was a positive eVect, it
was always via government regulation that brought
this about. The same will happen with climate
change. I do agree with what has been said before. It
is for governments to set the parameters and to set
the constraints correctly for the business sector, for
example, to impose a price on carbon and then we
can solve the problem. Just leaving it to the markets
will not solve it because it is a market failure. By
definition almost, it cannot solve the problem on
its own.

Q263 Mr Gauke: From an environmental
perspective, do you think the world should be
trading less or more? What should be the direction
of travel?
Mr Bullock: The first issue here is what sort of trade
it is. Currently, there are so many diVerent market
failures existing. As a good example we can cite air
travel and shipping. Because air travel is untaxed, it
means that there is a huge environmental impact per
unit of trade which would not happen if that large
market distortion did not exist.
Dr Jenkins: When we are looking at trade, why you
want more or less trade is largely because you are
hoping that it will increase economic welfare in our
country or in others. Stern is a very good example of
this. It questions what type of growth is believed to
be the method of increasing welfare. At the moment
we have got it wrong. There is a colossal market
failure in climate change and he does mention one of
the other areas where that is true and that is in
deforestation and use of non-renewable resources.
The question comes back to trade and the essential
question is now how much; it is looking at what there
is. Again, that is because a lot of the agendas that are
looking at where we take policies forward on trade,
investment and globalisation tend to see it as just
more is better. What this is clearly saying is that that
is not true and we have to find ways of having a
dynamic, flourishing economy at a national and
global level that stays within those parameters.
Those parameters have to be very clearly set by
government.

Q264 Mr Gauke: Do you think there can be
circumstances where trade has environmental
benefits? For example, Martin Wolf argues that BSE
was caused in this country because of intensive
farming; whereas if we had open trade with, say,
Brazil or Argentina, we would not have pursued that
policy. Even Adam Smith says that if you put
enough money in you could make wine in Scotland.
Do you think there is much in that argument?
Professor Neumayer: In that particular argument? I
do not think so. You would have cattle raising
perhaps in the Brazilian Amazon and diVerent
environmental problems somewhere else. There can
of course be examples where trade is absolutely
beneficial to the environment. That is not just trade
in environmentally beneficial goods, if you think
about sewage or water treatment, but it is clear that
if you had to produce all the things that people want
in autarky it would be much more environmentally
detrimental than if you allowed trade. It is not policy
makers’ business to decide how much trade there is
or what type of trade there is. Their only business is
to say if transport does not pay its full costs this has
to be corrected. Leave everything else to the
private market.

Q265 Mr Gauke: You raise the point of autarchy
and there are some environmentalists who argue
that there should be smaller, self-suYcient countries,
regions or whatever that look after themselves. Can
I ask what is your view from the Friends of the Earth
perspective on that approach to dealing with
the matter, because it is argued that it is
environmentally friendly.
Dr Jenkins: If the policies are there to make sure that
trade operates within environmental constraints
properly, as Stern again is suggesting, it will have
major impacts on patterns of trade. One of those
impacts may well be that what you find is products
currently sourced on a global market would not be
sourced on a global market because the prices would
not be right. You would end up, for example, with
certain food products or whatever. At the moment,
because there is a huge market failure and those
things are not taken into account—neither are the
social impacts often in the other countries—you
would find that self-suYciency happening more in
any case. It is not that we are prescribing. I agree
with Eric. It is not for governments to prescribe and
design that themselves but it is correct for them to
say that there are parameters here that you cannot
go beyond. Growth is within environmental limits
and if it operates within those you undoubtedly
would see a change in the pattern of trade and a
change in the pattern of global, economic activity.

Q266 Mr Todd: Many NGOs argue for the reduction
of trade barriers protecting agriculture in the
developed world because agriculture is normally an
engine of economic growth in the developing world.
Is there a contradiction between that and your desire
for a reduction of environmental impact from
global trade?
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Professor Neumayer: It is diYcult to say because the
environmental impacts of agriculture are very
diVerent in developed countries compared to
developing countries. In developed countries, the
intensity of farming, the pesticide used, the fertilizers
mean problems related to this but that does not
necessarily mean, if this goes down, we import
agricultural products from somewhere else and that
will be environmentally benign. As I mentioned
already, in Brazil, for example, you have enormous
increase in soy in agriculture which is often done—

Q267 Mr Todd: Let me give you an example: sugar,
one of the most protected regimes in the world, a key
crop of many developing countries. The removal of
trade barriers will open access to markets in America
and Europe for sugar. Are there any diYculties to
you in that? Obviously it creates wealth in those
countries. Is it perhaps an issue of choosing one’s
priorities?
Professor Neumayer: I would be in favour of it.
Dr Jenkins: Our position on food in terms of its
position in trade negotiations—and it is backed up
by various bits of research—suggests that food is
quite unique in developing countries in terms of
what it means for them, for the welfare particularly
of the poorest people in those countries. One of the
problems of seeing it only through the lens of global
trade in crops such as sugar is that what you tend to
get is that those communities and the vast majority
of the population in those countries suVer and have
reduced economic welfare. There is a strong case for
saying that food should be taken out of the trade
negotiations.

Q268 Angela Eagle: What all of you are really
saying—and it is quite interesting—is that
economics need to absorb both social and
environmental analyses into its analysis in order to
be a reasonable tool to guide us in the way we now
go forward. Is that not what both of you are saying?
We have to deal with this colossal market failure by
developing other methods of analysing what is going
on and deciding on whether it is something that we
should be pursuing or not.
Mr Bullock: I think that is absolutely right. It is one
of the key conclusions from Nick Stern’s report on
climate change. That has to be factored in. If you do
not include the environment in your considerations,
it is catastrophic for the economy. It is something
that Gordon Brown said as well in his speech to the
United Nations in April, that economic growth must
be matched with environmental care. He is explicitly
saying we have to integrate the two rather than
trading oV as has so often been the case in the past.

Q269 Angela Eagle: Professor, is there any economic
work going on to make economics a better tool for
doing that?
Professor Neumayer: Yes. There is a lot of work
going on. You have had for the last 30 or 40 years the
development of environmental and natural resource
economics, ecological economics as well. This is
because of a recognition that we need to take

these things into account. Do not get me wrong.
Economics are pretty clear. The huge challenge is a
political one.

Q270 Angela Eagle: I am coming on to that.
Professor Neumayer: We know the things we have to
do and we know the tools that we have but to get
there is the interesting thing.

Q271 Angela Eagle: You surprised our Chairman by
all agreeing at the beginning that there is a role
for governments to regulate markets and try to
somehow compensate for these huge market failures
or expand our economic analysis to include
externalities such as pollution and environmental
damage. There was a great and welcome cry from all
of you that national governments need to be doing
something about this, but national governments
cannot in isolation, can they? That is the conundrum
here. Do we not need much stronger, reformed
multinational organisations to deal with this? How
do you see that developing?
Professor Neumayer: I do not think we need a
multinational organisation for it. I do not think we
need a world environment organisation as such to
deal with it. What we need is international,
concerted action. There is no doubt about it. It is not
only a market failure; it is also what we call the
collective action problem. No country on its own
can solve it. It is only the world that can solve it. The
real trouble is that the only super power left in the
world, the biggest economy in the world, is kind of
telling the world, “We are not interested.” It is for
countries like the UK and the European Union in
the broader picture to exert their leverage and
influence on trying to change this. Without the US
being on board, there is going to be no change
because the developing countries are simply going to
say, “If the US does not do anything about it, why
should we?”.
Mr Bullock: Multilateral agreements like the Kyoto
Protocol are excellent first steps. That was a real
breakthrough international agreement. It does need
to have other countries brought on board. Nick
Stern’s report will go a long way to helping the
UK government do that, particularly persuading
countries like America to come on board. The
second point is really about whether there is a role
for unilateral action as well. Certainly there should
be multilateral stuV but we have to question the
blind assumption that going alone is somehow
wrong, firstly because we are not going alone. Lots
of other countries are doing stuV, particularly in the
European Union.

Q272 Angela Eagle: So are cities.
Mr Bullock: Absolutely, and states like California.
It is not correct to say that moving quicker or
going first is bad. There are massive economic
opportunities for countries that move first. Nick
Stern goes into a lot of detail about why the potential
competitiveness disadvantages that are often
asserted from acting first are in fact pretty minor in
the scheme of things. There is not a lot of evidence
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that there are macro threats to the economy from
moving quicker rather than waiting for multilateral
action.

Q273 Angela Eagle: What is the role of
multinationals here? They are the other huge
presence in the world. At the moment their
incentives really are not anything to do with not
spoiling the environment. Their incentives are to do
it and get away with it, if we look at the strict
economics of it. Joseph Stiglitz has certainly said
that those incentives need to be changed around.
How do you see that happening? Do you think that
corporate social responsibility is just a farce like that
book? The corporation argued that it is actually
illegal. Do you think that we need to change the legal
structure in which multinational companies work?
Dr Jenkins: That is on the table in the Houses of
Parliament at this moment in time in the Company
Law Reform Bill. The part of it that is getting the
most attention is the one that we have done a lot of
work on, about the legality, saying that three things
need to happen. Two of them are relevant to your
question. One, directors’ duties should be changed
so that they have an obligation to take reasonable
steps to reduce the social and environmental impacts
of their operations. The second one is that there is a
right to redress, not just for people in this country
but internationally. If that was passed within the UK
and was rolled out, say, within the EU, you would
have a movement towards something that would be
binding. The current more voluntary methods, as all
voluntary methods tend to be, are much less
eVective, such as the OECD guidelines on
multinational companies. It requires changes in the
law, so the Houses of Parliament have a wonderful
opportunity at the moment.

Q274 Angela Eagle: Professor Neumayer, do you
agree with that?
Professor Neumayer: CSR is a good thing but I
would never rely on it. It is a good thing to have
business goodwill and to have them on board
but without regulation and without setting the
parameters they are not going to do enough.

Q275 Angela Eagle: Legal change is important?
Professor Neumayer: Absolutely.

Q276 Mr Todd: I want to touch on the pros and
cons of environmental regulation. Does the lack of
regulation encourage the displacement of industries
to countries which are least regulated? Is there
evidence of that?
Professor Neumayer: There is some relatively limited
evidence for that at the moment. We know it is
something that would in principle influence
investment choice, particularly new investment, less
so relocation of existing investment. I do not want to
belittle unilateral action, that you can be like a front
runner, but that is never going to be the solution
because no country on its own could do enough on
its own and, secondly, would never find it in its
interests to do it alone. If you were to do substantial
things, you would then lose out on investment if the

other countries do not follow. I am not against being
a front runner to a limited extent but it has to be a
concerted action.
Dr Jenkins: Chapter 11 in the Stern Report deals
with issues in relation to climate change. One of the
interesting things he says in coming to a conclusion
is that, firstly, there is only a very small number of
the worst aVected sectors which have internationally
mobile plant which would be potentially aVected by
this. He tends to find that that problem would
largely be within their own trading block—so, for us,
within the EU which obviously on climate change
has an overall policy amongst its members anyway.
The second thing he was saying was that the
environment for many of those sectors was not
such an important factor for location and
competitiveness. He was looking at things like access
to technologies, infrastructures, et cetera. He was
giving the evidence, having looked at various bits of
research, to say that generally there may be a few
instances where that is the case and maybe that
should be addressed but overall for the economy, no,
it is not.

Q277 Mr Todd: I have not read his full 700 pages.
Ship-breaking for example is a good example of a
business which has shifted around to find the least
regulated environment to carry out business in,
which creates wealth for some people.
Dr Jenkins: I do not know the specifics of that sector.
The overall point for policy which I think is key is
that in the past being able to wheel out an example
where there might be an issue of having to deal with
it has meant that no progress has been made which,
for the whole economy, is beneficial.

Q278 Mr Todd: I understand your point but I saw
Professor Neumayer nodding.
Professor Neumayer: This may all be correct but it
is not relevant really. What is relevant is what policy
makers believe and they are easily scared by business
groups saying, “We are going to relocate.” There is
very limited evidence that this is happening.

Q279 Mr Todd: Let me turn to the positive which is,
by acting first, is there a gain—you hinted there was,
Mr Bullock—in terms of promoting innovation in
particular sectors of industry which will stay put but
will have to perform to higher standards and then
develop tradable skills to sell to other people?
Mr Bullock: Yes. I keep mentioning the Stern
Report but it is such strong, economic stuV. If you
act early, there are a number of benefits. Firstly, the
world market for low carbon products is estimated
to be $500 billion a year by 2050, so big advantages
for getting into that sector. The other big thing he
goes on about is how it roots out economic
ineYciencies so that businesses can save vast sums of
money by energy eYciency measures. Also, at a
national and an international level, the Stern Report
says that there is currently a £250 billion a year
subsidy for fossil fuel industry. Clearly, as that fossil
fuel investment is causing the damage they are trying
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to stop, being able to root out that ineYciency would
be very strong for national and international
economies too.

Q280 Mr Mudie: I get some impression that you see
global warming has a greater eVect on prosperity
than a shortage of natural resources or energy
resources. Is it that you see that energy resources can
be dealt with in a diVerent way but if we do not deal
with global warming it will aVect trade, business,
standard of living and life?
Mr Bullock: I think global warming certainly is a
major issue but we should not forget that the other
big issues are the drawdowns in the biocapacity of
the earth and the UN millennium ecosystem report
is very clear on this. We have to stop exploiting
forests, fisheries and other resources for
environmental reasons, but not least because one
billion people for example rely absolutely on forest
products for their livelihoods. That is being
destroyed at a vast rate, largely because of the
pressures from globalisation to liberalise economies
which are taking out the few weak controls we have.
It is crucial that the pattern of globalisation changes.
There is a strong role for government here to
regulate, to have clear frameworks in which trade
works so that it does not destroy the habitats that so
many people rely on.

Q281 Mr Mudie: That is a quality of life thing
though in terms of particular sectors—fishing, et
cetera—but energy resources underpin all our
economies. If we cannot get something to replace
them as we deplete them, then the whole thing
collapses and that is more fundamental. It is very
important for us in fishing et cetera, but the other
one is fundamental.
Dr Jenkins: The link between energy resources and
natural resource use and climate change is clearly
made in the Stern Report, where he is saying the
benefits of dealing with climate change properly will
have add-on benefits in terms of security of supply,
in terms of developing alternative energy supplies
and also in terms of resource use and increasing
eYciency, using other resources, because you are
trying to reduce energy use in doing so. He makes a
very clear statement that you get added benefits by
tackling climate change properly.

Q282 Mr Mudie: I came in on the back of an answer
you gave on transport and the price or the market
unfettered will deal with this problem. Do you think
the price mechanism will be a suYcient way to deal
with demand on limited fossil fuel resources?
Professor Neumayer: I think so. I have no doubt
about that. The markets will react properly to the
current loss in resource prices that we have. There
will be increased exploration. New deposits will be
found. There will be investments in technology. I do
not think availability of energy resources is the real
problem. My prediction is we will never use up all the
fossil fuels that there are probably because of climate
change. This is a short-term phenomenon that we

see, mainly politically. There is no such thing, in my
view, as real economic scarcity of non-renewable
energy resources at the moment.

Q283 Mr Mudie: Gordon Brown is calling on the
World Bank to create a 20 billion global fund for
alternative energy. Is this a good initiative and is it a
suYcient initiative?
Professor Neumayer: I think it is a good initiative
because there are negative externalities of fossil fuel
use. There is an incentive. There is a reason for
governments to promote alternative energy
resources, mainly for environmental reasons rather
than resource availability reasons. Is it suYcient?
That is a lot to ask for the World Bank to do but on
a global stage it is not suYcient. There would have
to be much more eVort in research and development
to bring about these new technologies. Again, it is a
collective action problem.

Q284 Mr Mudie: Does he have the approval of
Friends of the Earth?
Dr Jenkins: In terms of the World Bank, reforming
the World Bank to make sure that the money is
provided for developing countries to do the right
thing in terms of sustainable energy resources is
excellent. The other issue to look at is what part of
the World Bank’s portfolio continues to support
fossil fuel development and getting that in the
correct balance. In terms of being able to develop
those renewable resources, whilst the World Bank
may have a role in facilitating investment in that
way, there are many more things that need to be
done to stimulate that renewable energy technology
development.

Q285 Mr Mudie: For example?
Mr Bullock: I can give one example.

Q286 Mr Mudie: Gordon would like you to give as
many as you like.
Mr Bullock: What Gordon Brown is doing
internationally is good and we welcome it. The other
place where action has to happen is domestically, of
course. We have a leadership role internationally but
emissions, since Labour came to power, have gone
up which does not send a good signal. There is an
awful lot that Gordon Brown can and should do
through the Budget process and the spending review
process to make it cheaper and easier for businesses
and individuals to invest in energy eYciency or new
technology. As an example, it has been in the press
in the last month or so that the grant for
householders to put solar panels on their roofs has
run out after six months. It is because it is £3 million.
It is a tiny sum in the context of what Nick Stern is
talking about in terms of trillions. As well as
international measures we do want to see a shift in
the economic framework to make it easier for people
to do the right thing. As one further example, just in
the transport sector in the last 10 years the cost of
flying has gone down; the cost of motoring has gone
down and they are the two most polluting modes. In
comparison, the cost of rail has gone up and the cost
of going by bus has gone up. They are the two
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comparatively less polluting modes. That is sending
entirely the wrong signals for transforming our
economy to a low carbon one. We do want to see
national action as well as international action.

Q287 Mr Mudie: When I was in China 20 years ago,
I was in Shanghai and I thought then, when I saw all
the bicycles, that if we did not help them very quickly
and get in with a very good public transport
infrastructure when they became prosperous those
bicycles would all be individually converted to cars
with disastrous eVects. We obviously have failed in
that. How are we doing with helping them to get
away from their dependence on coal as a basic
energy source?
Professor Neumayer: I do not think we are doing
enough. There are mechanisms built into the Kyoto
Protocol. There is a clean development mechanism
to help developing countries to get to low carbon
technologies. You can even get it credited on your
own emissions obligations, but it is too little. Is it too
late? I was about to say too little, too late. I do not
think it is too late yet but it is far too little. That is
the trouble. Again, it is a bit of a collective action
problem. Any one single country will find it very
diYcult to say, “We have to do this on a very large
scale” if the other ones do not help at the same time.

Q288 Kerry McCarthy: The Stern Report has kick
started again the whole debate about environmental
taxation. What do you see as the main obstacles to
imposing environmental taxes, particularly as far as
business or selling the case to the wider public but,
in particular, to the business community?
Dr Jenkins: It is back on the agenda. If you are
specifically looking at taxes aimed at business, we
are in a situation where we have two things on the
table for businesses to be able to operate. First, we
have the EU emissions trading scheme. Secondly, we
have the climate change levy within the UK which is
linked to trading mechanisms. The problem we have
with both of those is that the cap on the emissions
trading was set far too low. Too many free
allowances were handed out. If you look at the tax
system as a method of being able to correct some of
that failure in the trading system, you do not need to
look too far beyond the climate change levy. It needs
reforming, without going into the detail, but it was
a good example of two things. Firstly, the
amendments made to it before it came in were very
useful because, as well as bringing in revenue and
increasing the cost of it being an eYcient use of
energy, it provided incentives to use renewable
energy. As well as reducing employers’ national
insurance contributions, it used some of the revenues
to set up The Carbon Trust and give advice to small
and medium sized firms. It was a package of things
which had incentives, sticks, carrots and it was able
to help things go forward. The problem was, after
bringing it in, the rate had been frozen very quickly
and it has not gone any further. If you look at the
eVect that the levy has had, there was a piece of work
done by the Policy Studies Institution saying it has
been quite eVective in companies taking action.
They were thinking about many of the measures they

took, simple, low hanging fruit measures. It was only
when the price was put on it that they took the step
of investing and they are quite able to take them on
as cost eVective measures. That shows the past
experience of how business has been able to cope
with it and, secondly, to sell the opportunities that
are there to increase eYciency, develop new products
and use new forms of energy. That is what needs to
be presented to them as a package as opposed to just
a stick. It needs to be presented as a package that has
carrots as well.
Professor Neumayer: Environmental taxes are a
perfect instrument but there are two main reasons
for concern with them. Those who have to pay the
tax will say, “Why does my burden overall
increase?” Even more so, to have a real eVect you
need quite high taxes. The only way to deal with this
is to make sure that the overall tax burden for those
aVected does not increase. If you levy it on business,
for example, you can lower other capital income
taxes. If it is mainly on people, try to lower income
tax to compensate them. Be open about it. Say,
“This is going to be a major burden on you on one
side but we are going to compensate you on the other
and try to make sure that overall you are not any
worse oV than before.” That is the only way forward
because to be eVective you need high environmental
taxes, not a few pence here and there. The second
thing is the distributional concern. I do take it
seriously. People say that environmental taxes hit
poor people relatively more than the rich. That is
obviously true. However, we must not forget that
poor people also usually suVer more from
environmental pollution, at least that which is local.
The only way to deal with it is to try to steer against
that with diVerent instruments. If we think that large
scale, environmental taxes will hit the poor more, we
have to make sure that income taxation benefits the
poor more than it does already to compensate for
that.

Q289 Kerry McCarthy: In terms of environmental
taxes and business, you would be looking mainly at
adjusting the climate change levy and the emissions
trading scheme rather than looking at new forms of
environmental taxation?
Dr Jenkins: No. In the light of what Stern is saying,
it is right to say that where we are at the moment is
completely inadequate in terms of what has
happened so far in tax shifting. There are lessons to
be learned from that and from using energy taxes in
other countries. What needs to be presented is a
positive package of measures of which those taxes
are part. The Chancellor needs to start that debate
now and he needs to be very open and honest about
it, but it is going to be a shift change in the levels of
taxation. The more ideas, both looking at the
evidence from this country and from other
countries, the better in opening up that debate.

Q290 Kerry McCarthy: If I can turn briefly to
aviation, there has been a lot of focus on the
potential contribution to emissions if airport growth
is allowed to continue along current trends. I think
it is generally accepted that there has to be some sort
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of brake on the extent of the growth. What would be
more eVective? A tax on air travel or including
aviation in the EU emissions trading scheme?
Mr Bullock: I would say both, and one more thing
as well. Emissions trading has the potential to deal
with the impact of aviation if it is designed well. At
the moment with the EU ETS the signs are not
promising. Although it is an early scheme, it has not
been very eVective so far. We are concerned about
the eVectiveness of it. Secondly, getting aviation into
the EU ETS is some number of years down the line
so something else needs to happen in the meantime.
Tax can do a very good job here. For example, the
simple use of air passenger duty could have an eVect.

Q291 Kerry McCarthy: At the moment, it is set at £5
or £10. If it was doubled, if you have a £50 return
budget airline flight somewhere with a £5 duty on it
each way, would it make any diVerence at all to the
number of people travelling?
Mr Bullock: The Environment Change Unit at
Oxford University just published a report called
Predict and Decide which has a lot of very detailed
modelling on how you would have to change air
passenger duty to slow down demand.

Q292 Kerry McCarthy: You are looking at a very
substantial increase for it to make a diVerence?
Mr Bullock: I cannot remember the exact figures. I
will send them to you1 but we are talking about a £15
a year escalator. It would go up £15 every year. It is
more complicated because the price you need to put
it up by does change compared with what tickets you
are dealing with. £15 on a £300 ticket does not have
as much eVect, for example. The other main thing
that does need to happen as well as tax and trading
is a review of the Aviation White Paper. It is
predicated on the belief that we should expand
aviation up to 2030 or 2050 and triple it. That is
completely incompatible with climate change goals.
To allow the expansion of runways does not make a
lot of economic sense either simply because we
cannot use full capacity if we are going to tackle
climate change. You are locking in what will be a
useless waste of capacity. The aviation runway
expansion programme is based on cost benefit
calculations which firstly neglect the role of climate
change to a large degree. They undervalue it.
Secondly, all the economic benefit is based on the
fact that you will be able to use the runways to full
capacity, which is not an acceptable, real world
assumption any more. The whole rationale of the
White Paper falls apart if you put real world
assumptions into it. What we are calling for with lots
of other groups as well is for the government to
rewrite the Aviation White Paper and say that it is
not acceptable to build new runways.

Professor Neumayer: You can and should slow
down the growth in aviation a little bit or perhaps
more than just a little bit. You can, however, never
reverse it for two reasons. First, historically

1 Note from Witness: This information can be found at:
http://www.eci.ox.ac.uk/research/energy/downloads/
predictanddecide.pdf

speaking, we observe a shift from slow transport
technologies to faster technologies. That is a trend
with a very strong demand for faster and faster
transport technologies. Second, because of this, in
order to reverse it you would have to impose such a
high tax on it that it is totally unrealistic. You can
slow it down but you will have to live, unfortunately,
with the problem and probably deal with the
negative environmental consequences by doing even
more in other sectors. Slow it down but we will have
to stick with it.

Q293 Mr Newmark: Given that renewable energy, at
least at the moment, does not make any significant
contribution to any economy, can it ever be a viable
alternative to fossil fuels?
Professor Neumayer: Absolutely. There is absolutely
no reason why the world economy cannot run on
solar energy, either directly or by producing
hydrogen which you can pump through pipelines or
ship through super tankers. In the 19th century, the
oil of today was coal. People were concerned about
running out of coal and would we ever be able to
substitute it. We substituted it with oil. Oil was the
resource of the 20th century. My prediction is that
mainly solar and a little bit of other renewable
energy resources will be the energy source of the
21st century.

Q294 Mr Newmark: To what extent does renewable
energy—I guess you would focus on solar here—
represent an opportunity for businesses in the UK?
How can we capitalise on that? Should that be driven
by the market? Should that be supported by the
government in some way through tax breaks?
Mr Bullock: The Stern Report is clear that we have
to have a big expansion of renewables but what they
say is that the power generation sector is very
diYcult for new technologies to come onto the
market for four reasons. The sector is very risk
averse. The infrastructure mitigates against new
technologies to a large degree. For example, the grid
structure makes it harder for microgeneration to
come onto it. There are still massive subsidies for
other technologies, particularly for example nuclear,
and there is a lack of competition. It is dominated by
a lot of big players who have a lot invested in big
plant. His conclusion is that it is going to be very
diYcult for us to rely on the market alone to deliver
these new technologies. What it needs is major
government investment and subsidy, tax breaks and
grants, like every other energy technology had when
they were developing as well.

Q295 Mr Newmark: You do not really see a role in
the private sector; it has to be driven by government
and taxpayers funding that change?
Mr Bullock: It is both.
Dr Jenkins: There is a key role for businesses to play.
They play the role that businesses do and
government should play the role they do. They need
to be able to regulate the market and give the
incentives for business to be able to deliver, to do the
things they do best which are obviously to innovate
and take opportunities when they are defined in a
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framework that government sets. It is a regulated
market as it currently stands anyway. It is regulating
it to deliver those things better. There is a role for tax
incentives and subsidy. Other countries around the
world are using those things. It is a matter of getting
the right balance of policies to make these work. The
biggest question at the moment is the size of them.
It is still too small. If you look at the levels of public
subsidy given to nuclear power over decades, the
amount given to renewables is absolute peanuts in
comparison. That is what you are looking at. If you
look at where the markets are for those technologies,
they are huge and expanding and we are being left
behind. It is vital that the government addresses that
as soon as it possibly can.

Q296 Mr Newmark: How do you respond to the
argument that the economic implications of climate
change will inevitably result in the development of
green technology which, in itself, will deal with
climate change?
Dr Jenkins: Can you say that again?

Q297 Mr Newmark: Climate change is happening
out there. There are implications to climate change.
If you believe in Adam Smith—which I am sure you
do not—the invisible hand would say that we have a
problem; we have to deal with it and therefore that
change will happen.
Dr Jenkins: We have just had Sir Nicholas Stern, ex-
chief economist of the World Bank, reviewing over
a period of a year all the evidence on it and his firm
conclusion is it is a massive market failure and
therefore the government needs to take a key role in
setting out the framework within which it operates.
Those firms within those markets will then respond
to that but they will not do it unless government has
hands on, clear, decisive action.

Q298 Mr Newmark: There still needs to be a step
change in these alternative technologies. There is a
huge time lag, whether it is solar, wind, tidal or
whatever. We have probably 200 years’ worth of
coal here. I have been to China a few times and they
scrape it oV the surface. Rather than fighting that,
why do we not harness that technology through
carbon capture. I am on the science and technology
select committee. The technology is there today to
capture that carbon, so as to eVect carbon neutral
emissions and nothing comes out, and accelerate
that investment. What are your thoughts on that?
Rather than keep fighting coal the whole time, why
do we not revisit coal and use that as a transition?
Dr Jenkins: The scale of the problem we are facing
with climate change means that there is going to be
a whole range of solutions to it. The fact that India
and China, two of the fastest growing economies,
have huge reserves of coal means that coal will be on
the agenda and there have to be solutions in terms of
the technologies of how it is used more eYciently.
There is gross ineYciency in how coal fired power
stations currently operate. Carbon capture and
storage oVers an interesting opportunity. Some of
the technologies that are on the table at the moment
have problems connected to them but it is definitely

an avenue that needs to be explored because all of
those things will need to be part of the solution. One
of the big things with climate change in terms of the
policies and the technologies is that this is not an
either/or scenario often. It is the best way forward on
each of those things.

Q299 Chairman: Kyoto post 2012? What do we have
to do? Given that the Kyoto Protocol tackles global
warming by establishing emission targets and a
carbon trading system, can such an approach ever
work in a way that satisfies countries like the US and
Australia and the developing nations? How can the
lost opportunity costs of slowing global warming be
fairly distributed between the extremes of rich,
developed nations and poor, developing nations?
Professor Neumayer: The rich nations will always
have to do more than the poor. It is absolutely clear.
The developing countries are totally united behind
this. There is absolutely no getting around that. The
western rich countries have to do far more than
those developing countries. That is one of the things
that the US does not really want to accept so that is
a problem. For a post-Kyoto Protocol, at least the
most important developing countries have to be on
board. We cannot have another exclusively western
developed country agreement any more. It is not
environmentally sustainable and it does of course
fuel the US opposition to it, which it had already
against Kyoto, that developing countries were not
part of it, so countries like China, India, Brazil,
South Africa should be included and ideally all the
developing countries, but I do not see that coming.
Kyoto was an important first step. It is full of
problems and shortcomings, both environmental
and economic, but it is the only game around. We
have to build on this. Hopefully there will be a post
Kyoto agreement. Again it will be full of problems.
It will be insuYciently ambitious but there is no
alternative to it. That is the process that is there. The
US has an idea of saying, “Let’s ditch this and we
will do some sort of side deal with some countries”.
The US has the idea that there will be a technological
fix to it that will be the only answer. That will not
work. That is a dead end.
Dr Jenkins: I entirely agree. The Kyoto negotiations
started in Nairobi are absolutely vital. They are the
game in town. They need to make sure that it is the
rich countries that do more for those developing
countries. On the issue of the US, not at a federal
level but at a state and city level—because at state
level there is movement towards accepting that there
is a role for government in providing the frameworks
for businesses and tackling climate change—there
seems to be some movement in the US position. It
will be interesting to see how they go into it, but I
think increasingly there is a feeling within the US,
within these diVerent states, that will put pressure on
for them to change their mind. I am hopeful. We
will see.

Q300 Chairman: One of the more revealing
statements in Stern for me was that deforestation is
responsible for more carbon emissions than
transport, so the need for an international solution
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to this is obvious. As a Committee we are looking at
the Stern Report and having a short inquiry into
that. Are there areas that you would recommend to
us that we should be looking at in Stern?
Mr Bullock: I have one which is relatively buried.
We have not got our heads round it fully yet, but
they have a long section on the social cost of carbon,
the price you assign to it. Currently, the social cost of
carbon is used across government to determine what
policies go ahead for a range of diVerent things. The
Aviation White Paper, the current waste strategy
going forward, the recent code for sustainable
buildings have all been using a social cost of carbon
which, in our view, has been too low. What the Stern
Report is saying is very complex but it appears to be
saying that that figure is too low by a factor of three.
If that is the case, that has a very large implication
for the sorts of decisions that we make on things that
have a big carbon impact like aviation expansion. To
get to the bottom of what Stern is recommending or
what should be recommended to UK policy, that is
an area that needs looking into.
Professor Neumayer: Deforestation is certainly
important.

Q301 Chairman: I think we are looking at it
domestically.
Professor Neumayer: The real challenge is to make
the things that we know are bad—environmental
pollution—much more expensive and to tax less the
things that are good like people working. That is the
biggest challenge, apart from any specific sector.
You cannot solve this problem by looking at one
sector and then the other sector. It is a cross-
economy problem and you need to address it with
adequate instruments.

Q302 Chairman: Maybe we can look at the terms of
reference and invite evidence. Perhaps you could
write to us on that and give us your views. That
would be very helpful. Your evidence this morning
has been very helpful to us. Whilst this issue is very
hard in many ways to generate in the public mind, it
is important for the future of individuals and the
country. We are grateful to you for taking the time
to inform us of your views. Thank you very much.
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Witness: Professor Amartya Sen, gave evidence.

Q303 Chairman: Professor Sen, welcome to the
committee. We are delighted that you have the time
to come along and we are very pleased that you are
here.
Professor Sen: Thank you very much.

Q304 Chairman: Can I open this up by quoting
from your book How to Judge Globalisation where
you said, “Global capitalism is much more
concerned with expanding the domain of market
relations than with, say, establishing democracy,
expanding elementary education or expanding
social opportunities for society’s underdogs. Since
globalisation of markets is, on its own, a very
inadequate approach to world prosperity, there is a
need to go beyond the priorities that find expression
in the chosen focus of global capitalism.” In our
inquiry into globalisation I would say that sums up
why we want to look at globalisation in its widest
sense. We have looked at it in the economic sense to
date, but in its widest sense it is tremendous that
you are here to help us in that regard. Can I start
with a question? You have said in How to Judge
Globalisation that a crucial issue is not whether a
particular arrangement is better for everyone than
no co-operation at all would be, but whether that is
a fair division of the benefits. Which arrangements
need to change in order to ensure that globalisation
brings about not just global prosperity, but also a
fairer division of benefits both in the world and
within the UK and what can the UK Government do
to support those changes?
Professor Sen: Thank you very much for giving me
an opportunity here to talk. I think that particular
statement I made is concerned with dissenting a little
from the way globalisation sometimes is judged as to
whether everyone is benefiting or not. Of course,
there are complex cases when there are some people
who are not benefiting and who may be losing, but
most cases are not like that, and that is also true of
Britain and true of China and India, though I can
think of countries where, by and large, that has not
happened. But I was concerned also with pointing
out that if there are some countries which are
benefiting but benefiting not at all commensurate
with what they have reason to expect or hope, then
there is an issue of distributional equity involved. I
was trying to draw attention to that. Of course, I was
thinking primarily with the poorer countries in
mind, on grounds that it is not just whether the
poorer countries are becoming less poor over time
but whether the opportunities that exist for them to

become less poor faster are being adequately seized
or not. That was my concern. Britain’s concern is, of
course, a little bit diVerent in some ways, because
Britain is a leader of the world community in a
variety of ways, the United Nations, through
Europe, through the Commonwealth, and so on,
and all these are important connections, so in some
ways the general world concern must be one of the
British concerns too. On top of that, of course, there
is the issue of how it is aVecting the British
population itself directly, and there you have a
diVerent range of issues, namely whether there
are some people who are losing out from
globalisation—that is one question—and, if they are
not losing out, there is still a question whether they
could have benefited more than they are doing. That
would be, in the context I was looking at it,
distribution and equity addressed particularly to the
relatively poor in Britain. I think that is the kind of
issue I was trying to draw attention to. Here the
question would be not just whether jobs are being
lost or not, which is, of course, a very important
consideration, but what would be the constructive
way forward. In the case of Britain, if you are
dealing particularly with relatively less skilled people
with greater proneness to employment, who may
have reason to think that in some ways globalisation
is not suiting their interests so much, whether in the
form of hope, freer trade or in the form of
immigration, and so on, there is the issue about what
is the policy to be followed by Britain in looking
after that particular group of interests. I think that
is the translation of what I was trying to express
generally in the British context.

Q305 Mr Love: You hinted earlier on that a lot of
people think that globalisation will inevitably lead to
rising wage inequality with the unskilled and the less
skilled losing out. How do you respond to that, and
do you think government intervention can help in
this regard?
Professor Sen: I think, to take the latter part of the
question first, it is not only government intervention
that one is looking at but also government policy in
general and the strategy that lies behind the policy,
which may or may not take the form of direct
intervention. There can be a variety of economic
policies, fiscal, monetary, as well as institutional
policies connected with trade preference, all kinds of
issues come into that story. I do not feel that there is
any kind of inevitability about the unskilled people
losing out. The argument that is presented takes this
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form: that the poor countries will be becoming more
developed along with globalisation. That is the
argument. I am presenting that argument now to
assess it. If that were the case, then you would expect
that suddenly certainly some jobs would be lost, and
those would be of the relatively unskilled people in
the developed, rich countries, which would be, in the
United Kingdom case, particularly the sector I was
talking about the earlier. I think that reasoning is not
generally all that sound because it assumes that the
jobs they will cut into would be precisely the kind of
existing unskilled jobs that exist. To some extent that
could happen, and, in the absence of flexibility, there
would be no way of absorbing them in other sectors,
but it really depends a great deal on both the nature
of trade as well at the nature of the adjustment that
the domestic policies allow. To take the first, while it
is certainly true that some of the expansion of trade,
I would say particularly from China, has been at a
relatively less skilled level, from India (which I know
is one of your interests because I was sent some
notice of that) because of, in some ways, the fact of
Indian educational policy whereby the higher
educational sector was given much more priory in
the past compared to basic school education (which
I think was a mistake but they are correcting it,
relatively slowly now) the Indian intervention in
the world market has been primarily at the
relatively more skilled end. It has been concerned
with information technology, consultancy,
pharmaceuticals and so on. The one big exception in
that respect is meant to be the call centres, and there
is an oddity there, because call centre employment
would not be something that you would think of as
high skilled employment in the British or the
American, French or Italian context. On the other
hand, in India, quite often, the call centres are
peopled by persons with university training, and in
some ways, in the relative scale of Indian education,
they look like the more skilled sector because they
are university graduates. I think that the call centre
issue is a very special problem. I think it is a mistake
to focus too much on that. The number of jobs
involved absolutely obviously is significant, but it is
not a very large part of the economy that you
looking at. If you look at the totality of employment,
it really depends on where the trade and engagement
would be, and I would tend to think that the Indian
trade and engagement would be primarily at the
more skilled level rather than the unskilled level,
even though it may seem initially odd to accept that a
poor, developing country might have a comparative
advantage at the skilled end. It also depends on what
is done about the policies domestically in skilled
Britain about displacement and to what extent it is
possible for the expansion of new industries to
provide jobs of the kind that people who are
displaced can take on. Given the basic goodness of
schooling in Britain, and here I say, in comparative
terms, that there are reasons for grumbling about
school education in Britain, and I know that since I
have taught here for many years and, indeed, was
part of the educational structure here when I was at
Trinity College, Cambridge, but in comparative
terms, the education level being what it is, it would

be diYcult to think that their absorption is being
aVected by the very low quality of schooling, which
is often the case, and certainly in many countries,
including in India, that would be a big factor. So, in
general, I would be sceptical of that generalisation,
but a mistaken generalisation is often useful in the
sense that it makes one think about the nature of the
problem and dialectically I think it is not a bad thing
to engage in.

Q306 Mr Todd: One aspect which we have
concentrated a little upon is the issue of migration.
Joseph Stiglitz has commented that immigration
from one country to another, and in this particular
case from a poorer country to a wealthier country,
can both improve economic eYciency and also
increase the wealth of that country through
remittances of those workers back to their home
states.
Professor Sen: So increase the income in the country
from which emigration takes place?

Q307 Mr Todd: It could do, in the sense that when
they arrive they remit part of their wealth back to
their home country. Nevertheless, you will accept
that there are diYculties in the domestic population
in absorbing large quantities of people who are
migrating to take their jobs to some extent. How
would one balance those two things, and also, is it
reasonable to suppose that the country that loses
that workforce will also lose a particularly highly
skilled component of those who can contribute to
the development of their country themselves?
Professor Sen: I think this is a very complex
question. I think there are three reasons why it is
particularly complex. The particular scenario that
Joseph Stiglitz mentioned is a possible scenario, not
the only scenario I can think of. Looking at the
country from which emigration is taking place, I
think the benefit for these countries is not primarily,
I think, only relative, I think it is the interchanged
economic opportunity that greater contact brings
about. I think the Chairman at the beginning
mentioned that I tend to think of globalisation
in rather broader terms, not just in terms of
immediate trade eVect. I do not think that any of the
expansion that in India took place in the
information technology software industry and even
pharmaceuticals would have actually occurred the
way it did without there being a lot of Indians who
were abroad working in these jobs, and when they
returned it had a major impact. If you take the size
of the expansion that has taken place in these fields,
these are very significant. Initially, it looked like a
very small thing, but they have gathered momentum.
A lot of the recent things that people talk about are
directly connected with the experience that comes
from having been abroad. So I think in some ways it
is strengthening Joseph Stiglitz’s point that there are
advantages that come to the country from the
emigration that is taking place, but it is slightly
diVerent from Joseph Stiglitz’s in the sense that it is
arguing that, aside from the remit of trade, and I am
not trying to put them in a comparative scale in any
sense, there is another very important factor, and
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that is in the domain of mind, understanding what
is possible, how you can organise things. One of the
things that has happened in India, for example, is
that the nature of business practice, which used to be
very fossilised, has dramatically moved, and to a
great extent this is as a result of people who have seen
new ways of managing things and then trying to do
it better and sometimes, indeed, succeeding in doing
it better. I would tend to think that it is all a matter
of the number of people involved, but in general
emigration from a poorer country sometimes has
turned out to be of great benefit to the poorer
country, certainly in the long run. The remittance is
an immediate issue; the other thing takes time. In
terms of the country into which immigration takes
place, which is part of the concern that you
expressed, certainly there are two diVerent types of
issue here. I am more familiar now, since I teach in
Harvard, though I am between my teaching in
Harvard now for 19 years—for six years I was
Master of Trinity, so I was back here—with
American discussion. There, of course, quite a lot of
the jobs for which immigrants claim (and it is mainly
Latin America you are looking at there) have been
jobs which the current native Americans are
unwilling to oVer themselves; so in some ways they
did not really tend to displace many people, they just
made those jobs feasible. Of course it is also
sometimes true that, of those who were still in that
sector among the native born Americans, their
wages might have been somewhat aVected by that—
that is perfectly possible. The possibility that people
are coming in and disclaiming a whole lot of people
where there is a great deal of willingness for British
labour to work but foreigners are preferred because
they are cheaper labour, I am not denying that that
possibility exists, I do not know enough about
British statistics to be able to say how realistic and
how important a scenario that is compared to the
other scenario, which is the one which has received
most of the attention in America and with which I
am more familiar.

Q308 Mr Fallon: The sentence the Chairman read
out, your definition of global capitalism should be
more concerned with the expansion of the domain of
market relations, is something I wanted to pursue
with you so far as it applies to property rights and
the protection of law that is available for property
rights and the absence of individual property rights
in much of Africa and parts of the Middle East.
How can governments guide the forces of global
capitalism to help promote property rights?
Professor Sen: You are saying what Britain can do
for these countries where the capitalist expansion
cannot take place because of the absence of
property rights?

Q309 Mr Fallon: Yes.
Professor Sen: I think that the nature of the legal
system is an important factor in the development of
economies, and I think you are right to consider that
as one of the challenges to be addressed. I think it
may be a mistake to concentrate only on that,
because what holds back African industries are very

often other factors, which include lack of basic
schooling, and so on. After all, if you are trying to
produce goods for the world market today, you need
quality control; you have to be able to follow
instructions; you need literacy; you need a certain
amount of understanding about what modern
technology is like: so there is the whole issue of
education there, the whole issue of healthcare, which
is a very big thing. Joseph Stiglitz’s name has come
up already. One of the things that another economist
friend of mine, like Joseph Stiglitz, has discussed,
namely JeVrey Sachs, is how the low quality of
health, particularly in Africa, plays a major part in
devastating the opportunity of economic expansion.
I would tend to put those concerns along with the
property rights issue to which you drawing
attention. I would say also that Africa has also
suVered tremendously from continuing warfare and
civil war, and there are, of course, a number of
indigenous factors to be looked at in that. At
the moment I am chairing a commission, which
has been set up by the Secretary General of
the Commonwealth, which actually begins its
deliberations tonight, which is dealing with this
problem of respect, the Commission on Respect and
Understanding. Among the issues to be addressed
we have to address that issue, not just religion
related to terrorism and violence but also the
continuing warfare that has happened in these areas.
The reason I am mentioning it here is because one of
the factors which I think is important is that the
armament market makes a direct contribution to the
continuation of local wars by providing a kind of
incentive to buy armament, which is a very big
factor. I note the fact, but I am just mentioning
Britain as being particularly guilty, that between the
G8 countries they have exported more than 80% of
the world armament for every year for many years
now. The United States, of course, alone exports
about half of that. In order to sell armament you
need demand, not only supply. It is one of the few
fields in which supply does tend to encourage
demand, Say’s Law, which is supposed to be a
mistake, and it is a mistake, but it is likely it is only
one that may be wrong. It is possible actually to get
people to buy through means, some of which are
commercial and some of which, to put it nicely,
would be extra-commercial, and I think that is
another factor. So I would take all of these factors
into account, because making investment is
problematic when the property laws are not in place.
It is also problematic if where you have set up your
factory it may be blown up at any moment. So, I
think peace is very important for that along with
education and healthcare. So, I welcome your issue.
I have not got any magic formula to suggest a way
forward for property rights, but I would have
thought that by doing what you are doing you are
drawing attention to that problem, and what I
would like you also to do additionally is to draw
attention to other problems which you are holding
up. We can begin to see some role that Britain
particularly, and other countries too in the richer
parts of the world, can play to help the poorer
countries in this respect.
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Q310 Angela Eagle: Professor Sen, in your book
Development as Freedom you redefine development
as an expansion of real freedoms, not just gross
domestic product or personal income, and also the
removal of unfreedoms, such as poverty, social
deprivation, tyranny and the protection of public
goods, and you have also talked about the necessity
to share the gains of globalisation fairly. You have
said that, in order to achieve that, we need extensive
institutional reform. Could you say a few words
about how you see this institutional reform
developing, if it were to be successful, for companies,
for governments and for the international
architecture?
Professor Sen: Thank you very much for asking that
question. Yes, I think institutional reform has to be
of many diVerent kinds. I think there is a basic issue
of political power in the world, and that includes
management of major financial institutions like the
World Bank and IMF, it also raises questions about
the United Nations, and so on. That is at a kind of
very general, relatively abstract level, which is not
unimportant for that reason. Completely at the
other end, there are a whole lot of reforms that are
needed about institutional structure. To give one
example, patent law would be one of them. The
patent law issue is interesting. In the period when I
had the privilege of being Honorary President of
Oxfam, we did try to do various things, and actually
that work is continuing to be done now and
Médecins San Frontières is another organisation
which has been involved. Quite often this has been
seen as being basically confrontational to the
richer countries’ interest, because they introduced
pharmaceuticals and so on. That picture is a bit
complicated now, partly because of the dynamism of
the nature of the world economy. For example,
India, which we were discussing earlier, which began
primarily as an importer of drugs, has ended up now
being one of the bigger producers of drugs. So in
some ways the identification of interests have got
much more muddied over time. But there is a general
issue which I would like to draw attention to,
particularly in relation to your question, namely,
how is this going to work? If you look at the patent
laws, I think they are very unsatisfactory and the
WTO reforms, which have tried to do something,
have not really got as far as they could have got. To
see the issue of equity and incentive at loggerheads
with each other, I do not think is the right way of
thinking about it. Just consider one of the issues.
That is why for many of us, including, as I was
mentioning earlier, Oxfam and Médecins San
Frontières, there exist drugs, for example for AIDS,
which people cannot aVord and cannot therefore
buy in the poorer parts of the world, and the
question is that you can produce them at an
extremely low-cost, but you may be prevented from
doing that on grounds of loyalty and patent rights
and, therefore, there is a kind of direct interest. That
picture is over simple.

Q311 Angela Eagle: Does that imply that there
should be some institutional changes to company
law in order perhaps to give them social justice
responsibilities?

Professor Sen: That would be a more radical change
than I was thinking of, but I am very happy to
address that.

Q312 Chairman: We are a bit short of time,
Professor, if you could answer that one quickly and
then we will move on.
Professor Sen: All right. I am entirely in favour of
companies having recognised and accepted social
responsibilities, and it is a question of whether the
companies could accept that and whether you intend
to do it by legal change or whether you want to do
it by political pressure or by social pressure of some
other kind. I am no expert on that and I do not know
whether that can be done. But what I would also like
to point out, if I may, just to complete that, is that,
if you do not manage to sell a drug, that cannot be
bringing much profit to that company and,
therefore, in an unsold drug which poorer people
cannot buy there is both a story of injustice and a
tragedy and a story of unfulfilled capitalist
ambitions, namely making money by selling drugs.
So I think it requires much more innovative
thinking, and that is not as radical as what you are
suggesting, which I am in favour of, but, even less
radically, one has to think about a dual price system
whereby it is possible for people to buy at cheaper
prices commodities for which they can only oVer a
small price, and this is not a new thing in economics,
it has been discussed for hundreds of years as to how
that could be brought about. There is also the issue
of how you could give the incentive to drug
companies to produce new drugs, particularly for
those illnesses which primarily aVect poorer people
in the world for which the incentive to produce may
not exist. The fact that the production cost of an
already known drug is very low does not eliminate
the fact that the richer costs may be quite high. It is a
question of generating incentive for producing such
commodities which requires a radical rethinking
about the price system and the patent law. It is that
which I am recommending, which is part of the
standard capitalist rule of gain but it is a question of
playing the price mechanism more intelligently than
the market at the moment is succeeding in doing. To
that you can add the social responsibility issue, and
I would certainly join you in that.

Q313 Mr Gauke: Professor, do you think that in
response to globalisation, returning to the point
Angela made a moment or so ago, more powers
should shift from the nation state to global
institutions, and in doing so, do you believe that the
stronger the belief in the role of the state in
governing economic areas, the stronger the
argument for more power for global institutions
and, conversely, do you believe that the state has less
of a role within the economic field the weaker the
argument for stronger global institutions?
Professor Sen: Again, this question is very exciting
for me. It is also very diYcult for me, because I do
not know whether it is at all realistic to think that the
nation states will in any way give up their right to be
the ultimate authority on what they decide to do.
Certainly policies that bring many countries
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together to address the same issue have many
advantages. One of the issues, for example, is the
environmental issue, that is, if you have only
environmental regulation in Britain and nowhere
else in the developed world, then the fear that some
people express that industries might move elsewhere
may well come about, and, at the same time, if you
try to introduce that in all the countries involved and
it is done through a global tax, which is what Kyoto
tried to do, not adequately, but even that did not
ultimately become widely accepted as the hope was
it would be, but an environmental policy is certainly
one where you need quintessentially combined
action on the part of many countries, and that has to
be done by negotiation, not so much by just giving
over the power to the global body, which I do not
see. You are a politician, which I am not, but even in
my naivety I do not see that happening; that has to
be through agreements of various kinds. There is
also the issue which you have not mentioned, namely
intermediate bodies like the European Union, which
is neither national nor global. Here, if I may
mention, and I have divided loyalty in many ways, I
have lived in this country half my life and I vote in
British elections because, happily, the nature of
British law permits me to vote as a Commonwealth
citizen resident in Britain, and I have tried to
argue in my book Identity and Violence one of the
reasons why we should look at the success of
multiculturalism in Britain. I also discuss the
problems that multiculturalism wrongly, in my
judgment, has generated, but if we look at the
successes, a big part has been played by the voting
law, by wage, which immigrants coming into the
country had until very recently where terrorism
related to religion has become dominant; but the
absorption of immigrants in this country has been
made possible very much more easily than most
of the non-white population who came from
Commonwealth countries by giving them an
immediate political voice which they did not have in
France, Germany, Italy or anywhere else. I tried to
make that point in France and Italy as well, and I
have some reason for thinking that they have taken
that point, the success case of Britain. Where I would
regard it to be not a great success is that when the
European Union was set up I do not think the
interests of the Commonwealth were particularly
well guarded at that time compared with the French.
I think the French Associate got a much better deal.
Certainly my own country of origin and nationality,
namely India, had no kind of special arrangement
whatever. I think part of the problem does arise from
that because I would have thought at this time there
could have been very easily a good policy relation
between many Commonwealth countries and
Britain which is not possible given the European
law, and there is no way of changing that. So I think
the whole question of intermediate organisations is
an important one, but one hopes, of course, that
something better might come about, namely that the
whole of the European Union might take a more
intelligent policy on that subject.

Q314 Chairman: Thank you. Professor we will
adjourn and reconvene in 10 minutes and finish at
half past three.

Professor Sen: Thank you.

The Committee suspended from 3.06 pm to 3.16 pm
for a division in the House

Q315 Kerry McCarthy: You touched, in your
previous answer, on the question of environmental
standards. What do we need to do to ensure that the
distribution of meeting environmental challenges is
spread fairly between the developed world, which
you say you are trying to meet Kyoto as well, and the
developing countries so that we are not requiring
more of them, say, than we are of us?
Professor Sen: I am very glad you asked that
question because it is something I would like to think
more about. To share what I tend to think, I think
there seem to be three diVerent issues. One question
that came up in David Gauke’s question was the
need for global action rather than individual
countries going their own way. That is a point that
we accept. The second point is that, if we were to do
that, we would have to think about some way of
dividing the burden that is carried. Some of the rules
are not of that kind; they are going to prohibit some
kind of behaviour altogether. You may be able to
find a general argument which is not conditional on
that distributional issue being very important, but
once the distributional issue is addressed, there is the
question about poor countries, rich countries, what
should be the division, and there is also the historical
issue. I found that in China, which I visited late last
month, and I have heard it in India and elsewhere,
that America, Britain and Germany polluted the
world when there was no such regulation and
suddenly when we started going we were told that we
cannot do any of these things. So there is an issue of
historical fairness that is being addressed, so that has
to be addressed too. There is a further problem,
which is the question whether the environmental
issue can be addressed separately altogether from
the issue of global inequality and injustice on the
subject on which the Chairman kindly began
quoting a statement of mine. I would think that what
we need there is to integrate that question. If there
is a sense that the particular problems of developing
countries are being addressed fairly, you might be
able to get bigger co-operation, even in the
environmental field, by making it part of a better
understanding, some kind of a social commitment
about global equality, global fairness more than
global equality. I would have thought that the power
of reasoning here could be quite strong. I was quite
struck, even coming from India, as to how much
more pollution some of the successful places in
China industrially are, even locally. So there is a
local cost involved and there is also its impact on
global warming. I think, as the community and
public discussion expands, we can bring more and
more of these issues in. It is enormously easier in
India, because of the nature of the polity there
whereby the public discussion as to whether the
government are failing to do what it is doing is a
standard part of discussion that everyone
participating in the environment would talk about.
In China it is less common. The issue would be
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that as China becomes more tolerant of public
discussion—and I have seen this time they are
already much more tolerant than I remember last
time about the problem they have created about
their own healthcare by, in 1979, abolishing
National Insurance for everyone on health replacing
it by privately purchased insurance 1979, which has
slowed down China’s progress in healthcare
dramatically—I would expect there would be a
bigger discussion on the environmental issue in
China too. One of the things I must say, speaking as
a non politician, I think that the politicians really
have to bring the discussion much more into the
picture. I have always taken the view that there is a
big diVerence between getting the right policy and
getting the right policy on the basis of public
discussion, because that is much more durable, the
nuances are much better thought out that way. I
think the time has come when certainly India is very
willing to listen to the environmental issue after
years of deafness, and I must say this is very good. I
found that earlier about gender. When I first started
working on gender inequality in the 1960s it was
regarded at best as an amiable eccentricity. It has
become certainly much more common to accept that
as a very big dimension of India’s problem, and,
basically, people are recognising that in China too;
similarly the environment. I think both bringing the
public discussion much more into the story, linking
the environmental issues perhaps to that of global
fairness in general and the connection between the
local cost of pollution and global warming. If you
just go on saying, China will overtake America by
2010 in being the biggest polluter in terms of global
warming, I think you are just addressing half the
story. Meanwhile, already the local air in China is
quite often foul. It is that complementarity on which
much more discussion and awareness is needed. I
fear I remain an unreformed pro-enlightenment
believer in policy change, and I think bringing it
more into public discussion will be a very big
contribution besides resolving the problem which
you are asking me about.

Q316 Chairman: Professor, hopefully you are in a
good position to answer this. Some commentators
argue that encouraging people to place more
importance on their aYliation to their country of
residence rather than their aYliation to religious or
ethnic communities will improve social harmony.
How do you respond to the suggestion? To what
extent will government policy initiatives, such as
ensuring people pass British citizenship tests and
speak English, will improve immigrants’ integration
into British society and improve social harmony?
Professor Sen: It is such a huge question, and we do
not have very much time. I wish we had. If I may say,
I really tried to address that question in my book
Identity and Violence. I am not suggesting you buy
the book. You can borrow it from the library, which
is much more cost-eVective.

Q317 Mr Love: We cannot aVord to buy it; we need
the library!

Professor Sen: I personally feel that Britain made a
mistake in this, in the sense that the whole idea that
the British identity is somehow mediated through
your community belonging was a great mistaken
step to take. Basically we have many diVerent
identities, we have a strong citizenship identity, we
have a residents identity, we may have a religious
identity, none of them have priority over other
issues, and in some ways giving priority to religion
over language, over citizenship, over residence and
over membership of civil society and political
community I think has been a great mistake. If I may
use your language, it is not a question of X rather
than Y. It is emphasising X because the idea that we
have many diVerent identities in the field of religion,
religious identity, which need not in any way
interfere with the political identity in the context of
our political action, I think is very engrained. I show
some slight pride in the fact that if you look at India
today, a country that is more than 80% Hindus, if
you look at the three principal positions, none of
which is occupied by a member of the majority
community, the President, Abdul Kalam is a
Muslim, the Prime Minister, Manmohan Singh, is a
Sikh and the leader of the Ruling Party, Sonia
Ghandi, is a Christian born in Italy. I think the
country does not feel that it is falling apart. That
does not mean that religion is regarded to be less
important, but it is just that you do not think of
politics being mediated by religion. There are parties
which try to do just that, and some of us celebrate the
fact that those parties did not do so well in the
elections where this became a critical issue. If we had
more time, I could have gone on, but we do not. I
would suggest that the importance of emphasising
the loyalty of residents is very great, but that does
not require you to say that in the field of religion you
have to be less religious or anything like that. We live
perfectly well with this. I have a strong British
identity, having lived half my life here and being a
participant in British elections which protects the
Commonwealth regulations, and yet that does not
conflict with either my religious belief, which in my
case is none, but it certainly has no bearing on that.
It has no bearing even on my citizenship and the
loyalty I might have to India, because until Britain
and India go to a war that issue would not be
engaged. In most other cases the human mind is able
to the take on sophistication much more than
sometimes people assume that we are able to do.

Q318 Chairman: Professor, the inquiry we are
having is: “Globalisation: its impact on the real
economy”. What substance should we have in a
report regarding that inquiry, what message would
you leave with us that we should have in that report,
“Globalisation and its impact on the real economy”?
Professor Sen: One sceptical point, but a very
constructive one, I think the real economy is such an
undefined concept that I am not sure what is meant
by it. Sometimes people mean by it commodity
production and possible services, but that overlooks
the way the nature of the world has changed. The
share of the manufacturing sector has continued to
fall throughout the world, and no less in Britain than
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elsewhere. So if by “real economy” one means
manufacturing only, one would make a mistake,
and, indeed, even about employment. If people lose
a job in manufacturing but find a job which is
equally good or better in the service sector or
somewhere else, I think there is no particular harm
in that, bearing in mind some of the biggest
globalisation changes in India, for example, have
been very strongly connected with information
technology and others which sometimes may not
count as real economy but is very much a real
economy. But if by “real economy” you mean the
entire economy, then I think, yes, it is a very serious
question and I am happy that is being addressed. My
second point is that in discussing the real economy
there are three interdependencies which are
important to bear in mind. One is that the economy
does not stand alone independently of society and
politics and, just as we were discussing earlier about
not only property law but also the question of
healthcare, education as well as lack of violence, has
a big impact on the economy. We have to think
about the real economy in terms of the broader
interdependencies that the economy has with the
society, with the polity and with everything else
around it. The second interdependent is the issue of
the global equity question, global fairness question.
I think it is exactly right that the British Parliament
should be very engaged in the interests of the British

people, but the world in which we live, and given
Britain’s role in the world, has to take into account
how British policies impact on the rest of the world,
and in some ways that dissociation is not an easy
thing. The final thing is connected with the question
about the advantages that we get from immediate
employment, immediate income for the whole future
and the environmental issue which will engage. That
is another interdependent. I am afraid I have never
been an economist who can give you an answer to
questions in the form of a slogan. I am just
addressing these issues as problems which I hope
you will address.

Q319 Chairman: As Angela says, thank goodness
you are not such an economist. Professor, we are
honoured that you are here today to speak to us.
Some of my fellow Chairmen were quite jealous
when I told them that you were coming, and I said it
was very easy; I phoned your hotel, it was easy to
talk, and you accepted our invitation; so maybe you
will have further phone calls from people as a result
of that easy path. Again, it is tremendous that you
have been here, all of us are delighted just to receive
your wisdom, and it will enhance our globalisation
report. So, on behalf of the whole committee, can I
thank you very much.
Professor Sen: Thank you very much for giving me
the opportunity.
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Q320 Chairman: Sir Martin, good morning and
welcome to our inquiry into globalisation and its
impact on the global economy. I am delighted we are
able to have this occasion. As you know, you and I
were speaking at an event and you were talking
about your company and how you were setting up
for the future, particularly taking account of Asia,
the Pacific and other areas. Do we have it right in
how we are going about globalisation? Do we have
proper policies that are going to be in place or do we
need a bit of a wake-up call?
Sir Martin Sorrell: Thank you for the opportunity of
giving you the benefit, if it is a benefit, of our
thinking or, I guess, the thinking of the parent
company of WPP. I think you have been given a
copy of our annual report but maybe I should just
say a little bit about the company, so you know how
our views are formed. We are a public company
listed in New York and London, capitalised now at
about US $19 billion (£9.5 billion). We started 21
years ago with two people in one room and we now
have 100,000 people including associates (about
82,000/83,000 excluding those associates), associates
being companies where we own 20 to 50% or less
than 50%. We have 40% of our business in the US
and 40% in Europe and 20% in Asia, Latin-America,
Africa and the Middle East and Central and Eastern
Europe. Half our business is in advertising and half
outside and one-third in what we call measurable
activities, such as market research and direct,
interactive and internet. Our biggest clients are Ford
Motor Company, Unilever, Proctor, IBM, Pfizer.
Those would be our top five. American Express,
Nestlé, Kellogg’s, Kodak, Vodafone, HSB, AZ,
GSK are all examples of companies, so major
multinational companies. We work with 300 of the
Fortune 500. We have three strategic objectives,
which are very important in the context of what you
just asked. The first is that we are currently 40:40:20,
as I said, in terms of Europe, US and the rest of the
world –in what I would call the faster growing
markets, not the emerging markets. I think it is
somewhat demeaning to call them emerging
markets. Our strategic objective over the next five to
10 years is to be one-third:one-third:one-third, so a
third in US, a third in Europe and a third in Asia,
Latin-America, Africa, Middle East and Central
and Eastern Europe. I would draw a distinction in
Europe between the West of Europe, which is slow
growth, and Central and Eastern Europe, which is
fast growth. In fact, I think the world is growing at

three speeds: Asia and those other areas I just
mentioned that have the fastest growth; the US
which is middle range; and poor old Western
Europe, about which—to the heart of your
question—I remain somewhat cynical and very
concerned about. There is less significant strategic
and structural change, which is obviously in the
remit of your committee, to think about. Unless
there is significant strategic and structural change, I
think Western Europe will lag the other areas of the
world. I think the US is still a big question mark. If
we went back to the 1980s, pre-Reagan, people were
forecasting the demise of the US in anticipation of
Japanese competition. We have seen, subsequent to
that, that Japan has stalled significantly. It may have
recovered in the last two or three years, but it had 12
years when the second biggest economic engine in
the world was stalled and not moving ahead. That is
one objective. Why do we want to be one-third in
Asia, et cetera? It is very simple: two-thirds of the
population will be in Asia by 2014. I believe the shift
in wealth from West to East is an inexorable process:
there is a 200-year historic swing. I struggled with
economics at university and I am not a great
historian, but if you look back there are economies
that have theories about long-term cyclical swings
and I think most of them have stopped at 50 years.
I think this is a 200-year swing. If you go back to the
1820s or the early 19th century and you look at what
was happening with Meissen and Wedgwood in the
china industry, for example, they undermined the
Chinese porcelain industry in the early 19th century.
Exactly the same thing happened then as is
happening now. It is not low-cost manufacturing in
the East, by the way. This is high quality
manufacturing at a price. This is very competitive
manufacturing at a price. Of course in the service
industries, India is also extremely competitive. If you
go back to the early 19th century, China and India
accounted for about 49% of worldwide GNP. By
about 2015 or 2025, or whatever the date is, China
and India will yet again account for about 40% of
worldwide GNP. I think this is an inexorable swing
that you cannot reverse, so I am very interested to
hear and see what you will produce ultimately as
your recommendations as to how the UK and
Western Europe can participate in global growth
because I think it is a very diYcult thing to arrest.
That is one of our objectives. Turning to our second
objective, there are two big challenges that we face
as a business. One is global growth. How do we
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position ourselves eVectively in the faster growing
markets of the world? The second thing is
technological change and the growth, particularly in
our industry, of new media—the fragmentation of
media, the growth of the internet and mobile,
alternative technologies for our clients in order to
advertise in the market products. Currently, about
half our business is in traditional advertising: TV,
radio, outdoor newspapers and magazines; and half
is outside, in areas such as public relations and
public aVairs, branding and identity, healthcare
communications, direct, interactive and internet,
and information, insight consultancy (which is a sort
of posh phrase for market research). Our objective
over the next five to 10 years is for two-thirds of
our business to be outside the traditional areas.
Why? The cost of network television continues to
increase faster than general price inflation and the
fragmentation of the media and the growth in new
technologies. Then there is our third objective.
Currently, our revenues are about $11 billion our
billings are about $50 billion. About one-third of our
business is in what we call measurable areas; that
would be direct, interactive and the internet, the
growing new technologies and market research. We
want that to be half our business. Why? Because we
think the measurability in our business is becoming
more and more important. In summary, if you said
to me: “Where would you like WPP to be in five to
10 years?” I would say: “More Asian, more Latin-
American, more African and Middle East and more
Central and Eastern European, more outside the
traditional media areas and the new technologies
and more measurable in terms of research direct,
interactive and internet.” That is a sort of overview.
We account for about 25% to 30% of all media
purchases in the world. That is not our statistic; that
is a statistic of a French research company called
RECMA which tracks market share. For example,
here in the UK we are about one-quarter of ITV’s
revenue, about one-third of News Corp revenue or
Associated Newspapers, any of the newspaper
groups here. In India, we are 50% of the market: we
have the leading market share. In China we are 15%.
We are the biggest purchaser of media, of CCTV and
the Shanghai Media Group. In Japan we are number
three in the market. But in most major markets in the
world, Brazil, Russia, India and China—the BRICs
as they are known, or BRICI—including Indonesia,
because we think Indonesia is a very important
rapidly growing market—we are about 25% to 30%
of the market. In Italy we are 45%. In Germany we
are about 40%. So we have very big media shares in
those markets of the world. Just coming back to the
shift from West to East for a minute, just to give you
some of the scale issues, China, in our view, is not
1.3 billion people, it is 1.5 billion people. If you
look at the oYcial statistics, they consistently
underestimate. The Chinese have a fond habit of
underestimating their position, whether it be GNP
growth or population but we reckon about 1.5
billion people. It is true that only 150 million to 200
million of the Chinese population are interested
probably in the products and services that our clients

wish to sell, but if you think about that that is two-
thirds of an America and it is a dynamic situation
which is changing very rapidly. India is not
dissimilar: it is about 1.1 billion people. Each
country is not one country: China has 32 provinces
and India has about 27 states. Our strategy in China
is a regional strategy. We are in 12 major cities.
There are 184 cities in China of over one million
people. There are many cities beyond that that have
populations of over half a million. The same thing is
true of India. Our penetration in the Indian market
goes way beyond New Delhi or Mumbai or
Bangalore; it goes into the heartland and we have
arrangements with the rural sales forces. In China,
we have a commercial arrangement with the Young
Communist League where we work with them for
marketing exercises. The membership of the Young
Communist League is 70 million people. I mention
this as scale. As one other observation on scale, in
China there are currently 468 million subscribers for
mobile in China. There are 300 million subscribers
alone with one mobile company, China Mobile.
Together with the Financial Times, we value
companies on a worldwide basis every year. We
published that with the FT about a week or so ago
and China Mobile is in the top five brands in the
world and has 300 million subscribers, which is
equivalent to the population of the United States. I
go through that just to demonstrate the scale of
change that is taking place. We are at the beginnings
of it. Will there be bumps in these rapidly growing
markets—not just Asia, Latin-America, the Middle
East, Russia and the CIS countries and the other CIS
countries? There will be. But we as a global company
will invest in those bumps, if I may put it like that.
In fact, I would like there to be a few bumps in
China and India because it would discourage our
competition and leave the way clearer for us in order
to penetrate even further. I hate to be depressing and
I hate to be negative but I think the task this
Committee has a pretty awesome one to try to arrest
it. There are areas obviously on which one can focus,
such as education, research and development,
taxation and the like, but to sum it up—and to shut
up for a second—I think this is an inexorable
process. The shift from West to East is very diYcult
for us to compete against. We are sitting here today
as Cerberus acquire Chrysler. When you look at that
and you compare it to the growth and development
of countries—and I think countries and companies
are very similar—what Western Europe represents
to me or to our company is a mature set of
economies, challenged, just like companies, with
healthcare issues, pension issues. There is a sort of
lack of dynamism which I think is very diYcult to
combat. It may be it is best to have a happier life
rather than a better economic life and it may be that
a 35-hour week is the way that we should all go, but
you have to understand the implications of that.

Q321 Chairman: Thank you very much for that
broad sweep. My colleagues have quite a number of
questions, so I would ask them for short questions
and perhaps you could give a more pithy answer.



3487211006 Page Type [O] 09-10-07 18:48:41 Pag Table: COENEW PPSysB Unit: PAG6

Treasury Committee: Evidence Ev 77

15 May 2007 Sir Martin Sorrell

Sir Martin Sorrell: It is very diYcult for me to give
pithy answers!

Q322 Mr Newmark: I know you were a leading light
in giving interviews on dot.com in the late 1990s.
In an interview in fastcompany.com in 1999 you
said: “What we’re experieincing is not just the
globalisation but rather the Americanization of the
world economy.” I am wondering if you think this
statement still holds true in 2007.
Sir Martin Sorrell: It is dangerous to be reminded
of what one said about eight years ago.
Americanization has shifted. If you look at our
business, as I said, 40% of it is US and I could say
that probably 50% or two-thirds is controlled—and
it is not politically correct to talk in major
corporations about control from the centre but it is
certainly influenced from the centre still, from the
US, but I think we are now witnessing a change.
It is not Americanization; however, it is true
globalisation. Who would have thought that an
Indian company would buy British Steel? Tata
bought British Steel, renamed Corus, which was the
merger of Hoogovens, a Dutch company, and
British Steel. Who would have thought Tata would
buy that and the under-bidder would be a Brazilian
company? The challenge on a global stage is no
longer solely an American challenge, or, indeed a
Western European one. It is not solely a Japanese
challenge. It is the challenge from the South Korean
chaebol, LG, Samsung, Hyundai, SK. It is the
challenge from Chinese companies such as Haier,
Lenovo, Bird, a whole load of them.

Q323 Mr Newmark: But if you want to build a global
brand, do you still have to dominate the US market?
Sir Martin Sorrell: You still have to have a very
significant presence in the US market but the
balance is changing. If I look at our business, say,
last year, where did we see the fastest growth? We
saw it in China 25%, India 20-25%, Russia 35%, the
Middle East 25%. These other parts of the world are
becoming significantly more important. Whilst the
US is still very important, it is a bit like is television
still important? The answer is yes.

Q324 Mr Newmark: But television, eVectively, is
increasing dominated by American sitcom, sitcom
shows and so on. You talk about the growth in India
and China, do you think this will be a counterveiling
force against the Americanization of the world
economy? That is not necessarily the ownership of
products which you were talking about but
American culture and so on influencing what is
going on in India and China.
Sir Martin Sorrell: I think you will—the growth of
Bollywood, for example, in the film industry. It is
inconceivable for me that 1.5 billion or 1.3 billion
will not be capable of producing and are already
capable of producing. We are just printing today our
latest annual report which will have significant
Chinese painting represented in it. It is inconceivable
that Chinese film, art, theatre, dance, advertising
and marketing will not become significant on a
worldwide stage. The same applies for India. It

would be arrogant and rather complacent of us and
the Americans to believe that we will continue to
dominate those industries when there is such a
wealth of talent and people available. I think the
answer is it will become much more balanced, just
like in a technology sense network television will no
longer be the dominate force that it was. It will be a
force but it will not be the only force. The internet
and the web and other technologies no doubt in the
course of time will become increasingly important.

Q325 Mr Fallon: Perhaps I could turn to your
annual report, Sir Martin, which I note, despite all
your pessimism, is printed in my constituency—and
we are grateful for the business. You describe the
biggest long-term issue facing your clients as
overcapacity. I am a bit puzzled about that. You
have talked already this morning about growing
consumer markets in places where there were not
consumer markets before. Are the new consumers in
China and India not going to take up a lot of this
slack?
Sir Martin Sorrell: If I take our largest client, Ford
Motor Company, which is one of the big three, it
faces an industry where the demand for cars and
trucks is around 60 million units in the world and the
supply of cars and trucks is 80 million. If I look at
most industries in which we operate, there is a
similar situation: there is significant overcapacity,
certainly in the West. We are seeing in the East a
growth of alternative sources of supply. The Geely
car company, a Chinese company, will probably
launch a four-door sedan in the United States at
under $10,000 in 2008. This will be a significant
competitor. Ratan Tata—who is the Henry Ford of
India, I guess—is producing a Tata car for lower
income groups and will become a major source of
supply. Most of the Chinese motor companies will
become significant exporters and they are expanding
capacity. So alternative sources of supply, lower-
cost sources of supply, as we would call it—and we
see that in services also in terms of outsourcing—are
being built, not just in Asia but in Latin-America, in
Africa and the Middle East and in Central and
Eastern Europe. I have focused a lot on Asia. Do not
ignore Russia and the other CIS countries. Do not
ignore Africa and the Middle East. Two things have
happened in Africa over the last year or so which I
think are very interesting. Firstly, Gaddafi has had a
volte-face in Libya, and increasing interest, for
example, in the oil industry and the sources of supply
and energy in that part of the world. The growth that
we have seen in Egypt in the last year or so has been
very significant indeed in the course of our industry.
You may think this is a frivolous comment, but the
World Cup in 2010 in South Africa I think will not
be as important as Beijing 2008 in terms of Chinese
development, but will be significant in the course of
development in South Africa. The Chinese influence
in South America and in Africa is becoming more
and more interesting and is focusing a lot of Western
government attention and US attention on the
potential growth in those parts of the world. As I
look at the power balance, it is not just a question of
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Asia and the overcapacity issue or the growth of
capacity is not going to be just confined to Asia but
other parts of the world.

Q326 Mr Fallon: It is not a zero-sum game. Not only
have you got these new consumer markets evolving
but the population is going to grow. When my sons
are the same age as I am now there are going to be
9 billion people instead of 6.5 billion.
Sir Martin Sorrell: Yes, but it is a zero-sum game, I
guess, to some extent for the developed parts of the
world if they cannot compete eVectively.

Q327 Mr Fallon: For the developed parts—
Sir Martin Sorrell: You saw this, for example, with
a lot of Japanese manufactures. They shifted
their production away from low-cost volume
manufacturing to higher-priced niche engineering
products and services that were more relevant to
mature economies. What is happening is that you
have lower cost and very eYcient supply sources
which are being built in these parts of the world.

Q328 Mr Fallon: You are obviously gloomy about
the capacity of Western European policymakers to
respond to all this but are you worried about the
growth of anti-protectionist sentiment, for example,
in the United States and, indeed, in China itself?
Sir Martin Sorrell: I am more worried about the
protectionism that may be in South America,
Chavez, Kirchner, et al. I would also be worried
about it in the US and, indeed China. I am worried
about that because, from a purely selfish point of
view, if you said to me: “What was the single most
important driving force for the growth and
development of WPP?” it would be free trade and
the lack of protectionism. Protectionism, in my
humble view, is driven by political considerations.
As you get closer to election times, particularly
national elections candidates seem to get much more
sensitive about protectionist and populist policies
and it does appeal to the electorate because we have
been singularly unable to demonstrate to working
populations that globalisation is in their interests.
How do you explain to a Detroit car worker, as he or
she is put out of a job, the benefits of globalisation?
We have been unable to explain that. I think it is a
highly political issue which is a vote winner,
particularly at times of elections.

Q329 John Thurso: I was going to ask you when will
companies in emerging economies be in a position to
pose a strong competitive threat to companies in the
UK creative sector but I think you have already
answered that by saying they already are under
threat.
Sir Martin Sorrell: I think they have grown
tremendously.

Q330 John Thurso: I would like to take the question
further and ask what can companies in the UK
creative industries sector do to minimise the threat
and maximise the opportunity, as you are doing?

Sir Martin Sorrell: I think by increasingly
penetrating the market. There are some very big
diVerences. Japan has always been a highly
protected market. Dentsu has 25% of the market,
Hakuhodo has 19%, so between them they have 44%
of the market. We own 20% of the third largest
agency in Japan, Asatsu UK, we have a 20% interest.
But Japan has really been fortressed. In fact, the
more successful the Japanese domestic economy is,
the more resistance to change there is. We have been
before the Japanese Fair Trade Commission twice to
try to break down the lack of transparency, for
example, on media pricing in Japan. Twice we have
been told that we are right but twice we have been
told they are not prepared to do anything about it.
China is a very diVerent situation. We have probably
been very active in China for the last 20 years, since
about 1987 when WPP acquired JWT, and we have
had no major issues. There was maybe one recently
but we have managed to deal with it, I think, pretty
eVectively. We have really had no issues over the 20
years and we have been welcomed in as a JV partner
and as WTO was accepted by the Chinese and
implemented by the Chinese and our JV partners
suggested that we raised our interest from a 50:50
basis in one case, the largest case, to 75:25. I think
the answer to your question is that we have to take
our 15% share and expand it as much as we can.
We have had a recent introduction of M&A
protocols in China. It was 8 August last year when
the Government said that if you have 25% share, if
you have certain sales and profits of an RNB figure
which I cannot remember, any acquisition or deal
that you do there of a similar nature is subject to
reference, rather like an EU reference in the context
of the Commission. That was the sign of a little bit
or protectionism, not so much in our industry but in
strategically important industries to the Chinese. I
think we have to continue to expand our business in
China and India. I am focusing a lot on that but I
would include Russia and Brazil in that, and
Indonesia. We are starting to make significant
investments in Pakistan, in Vietnam. There are other
markets in the world. Latin-America is really
confined to Brazil, Mexico and Argentina. Because
of the crunch in Argentina about four or five years
ago, it is much more volatile, and post the election or
the re-election of Kirchner later this year in
Argentina, there may be significant issues in
Argentina again. Latin-American intention is very
much Brazil and Mexico. In Russia and the CIS
countries there are big, big opportunities.
Corruption in Russia is a major issue. It is very
diYcult to operate there but with the market
growing at 35% from a small base for us, for
example, and that being a reflection of what our
clients are doing, it is a very important market, as is
the Middle East as well, which is growing at 25%.
Increased penetration of those markets I think is
very important. I would like to make one point,
Chairman. I go to China about five or six times a
year. The thing I noticed a couple of weeks ago,
which in a way is quite scary, is that Chinese
multinationals—and they do exist to a very
significant degree—have a degree of self-confidence
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I have not noticed before in the 10 or 15 years I have
been going there. I think they look at some of the
western companies and the lack of success of some
of the western companies and say to themselves,
“Maybe some of the things we thought we did not
know are not quite as important as we thought they
were.” I detect with the Indian companies a degree
of self-confidence and independence which was not
there three, four, five years ago. I think their success
is driving them to be more and more confident about
their abilities. The Chinese have great virtue in
listening and learning and they adapt very rapidly. I
think they have learned a lot, they have listened a lot
and they are carving their own course now.

Q331 Mr Todd: Can we look narrowly at Britain for
a moment. Let me suggest to that, relative to other
European states, there are some encouraging signs,
and then I want to ask you about one particular
aspect. We have the English language, which is
clearly a huge advantage in a globalised world. We
have networks built around historical experience an
migration patterns that are of great assistance. We
have a substantially Indian community in this
country, a substantial Chinese community in this
country and well-established relationships with both
major sources of growth, and we have some very
powerful historical brands which are identifiable in
a global world. The point I am coming to is that we
tend also to say we are very good at innovating. Do
you think that is true?
Sir Martin Sorrell: I think it is all true but I come
back to this sort of comparison to companies. If you
take new technology companies, companies that
start with a clean sheet of paper, in competing
against companies with legacies or legacy systems
they have a spectacular advantage. Some of the
countries we have been talking about start almost
with a clean sheet of paper. We are hidebound by the
legacies that we have: pension liabilities, healthcare
liabilities, whatever it is, and there is an attitudinal
problem as well. I jointly chaired the World
Economic Forum with Peter Brabeck-Letmathe,
CO of one of our major clients, Nestlé, two years ago
in Davos in January 2006. At the opening session he
presented some wonderful statistics from various
countries. One of the questions posed to parents of
children in each country in the analysis was: “Do
you think it is important to teach your children to
work hard or that hard work is an important thing?”
In Denmark 98% of those interviewed thought it was
not important to do so. In China 98% of parents
thought it was important. These are diVerent value
systems. You mentioned immigrant populations.
I am a second generation immigrant. My
grandparents came from Eastern Europe and my
parents were born here, so I am second generation
British. I think the role of immigrant populations
inside population is very important and very
significant in encouraging growth. I think it is
attitudinal and that is why I am somewhat bearish
about the prospects. I am not saying it is a bad thing.
It maybe that in France a 35-hour week is the right

thing, is a good idea, and maybe we have a happier
life. Maybe we are happier than the Chinese or the
Indians.

Q332 Mr Todd: Fortunately, we do not have to
make policy for the French.
Sir Martin Sorrell: No, but I think you have to
bundle it up together, because the issues we are
talking about are UK issues, French issues, Italian
issues, German issues. Interestingly, Spain is
diVerent. Our experience of Spain—and maybe it
is post-Franco euphoria—is diVerent. Economic
growth in Spain has been stronger.

Q333 Mr Todd: Is there another attitudinal
problem? When we do think of something new and
develop it into a successful SME, is the temptation
there just to flog it and take your money and buy
your Italian villa and fast cars rather than grow a
business which may be a more hungry economy and
less an acceptable trait?
Sir Martin Sorrell: All generalisations are
dangerous—and I have made lots of generalisations
this morning. It is diYcult to say that. There were
wonderful examples of entrepreneurial success in
this country and the other countries I have
mentioned, but we are talking about the weight and
the tide. The scale of what we are seeing at the
moment, and the scale of globalisation, whether we
call it Americanisation or—

Q334 Mr Todd: Could I just sharpen the question I
asked. Your company has grown by acquisition.
Sir Martin Sorrell: I would be very sensitive about
that: organic growth as well acquisition.

Q335 Mr Todd: Indeed, but you have grown by
acquisition and partly trading on that trait which is:
“Great, now is the time for the fast cars and the big
houses” and so on. Is that something you note that
there are people in the UK who just simply say,
“Well, great business I have built but I’d rather have
the lifestyle”?
Sir Martin Sorrell: No, I do not know, if you talk to
people in China they worry about the Shanghainese
they are worried about the displays of wealth and
the issue in China is the lack of philosophy, the
lack of religion—something that is going to be
counterproductive in the end. The issue you are
raising in the context of the UK and other Western
European countries is important but I think
countries such as China have to face that issue as
well.

Q336 Mr Todd: Fair enough. The barrier to entry in
much of your market is now very, very low. You
could have people sitting in a backroom producing
a technology which can advertise product for people
if they are clever enough to work out the idea and sell
the business model. What are we doing to try to use
that capability? Other than what I have just said,
which is that you spot these people early and you
oVer them big bucks to buy what they have
developed, what are we doing to make it easier in a
UK environment to innovate in that way?
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Sir Martin Sorrell: There were three areas that I
mentioned in particular: education, research and, I
think, tax systems. As I was coming here this
morning, I was thinking of the sorts of things I
would be focusing on if I were you, and they are the
sorts of areas. It is going to be very diYcult for the
UK, in my view, to compete eVectively, and you are
going to be competing against Switzerland and
Israel and Singapore, in a sense, because they have
exactly the same issues, maybe on diVerent scales, in
terms of population and GNP but they have very
similar, diYcult strategic issues to grapple with.
Those are the three areas on which I would focus in
terms of growth and development.

Q337 Peter Viggers: You put the whole of Western
Europe into one category.
Sir Martin Sorrell: In one bucket. Terrible

Q338 Peter Viggers: Absolutely. Is the highest social
cost of employment on Continental Europe
something which would allow you to distinguish the
United Kingdom from Continental Europe?
Sir Martin Sorrell: No. I have to deal with TUPE
legislation. TUPE legislation means that if one of
our agencies wins a massive piece of business from
another agency, it has to take on the employees of
the losing agency if they worked 100% of their time
on that piece of business. The client we win the
business from is faced with this situation that we
have to employ the people who lost their piece of
business in the first place. No, I think the social costs
that we have to deal with in the UK, rightly or
wrongly—and it maybe, again, from a harmony
point of view, from a social point of view, it is the
right thing to do—the structural costs of change in
the UK are not dissimilar from what we find in
France, Germany, Italy or Spain. In my view, that is
something that has to change if we are going to
remain competitive.

Q339 Peter Viggers: There are various aspects to a
company’s operations. There is the place where its
registered oYce is, the place where it is listed, the
place where the ownership of the shares is held, there
is the management and then there is the actual
operation work that is done by the company. Is it
important that any of these should be in the United
Kingdom? What is the United Kingdom’s specific
contribution? What is the United Kingdom’s
added value?
Sir Martin Sorrell: We started here as a wire basket
manufacturer 21 years ago. This is where I live, this
is where the central management has historically
been located. Let me turn it around the other way:
from where do I think is the best place for us to
operate? I think the UK has a lot of attractions from
a financial point of view, from a financial services
point of view, from a stock market point of view. We
happen to have not a dual listing but a listing on the
NASDAQ and London Stock Exchange. There are
two elements to our organisation which I think are
important. There is a global element. WPP looks a
little bit more confusing in the annual report than
it is—and there are good strategic reasons for

presenting it in a messy way—but, essentially, there
are 12 businesses. Of those 12 businesses, 11 are
really headquartered in America (10 in New York
and one in San Francisco) and one is based here.
That is of the operating companies. The global
organisation, even today, given the point about
Americanisation and globalisation, is probably best
headquartered in New York from an operational
point of view. The parent company: London.
Operating companies: probably in New York, given
still the weight. For example, we did a very
interesting thing. One of our research businesses has
located its human resources activity in Singapore.
The chief talent oYcer of that business—which is a
$2 billion business out of $11 billion of revenue, so
roughly 20% of our business—is now located in
Singapore. In terms of Asian organisation, regional
organisation, I would encourage our businesses now
to look at Beijing and Shanghai rather than Tokyo
or Hong Kong or, in some cases, even Australia:
Sydney or Melbourne. I think Chinese influence is
becoming more and more important. There is
another element which is important to your point
which I think is a really interesting one. You have the
global organisation and I think you have to have,
increasingly, local organisations. I think the role of
a country manager which has been devalued in
multinational corporations over the last five or 10
years will re-establish itself in a diVerent way. In
other words, you will have sort of ambassadors at a
country level. Having influence in a country with
government, education, research is going to become
increasingly important I think. As I look at WPP,
increasingly people have global brands sitting in
New York or London or Paris, or wherever it
happens to be, and then increasingly will use country
managers. It will be a matrix. They will not have
much authority at a local level but they will be there
to do three things: first, to make sure we have the
best local people; secondly, that we work with the
best local companies; and, thirdly, that we do the
best local acquisitions. One other observation: it is
ridiculous just to think about a country manager for
China or for India—that is three billion people or
1.1 billion people—and have a country manager
for Portugal or Switzerland. The whole thing is
imbalanced in terms of organisation and I think that
is going to change. I think you are going to have two
sorts of organisation: global and local, and the
regional will get taken out over time.

Q340 Peter Viggers: There is an article in today’s
Financial Times by someone from the World Bank
indicating that globalisation has led to an uneven
growth in wealth and prosperity. It has allowed
some individuals to have enormous wealth but the
growth is not evenly spread. It may not perhaps
concern you as a businessman but is it something
which should concern us, if you agree with the
comment?
Sir Martin Sorrell: It goes back to the point I made
before, which is politicians and businessmen and
governments have been unable eVectively to
communicate to unemployed workers the benefits of
globalisation. That inequality is another issue that
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makes it very diYcult for people to accept
politically. I would agree with the point—and maybe
this is an opportunity for WPP and its constituent
agencies—that we have to work more closely in
explaining the economic/social benefits from
globalisation. It is something the Chinese
Government themselves worry about. They worry
about the lack of growth in income in rural
communities, the imbalance between the coastal
regions and the hinterland, so it is something that
everybody has to grapple with. I read that article as
well and I agreed with it. They were recommending
not protectionism but a greater focus on (a)
explaining to people the benefits and (b) taking
concrete measures to ensure that there was
redeployment of labour if there were structural
changes. It got back to the issues of education and
reskilling.

Q341 Mr Gauke: To what extent do you think the
consolidation amongst companies which you have
written about in your annual report, for example, is
driven by globalisation or is in response to
globalisation. Also, conversely, to what extent do
you think globalisation is driven by consolidation of
companies?
Sir Martin Sorrell: Private equity is the biggest
employer as a group in the UK already. It is whether
you are running a private equity company or you are
running a public company. What is the key
parameter for growth for total shareholder return or
growth in value? It has to be top-line growth. Not
growth by acquisition. This would be like-for-like,
top-line growth. That is the key metric. If our growth
is greater than forecast, top-line, like-for-like, our
share price will rise; if it is not, it will fall. That is
what analysts and the institutional investors look at.
So it is not absolute growth, it is relative growth.
Given that, if you are running a multinational
company and you look around the world, it is
obvious: push on an open door. I think you grow,
whether by consolidation or by organic growth, in
those markets which oVer the greatest return. To be
very, very correct about it, we are investing greater
amounts of money in two areas: one is the new
technologies and one is the new markets and the new
geographic markets. I think those two issues
confront every company for the reasons I have
just said, because that is what drives returns.
Interestingly, in the annual report that comes out in
a couple of weeks’ time, we have taken incremental
growth and then we have aligned it by country or by
technology. The two things you see are Asia and the
internet or China and India and the internet. Of
incremental growth every year, those two things are
taking a very significant proportion, about 50%. Of
all advertising growth in the world, the internet is
taking 50%. What do you do? You invest in those
countries which have a greater growth rate and you
invest in technologies. There is one other thing. In
the earliest stages of growth in our industry, the
GNP grows by 10%, as it is growing in India and
China by that, and advertising and marketing

services grow by 20%. I do not know whether there
is a statistical rule, but it is twice the rate. That gives
us the opportunity that we want.

Q342 Mr Gauke: Could I come back to an issue you
touched on a moment or so ago, which was
outsourcing and oVshore and so on. What sort of
impact has that had on WPP? Going forward, do
you see that increasing and what sort of impact will
that have on the UK?
Sir Martin Sorrell: Limited so far but it is starting to
have an impact. For example, some of our market
research operations we have moved to Bangalore.
I mentioned the talent oYcer deployment to
Singapore. I think we will be doing increasing
amounts of that. It is not just a question of cost. Our
Indian market research bureau company based on
Mumbai and Delhi is amongst the best research
companies that we have in the world. The quality of
the research done, the thinking, the academic ability,
is as good as you will find anywhere else, so I think
it will have more impact on our business. It is limited
so far but it will have greater impact.

Q343 Angela Eagle: Martin, you are obviously
driven by your top-line and shareholder return to go
out and forge new markets in new dynamic areas
where the growth potential is the highest. That is
what is exciting for you. That does not mean that the
mature economies cease to exist or that they cease to
have extremely profitable markets that could be
exploited.
Sir Martin Sorrell: Absolutely.

Q344 Angela Eagle: Whilst we have been looking at
the frontiers, which are tremendously exciting and
attract particular sorts of people with particular
sorts of interest, are we not missing rather a large bit
of the jigsaw if we do not then remember that the
matured, advanced economies that are left behind
have quite a lot of profit to be had although it might
be done in a slightly more sedate, less exciting way.
Sir Martin Sorrell: Absolutely right. There is one
$10 trillion economy which is the US. There is one
$3 trillion which is the Japanese market. I believe we
are averagely intelligent at WPP. I do not think we
are better than anybody else or worse than anybody
else. I like to push on an open door. I would far
rather, very simply, expand in markets where I am
getting 10% growth.

Q345 Angela Eagle: I can understand that. But there
is this whole other world, is there not, that we must
not forget while we are getting very excited by what
is going on on the frontiers.
Sir Martin Sorrell: Yes, but people’s attitudes are
diVerent. If you are growing at 3% and you are
having diYculty in growing at 3% and you are trying
to get your business to integrate and people to work
together, there is a tendency for people to squabble
more. The way I would put it—and you may not like
what I am going to say—is that in China people
smile. I do not see much smiling here. It is too much
of a fight. One or our competitive advantages is
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getting people to work together. It is much more
diYcult to do that in an economy which is growing
at 3%, when people squabble over the revenue.

Q346 Angela Eagle: Is it not the diVerence between
new, exciting, green-field site development and
boring old brown-field development but do we not
need boring old brown-field development? And
is that not also an area where there is some
comparative advantage for the company that would
be interested in it with quite a lot of shareholder-
tingling profits available.
Sir Martin Sorrell: The answer is you do both, but if
you said to me, “What is more attractive?” It is just
like technologies. It is just like traditional media and
new media. What is hip, cool, trendy and sexy, right,
is something that is very attractive to our people.

Q347 Angela Eagle: Yes, and it is old hat in a couple
of weeks’ time.
Sir Martin Sorrell: I know that. I think the answer is
you would like to do both but I think you have to
deal with the reality that some of these new areas are
much more attractive to our people.

Q348 Angela Eagle: I understand that but there is
this other area that we must not forget. You asked a
very interesting question earlier on. You were
worried about the political support for globalisation
and open markets being eaten away. We saw that in
the G7 or G8 protestors, who suddenly appeared out
of nowhere worried about real things. What are the
benefits of globalisation to a Detroit car worker? Is
it not important that we manage to keep a political
commitment to the benefits of open markets and
also the benefits of the role of the state, so that we
can make sure that this economic growth is
sustainable into the long term? And we have not
even talked about environmental sustainability,
which is another huge issue.
Sir Martin Sorrell: You are going to get, for good or
bad reasons, tremendous support, I think, for CSR,
CR initiatives or global corporate citizenship. Three
things have happened recently: the Gates/Warren
BuVett deal over Berkshire Hathaway; the initiative
by Richard Branson, up to $3 billion profit; and
James and Rupert Murdoch’s initiatives with BSkyB
and News Corp. Those are high profile events which
have meant that no self-respecting CEO of any
company or chairman of any company will not be
interested in these areas of carbon neutrality,
environmental concern. Again, whether it is for
the right reasons or not, these events I think have
had a tremendous impact on people’s thinking.
The private markets, private industry and public
industry are going to be much more focused on that.
Coming back to the question about free trade, free
trade drives growth. It drives employment, it drives
wealth creation—maybe unequal wealth creation,
but it drives creation.

Q349 Angela Eagle: In general, but the problems
tend to come about in particular if we go back to our
Detroit car worker. If you lose the support that is

expressed politically of the people who are involved,
sometimes as victims, then a lot of the potential that
are in these economies is threatened.
Sir Martin Sorrell: I can understand that point of
view. My point of view, running a company like at
WPP, would tend to be narrow. But let me draw an
analogy with Latin-America. Latin-America has not
shown the growth that everybody has predicted for
many years, 200-300 years, and one of the reasons is
that governments there are not prepared to deal with
the interest groups, trade unions or whatever, in an
aggressive way or in a direct way because they are
frightened of losing their political base. If you look
at the growth of Brazil and Mexico, for example, one
of the reasons why it has not grown as rapidly as
perhaps it could do is that governments have been
unwilling to deal with some of the issues, some of the
structural issues, some of the attitudinal issues in as
vigorous a way as is necessary to get the growth.

Q350 Angela Eagle: Sir Martin, you can look at that
on an individual country basis but it is surely not
only up to governments to deal with the victims of
globalisation. If the entire process is to continue and
to be beneficial for as many people as possible, surely
everybody in the end has to deal with it, or you
consume your potential simply because you then
lose the places in which you can operate from the
map.
Sir Martin Sorrell: I am not worried about the
lowest common denominator; I am worried about
the highest common multiple. I see the benefits of
globalisation outweighing the disadvantages. There
will be dislocations; there will be industries that
come under pressure. I think those things will
happen in any event, whether people pursue
protectionist policies or not. The Chinese system,
which I would describe as state directed capitalism,
is a very powerful system. The Indians say, “We’re
the fastest growing democracy in the world to
diVerentiate themselves from the Chinese.” I will not
bore you with the stories I have seen, for example, in
the growth and development of Shanghai, Pu Dong
and the Expo there. The decisions that the
municipality in Shanghai make, which are well
thought through and planned, do cause disruption,
do cause concern about human rights and the like,
but the direction of that country and the growth of
that country has been very significant overall.
Unequal—they are very concerned about that and
they will try to get balanced growth. So I think there
are disadvantages but, overall, the advantages
overwhelm them.

Q351 Chairman: Sir Martin, I would like to thank
you very much for your attendance. Maybe next
time you go to Shanghai, you can say that you were
in the UK and you went to a forum where everybody
smiled for a whole hour.
Sir Martin Sorrell: I hope they were laughing with
and not laughing at!

Q352 Chairman: Before you go, tell us in 10 seconds,
from your point of view, one thing we should be
putting in this report.
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Sir Martin Sorrell: From my point of view—and this
is a narrow interest of mine—business education. I
would put it in the context of education and

investment in education. Business education and the
development of well-educated businessmen and
women I think is critically important.
Chairman: Thank you very much.
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Written evidence

Memorandum submitted by Amicus

Amicus is the UK’s second largest trade union with 1.2 million members across the private and public
sectors. Our members work in a range of industries including manufacturing, financial services, print, media,
construction and not for profit sectors, local government, education and the NHS.

Amicus believes that globalisation can be a force for enormous economic, social and cultural good;1

similarly it can continue to enforce the status quo whereby institutions and multinationals prevail over social
considerations. We stand at a crucial point of equilibrium between the best and the worst that can happen.

Executive summary

— Amicus campaigns to protect the rights of its members and campaigns for the promotion and
upholding of global labour standards.

— Amicus believes that globalisation presents a challenge to industry and workers and threatens to
broaden disparities of wealth both domestically and globally. However, if globalisation is
managed eVectively it can promote economic growth and dynamism and can deliver millions out
of poverty.

— Amicus warns against increasing flexibility and liberalisation at the expense of employment
standards. Competition will only lead to innovation, productivity and high quality goods and
services if it has a social dimension.

— Amicus believes companies, operating both in the UK and abroad, have a duty of care to their
workforce and local communities. This duty of care should exist irrespective of prevailing local
conditions. Amicus calls for the government to support an international legally binding
framework for Corporate Social Responsibility to ensure the maintenance of global labour
standards in accordance with ILO and UN Global Compact guidelines.

— Globalisation threatens to render UK workers at a global disadvantage in terms of employment
security and Amicus therefore calls for a “level playing field” to ensure British workers are aVorded
the same labour rights as their European neighbours.

— Amicus is concerned at the damaging impact oVshoring is having on the UK skills base. Amicus
is also concerned that businesses are being put under pressure to outsource without being aware
of the associated complexities and dangers.

— Amicus urges the government to ensure that employee inclusion is paramount in company
decisions to relocate operations abroad. Amicus’ OVshoring Charter establishes a standard of best
practice for companies who wish to reorganise. This Charter provides labour standards for
disadvantaged UK workers and those subsequently employed in host countries. Amicus has
successfully utilised the Charter to produce Globalisation Agreements with the oVshoring parent
companies.

— Amicus advocates International Framework Agreements (IFAs) as a means of improving and
protecting labour standards at a global level. Amicus urges the Government to push
multinationals to negotiate IFAs with the relevant Global Union Federations.

— Amicus believes that investment in skills, enterprise, innovation and infrastructure is crucial in
allowing UK industry to remain productive and competitive. Amicus calls on the government to
ensure that the necessary support and incentives for investment exist. In particular, Amicus
emphasises the need to provide support for exporters and funding for small enterprises.

— Amicus urges the government to prioritise investment in Research and Development and the UK
science base. Amicus believes that only through advancing economic enterprise and dynamism can
the UK forge a lead in safeguarding and delivering high quality jobs, businesses, products and
services.

— Amicus urges the government to support the funding and implementation of schemes to deliver
skills to the UK workforce. Amicus highlights the vital role trade unions play in training and
learning in the workplace.

— Amicus opposes the liberalisation of essential public services and urges the WTO to ensure that
developing countries are given the time and flexibility to pursue eVective development policies.
Amicus calls for an end to unfair EU subsidies and urges the UK Government to work to this end.

— Amicus calls on the government to utilise increases and innovations in taxation to meet its
commitment of allocating 0.7% of GDP to OYcial Development Assistance by 2013.

1 Keith Didcock, Whatever happened to Globalisation?, 2004
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The globalisation phenomenon

1. The nature and impact of globalisation on the UK economy

1.1 The meaning of globalisation

1.1.1 The term globalisation refers to the growing economic interdependence of countries worldwide
through a rapid increase in cross-border movement of goods, services, resources, technology and capital.

1.1.2 Globalisation—particularly in its most recent guise—is characterised and driven by the
liberalisation and deregulation of markets. The key players in facilitating this are national governments
(through World Trade Organisation negotiations), multinational enterprises and the Bretton Woods
institutions (ie World Bank and International Monetary Fund). Technological advances, the reduction in
transport costs and greater international specialisation2 have likewise contributed to the current trends.

1.2 The recent phase of globalisation as a new phenomenon

Globalisation itself is not a new phenomenon; rather it can be described as evolving through distinct
phases in history. The most recent “contemporary” phase of globalisation (broadly defined as 1970 to the
present day) has been characterised by the liberalisation of international trade, the expansion of foreign
direct investment and the emergence of massive cross border financial flows.3 It is also increasingly
characterised by the exploitation of the developing world, the weakening of labour standards and a widening
gap between the world’s rich and poor.

1.3 The roles of India and China in the globalisation process

1.3.1 Recent globalisation trends have witnessed an increasing integration of emerging markets into the
world economy. This has been possible largely as a result of the huge resource of cheap labour available and
the ability of large companies to exploit advances in transport and technology. This phenomenon necessarily
brings economic advantages and human/labour rights concerns.

1.3.2 Amicus acknowledges that to compete with such nations on an economic footing UK industry must
evolve its skill base and productivity levels, requiring innovation and investment. Amicus welcomes the
economic progress of such nations as India and China as a means of lifting populations out of poverty and
enhancing living standards. Amicus is extremely concerned, however, that human rights and labour
standards are not being upheld.

1.3.3 IneVective labour representation can lead to the exploitation of labour within these rising
economies. Amicus expresses concern at the existence—in both India and China—of appalling working
conditions which include child labour, long working hours, poor wages, low levels of health and safety and
restrictions on organised labour.

1.3.4 Amicus strongly urges the UK Government to contribute to creating a global framework—working
in conjunction with multinational corporations—that raises and protects labour standards and human
rights, in line with guidelines drawn up by the International Labour Organisation and United Nations
Global Compact.

1.3.5 Amicus further believes that multinational corporations investing in and benefiting from these
emerging markets have a duty of care to ensure that core labour standards are met in line with OECD and
ILO guidelines. Furthermore, the UK Government must find ways to press multinational corporations to
adhere to these labour standards.

1.3.6 Amicus does not wish to see global labour standards reduced through bad practice in regions where
organised labour is less developed or, in the case of China, not yet independent.

1.4 The opportunities and challenges which globalisation presents for the UK

1.4.1 Globalisation is a manageable concept, and as such the opportunities it oVers can be harnessed to
serve the needs of an inclusive global society. At present globalisation is benefiting the few while increasing
disparities of wealth at home and abroad.

1.4.2 Globalisation presents a huge challenge to the UK, most particularly for workers. If not managed
correctly, British industry may be rendered uncompetitive in a new dynamic global marketplace. The
implications of this in terms of job losses and the movement of industry abroad are severe.

1.4.3 Amicus believes that British industry must therefore evolve by up-skilling, improving production
and leading the way in innovation and enterprise. Management and employers have a key role to play here.
The challenge for government is to ensure that the UK industry and labour market receives suYcient
investment, guidance and support to be able to adapt and compete on this new level.

2 HM Treasury, Responding to Global Economic Challenges, 2005
3 International Labour Organisation, A Fair Globalisation: Creating opportunities for all, 2004
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1.4.4 On a global scale the challenge is twofold. Firstly, Amicus believes that global rules and institutions
must collectively ensure that developing nations are aVorded the opportunity to capitalise on globalisation
and work their way out of poverty. In this case, unfettered liberalisation is not the answer.

1.4.5 Secondly, Amicus believes that labour standards need to be protected through a global legal
framework reflecting the principals set out by the ILO and the UN Global Compact. This demands the
involvement of the labour movement and business in ensuring that global standards are implemented and
remain intact across the board.

1.4.6 Capitalising on globalisation—through dedicated partnership between government, business and
trade unions—aVords the UK the opportunity to build a highly skilled workforce and a dynamic and
enterprising economy. On a global level it presents a pathway out of poverty and a means of achieving an
unprecedented global framework for human rights and labour standards.

The government’s domestic policy response to globalisation

2. Businesses

2.1 Business investment

2.1.1 In a competitive globalised marketplace, where lower labour and operating costs encourage
businesses to locate abroad, investment in UK industry is put at risk. Investment is crucial to productivity
and is called for by Amicus on a number of inter related fronts such as skills, enterprise, innovation and
infrastructure.

2.1.2 Investment in manufacturing is particularly important in generating productivity and international
competitiveness. Between 1999–2002 private sector manufacturing investment in the UK fell by 18.3%.
Current investment figures are consistently low. The revised estimate of investment for the fourth quarter
of 2005 was 1.3% higher than the same period the previous year and 0.9% lower than the previous quarter.4

The culture of short-termism in the UK and the risk premiums attached to the cost of borrowing by lending
institutions are compounding the problem.

2.1.3 Amicus welcomes the government’s attempts at addressing some of these issues in Pillar Two of the
Manufacturing Strategy on Investment. In particular, Amicus welcomes the establishment of incentives for
investment, Regional Venture Capital Funds, Early Growth Funding, R!D Tax Credits and the Small
Firms Loan Guarantee.

2.1.4 Amicus urges the government to ensure that the Export Credit Guarantee Department (ECGD)
continues to oVer competitive support for exporters, in line with provision on oVer in other countries. The
US Export-Import Bank and Coface in France are increasing their support within their respective countries.
Amicus welcomes the establishment of an ECGD Fund to support the inherent risk involved in large
projects.

2.1.5 The Manufacturing Advisory Service has proved a huge success, giving manufacturers advice on
improving their business. This success needs to be built upon with additional funding needed to fulfil its
objectives and extend its facilities to manufacturers. A lack of funding still hampers Small to Medium Sized
Enterprises’ (SMEs) eVorts to invest. A government underwritten dedicated investment bank for the
manufacturing industry would assist the SME sector in gaining access to funds.

2.1.6 Amicus urges the Bank of England to take account of industrial and regional employment patterns
when making interest rate decisions.

2.2 Promoting innovation

2.2.1 “In an increasingly global world, our ability to invent, design and manufacture the goods and
services that people want is more vital to our future prosperity than ever [and] is absolutely essential to
safeguard and deliver high-quality jobs, successful businesses, better products and services”—Tony Blair,
DTI Innovation report, Competing in the Global Economy: The Innovation Challenge, December 2003.

2.2.2 Amicus endorses the view of the UK government that eVective innovation is crucial in ensuring that
British industry is able to meet global challenges and bridge the gap in productivity with international
competitors. Success is dependant on investment in new products, new designs, new materials and new
production techniques. Research and Development is particularly important to the future of the UK’s
manufacturing industries.

2.2.3 Government can play a key role in promoting innovation, through direct investment in Research
and Development and the UK science base. Amicus welcomes announcements by the government in this
year’s budget that there will be an expansion in the R!D credit by doubling the size of company that can

4 www.statistics.gov.uk
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claim the higher credit. Amicus also welcomes the implementation of a comprehensive programme for the
recruitment and retention of 3,000 science teachers along with a new entitlement to study the full range of
science subjects at GCSE level and the funding of after school science clubs.5

2.2.4 Amicus welcomes government initiatives to promote knowledge transfer from research institutions
to businesses, notably through the Higher Education Research Fund. Amicus also welcomes the funding of
SMEs through tax credits and access to finance via the UK High Technology Fund and technology venture
capital funds. Amicus encourages regional authorities—such as the Regional Science and Industry
Councils—to play a leading role in promoting business innovation.

2.2.5 Amicus supports the European Research Framework Programme and the Labour Party’s National
Policy Forum which has agreed to commit the UK to increase R!D investment to 2.5% of national income.

2.2.6 Amicus urges the government to implement tax deductions for the cost of acquiring intellectual
property, and to increase funding within the scientific sector to further encourage enterprise and dynamism
within our economy.

2.3 Outsourcing by UK businesses

2.3.1 OVshoring is becoming increasingly attractive to UK businesses who wish to reduce labour costs
and increase profits. Amicus welcomes the social and economic benefits that oVshoring brings to developing
countries. However, Amicus is concerned at the pressure British business is coming under to outsource work
abroad and in particular the damaging impact this is having on the UK skills base.

2.3.2 Practically every modern oYce based job is aVected by oVshoring; this extends beyond call centres
to highly skilled jobs such as software development, HR, and equity research. HSBC (4,000 jobs), Aviva
(2,350 jobs), LloydsTSB/Scottish Widows (1,500 jobs) and National Rail Enquiries (700 jobs) serve as
examples of recent outsourcing by British companies. It is predicted that two million jobs currently based
in western economies will migrate to India by 2008. Amicus is well qualified to discuss this issue since
oVshoring has accounted for significant job losses within the union’s membership; not least through
reorganisations in the financial companies quoted above.

2.3.3 Amicus is similarly concerned that oVshoring is not producing the savings envisaged by companies.
A number of companies—namely US giant Capital One, Dell and UK insurer AXA PPP healthcare—are
already recalling work from India because of problems relating to low customer service standards and data
protection. Nationwide Building Society has responded to news that HSBC expects to double the number
of jobs it oVshores by stating that while oVshoring may save costs in the short term, there is no evidence that
such savings are passed on to the customer in the form of better value products and service. Such decisions
against oVshoring do not necessarily safeguard UK jobs however. Broker AA Insurance services has
announced that, having abandoned oVshoring plans, it could cut more than 1,500 jobs based in CardiV and
Newcastle in a bid to meet necessary cost cuts.

2.3.4 A recent report by Deloitte Consultancy6 revealed that 70% of 25 “world class” case study
organisations felt dissatisfied by their outsourcing experiences. The key concerns expressed were the
unexpected hidden service costs and the inability of a movement in operations to deliver on quality and
cost savings.

2.3.5 The skills implications of the oVshoring phenomenon are considerable. It is vital that UK workers
have the opportunity to enhance their qualifications so that they can find alternative employment, and so
that the UK can maintain a competitive edge. It is only possible for employees to have the opportunity to
make career choices in a rapidly changing employment market if organisations take a long term view of
training and skill development.

2.3.6 The 2005 White Paper Skills: Getting on in Business, Getting on at Work, published by the
Department for Education and Skills suggested that “The UK’s future lies in producing goods and services
with high knowledge content” where the “skills capability of the workforce” comes into play. Amicus would
urge the government to implement specific measures to ensure that the skills capability of the UK is fully
developed.

2.3.7 Specifically, Amicus urges the Government to support work accredited learning and the
development of Employer Training Pilots across all sectors of the economy. Additionally, the government
should support the Skills Councils to develop professional qualifications and assist the Regional
Development Agencies in ensuring they meet their aim of enhancing the “development and application of
skills relevant to employment”.

2.3.8 Companies must be seen to be making an investment in their staV. The current approach of many
employers to skills and development is having a detrimental eVect upon the UK’s competitiveness, levels of
customer service and ability to compete on a global level. Only if skills and development are invested in will

5 Brown, G, Budget Speech, 2006
6 Deloitte Consulting, Calling for a Change in the Outsourcing Market, 2005
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sectors be able to compete and develop in tomorrow’s global environment. Amicus calls on the government
to reintroduce the training levy, compelling employers to provide a statutory minimum amount of training
every year for their staV.

2.3.9 The need to develop a strong and dynamic skill base in the UK notwithstanding, Amicus believes
that the disappearance of a lesser skilled workforce can threaten the competitiveness of industry further up
the skills ladder. To this end, Amicus calls on the government to acknowledge the importance of workers
with a lower skill base to the success of the UK’s manufacturing and service industries.

2.4 Corporate Social Responsibility

2.4.1 Amicus believes that Corporate Social Responsibility is inextricably linked with the issues of
oVshoring. Companies have a duty to their workforce and the communities that host them regardless of
where in the world they operate. Employees in every part of the world should enjoy basic human rights, good
rates of pay and decent terms and conditions of work.

2.4.2 Globalisation threatens to undermine labour standards of good business practice. Multinational
corporations should comply with global human and workers’ rights guidelines laid down by the ILO and
OECD. This commitment must exist irrespective of human rights standards in host societies.

2.4.3 The implications of a lack of such commitment—in particular non-compliance to fair pay and
working hours—will not only see an abuse of workers abroad but will cause a reduction in the global
benchmark. This in turn impacts on labour standards in the UK as pressure is put on workers to match the
cost eYciency of oVshoring.

2.4.4 Amicus calls for companies acting within the UK and overseas to be partners in the competency
framework established by the government’s CSR Academy. Amicus urges the government to implement a
legally binding framework for Corporate Social Responsibility, and also to push for the development of a
legally binding framework at the European level. A clear role for trade unions exists in producing and
monitoring such a framework which should encompass social, environmental and financial aspects.

2.5 The design and level of business taxation

2.5.1 Amicus urges the government to ensure that any increases in taxation are fair and equitable and that
progression is consistent within the European and Global context. Amicus believes that such rises should in
part contribute to achieving the government’s pledge of 0.7% of GDP to OYcial Development Assistance
by 2013.

2.5.2 As a member of the Stamp out Poverty Coalition, Amicus advocates the implementation of
innovative taxation as a means of bridging the funding gap required to achieve the Millennium Development
Goals. Amicus further urges the Government to look seriously at a swift implementation of such a tax.

2.5.3 Amicus welcomes the UK operation of a tax on share prices and urges the government to implement
further taxation innovations. These include the Air Ticket Levy, levies on financial transactions and a stamp
duty on currency transactions. The latter innovation alone has the potential to raise $3 billion annually in
the UK ($35 billion worldwide).7

2.6 Reducing the burden of business regulation

2.6.1 Amicus warns against increasing flexibility and liberalisation at the expense of employment
standards. Amicus believes that competition will only lead to innovation, productivity and high quality
goods and services if it has a social dimension. Without a level playing field underpinning competition,
market forces will lead to firms competing on the basis of low quality, low prices and poor, low paid jobs.

2.6.2 Amicus believes that choosing competitiveness over social protection and sustainable development
is short sighted. Such short termist strategies can only lead to damaging shareholders, communities,
consumers and, of course, employees.

3. Households

3.1 Labour market and employment

3.1.1 In the absence of appropriate provision and protection, the increasingly competitive world can
render UK workers at a global disadvantage in terms of employment security. Amicus advocates a “level
playing field”—a framework for aVording British workers the same benchmark labour standards as those
in countries with better protection. Although this should begin by aiming for a level playing field at the
European level, the goal should also be pursued at the wider global level through the various international
institutions, so that ultimately there is a single floor of good labour protection around the globe.

7 Stamp out Poverty, Submission to DfID, 2006
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3.1.2 It is generally cheaper and easier to make British workers redundant than it is elsewhere in the EU.
Inevitably this makes British workers the first option when it comes to cutting jobs. Stronger social
legislation ensured the Corus steel works in the Netherlands remained open. This meant the end to
thousands of jobs in the UK. In contrast, Amicus members have experienced numerous closures and
redundancies over the last decade. Notable examples include Vauxhall at Luton, BMW/Rover at
Longbridge and Peugeot at Ruyton.

3.1.3 Amicus calls for a common European social safety net where everybody enjoys at least the same
basic standards of social protection at work. In particular, Amicus calls for equality in reference to
redundancy costs and consultation procedures.

3.1.4 Amicus believes that a “long hours” culture results in low productivity, reduced competitiveness
and economic success. Productivity in France, where there exist higher standards at work and a maximum
working week, is significantly higher than in the UK. Amicus therefore calls for an end to the UK opt-out
of the Working Time Directive.

3.1.5 Amicus likewise calls for the government to support the Temporary and Agency Workers Directive
and work for its swift and eVective implementation.

3.1.6 Minimum redundancy pay in the UK is amongst the lowest in the EU. Amicus urges the
government to deliver on promises made in the manifesto and honour commitments to increase statutory
redundancy pay in line with the levels of our European neighbours.

3.1.7 State Aid in the UK is significantly less than that allocated to other EU states.8 This puts UK
industry at a competitive disadvantage. Amicus calls on the government to provide more support within EU
rules and develop a more imaginative approach to allocation of State Aid.

3.1.8 Amicus has been opposing the Services Directive on account of the threat it poses to the minimum
wage and health and safety laws in Britain. Amicus calls for fair working conditions and equal treatment for
workers to go hand in hand with any measures to promote an internal market for services. Services should be
regulated by the laws of the country in which they are carried out while all Services of General Interest—
including health, welfare services and education—should be excluded from the Directive. Similarly, Amicus
calls for labour law, the agency sector and provisions relating to the Posting of Workers Directive to be
excluded from the Directive.

3.1.9 Amicus urges the government to promote a procurement strategy that enables companies to base
investment decisions on knowledge and be positioned to win work for UK businesses, thus safeguarding
jobs and skills.

3.1.10 Amicus also urges the Government to support Global Works Councils as a means of backing core
International Labour Organisation Conventions on fundamental human rights at work. Global Works
Councils are a highly eVective tool for encouraging information and consultation exchange between trade
unions and management at a global level in MNCs. Likewise International Framework Agreements are a
source of protection for labour standards at a global level and provide an essential check on the actions of
multinational corporations. Amicus members have experience of negotiating and participating in Global
Works.

3.2 Migration

3.2.1 Amicus welcomes the eVects of globalisation in facilitating increased cross border flows of people.
Amicus does, however, express concern at the negative implications of such a trend.

3.2.2 Many low income countries are critical of barriers to migration to industrialised countries. This
concern must be balanced however with the “brain drain” eVect which accompanies migration and
undermines eVorts to build national capabilities. Sub-Saharan Africa currently has less than one health
worker per 1,000 people.9

3.2.3 Amicus welcomes the eVorts of the Department for International Development (DfID) and the
Department of Health to ensure that the UK does not “poach” medical personnel needed in developing
countries. Amicus also welcomes DfID aid—most notably in Malawi—directed at increasing staV numbers
and salaries and ensuring eVective capacity replacement.

3.2.4 Amicus urges the government to do more to put pressure on fellow OECD countries to stop
recruiting skilled workers from vulnerable countries. Amicus strongly supports eVorts at capacity building
in health and other crucial sectors within these developing economies, in full consultation with the trade
unions in those sectors in those countries.

3.2.5 Amicus is concerned that key terms and conditions of employment in the UK are threatened as
employers and employment agencies seek to exploit migrant workers. The employment of migrant workers
at reduced pay rates at Cotham Power Station is an example of such exploitation. Fortunately, in this
instance Amicus has been successful in negotiating more equitable terms and conditions.

8 http://europa.eu.int/comm/competition/state–aid/scoreboard/indicators/k1.html<total
9 www.dfid.gov.uk /news/files/world-health-day-2006.asp
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3.2.6 Likewise, Amicus is concerned at the growing number of migrants being driven into the illegal
economy.

3.2.7 Amicus urges the government to ensure that labour standards remain uniformly high across the
board and that abuse of immigrant workers is detected and not tolerated.

3.3 Training and the Acquisition of Skills

3.3.1 There is no doubt that Trade Unions play a vital role in training and learning both in and out of
the workplace. Amicus believes that skills and training should be part of the collective bargaining agenda
under statutory recognition arrangements. The development of the Union Learning Representatives system
has already led to thousands of workers receiving training and many more have been made aware of the
importance of skills to not just their job security and the wider economy but also to their fulfilment both in
and out of work.

3.3.2 The UK still lags behind our major international competitors in terms of the workforce who are
qualified to NVQ Level 2 or equivalent, this impacts upon our productivity and our ability to adapt to
technological change. Developments within the global marketplace—namely increased economic
competition, technological change and greater innovation—make it essential for the UK to retain and
develop skills within the workforce.

3.3.3 Amicus welcomes the role Sector Skills Councils (SSCs) play in delivering skills. The SSCs have a
key role in shaping and driving the strategic skills agenda for their industries and should seize the
opportunity to work with all stakeholders in bringing greater coherence into the system. Amicus advocates
that SSCs, and employers within those sectors, should be set strict targets and action should be taken against
sectors that underachieve.

3.3.4 Amicus welcomes the Government’s commitment to enhancing the link between supply and
demand through Skills Academies. However, it is essential that trade unions are able to support and
contribute to the work of Academies, as with SSCs, throughout their structures.

3.3.5 Amicus is encouraged by the success of Employer Training Pilots and more recently the
development and national roll out of Train to Gain initiatives in enhancing productivity and
competitiveness. However, Amicus is concerned that this initiative is restricted to individuals undertaking
their first Level 2 course, which excludes those wishing to retrain in another occupation. Amicus is also
concerned that individuals are prevented from undertaking courses above Level 2, which is precisely where
the greatest benefits to productivity and employability are gained.

3.3.6 Amicus welcomes the move to make manufacturing related courses more accessible to those at
school through initiatives such as Connexions-Direct, Vocational GCSE in Engineering and the creation of
specialist engineering colleges. However, more needs to be done to ensure that apprenticeships are fully
available and utilised.

3.3.7 Specifically, restrictions on apprenticeship funding need to be removed while young people need to
be made more aware of career opportunities within the manufacturing occupations with more funding for
career advisors. In addition, initiatives to re-skill older workers through mature modern apprenticeships
would be welcome.

3.3.8 Amicus is concerned that measures should be put in place to ensure that the UK has the capacity
to meet the needs of a highly productive, high skilled manufacturing sector.

3.4 The provision of support for those disadvantaged by Globalisation

3.4.1 Amicus’ OVshoring Charter seeks to ensure provision for workers in the UK disadvantaged by
company reorganisations. This Charter sets out standards of best practice for companies intending to
relocate operations abroad and advocates meaningful consultation between company and union, clear
business rationale for relocation, a commitment versus compulsory redundancies and site closures and a
responsibility to nurture outgoing staV through training and skill development.

3.4.2 Amicus has ensured concrete provision for its members through Globalisation Agreements with
Prudential UK and Royal and Sun Alliance Insurance. These agreements are not an attempt at
protectionism; rather they reflect Amicus’ eVorts to ensure that those disadvantaged in the UK are provided
for while those host workers in developing countries are aVorded decent labour standards.

3.4.3 Amicus urges the government to ensure that employee provision is paramount in company
decisions to oVshore and that correct procedures are followed and standards upheld. This should include
funding for retraining and acquisition of alternative employment and a commitment to statutory minimum
redundancy pay referred to earlier in this submission.

3.4.4 On a global level, Amicus calls for the government to honour its commitment to achieving 0.7% of
GDP in aid to developing countries in line with the Millennium Development Goals. Moreover, Amicus
calls for such aid to be deployed in a prudent and focused manner.
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4. Resources

4.1 In the 2006 Energy Review, the Department of Trade and Industry predicted that by the year 2020
the UK will be importing three-quarters of its energy needs. High global energy prices and concern over
security issues pose challenges to UK macro economic stability.

4.2 High energy costs can lead to inflation and harm economic growth with the consequence of high
manufacturing costs and a potential exodus of skills and jobs from the UK. Amicus believes that a clear
energy policy is essential to protect UK economic, industrial and social wellbeing, ensure security of supply
and protect against environmental damage.

4.3 Amicus urges the government to set a broad framework with the necessary fiscal and policy regimes
to provide for eVective delivery and ensure security of energy supply. The government should commit to a
clear political lead on Nuclear energy and support a structured Research and Development programme for
a clean coal commercial demonstration plant to fully explore the options for carbon capture and storage.
It is also necessary for public awareness of the issues concerned to be raised.

4.4 Amicus calls for increased exploration drilling in the UK Continental Shelf and fresh investment in
clean coal, nuclear and renewable energy sources. Likewise, investment in skills—particularly through the
creation of adult and youth apprentice schemes—is necessary to ensure future enterprise and dynamism
within the sector.

4.5 Amicus welcomes the introduction of the Renewables Transport Fuel Obligation.

5. World Trade Organisation and Fair Trade

5.1 Although it was stipulated that issues relating to trade were beyond the remit of this report, Amicus
strongly believes that no discussion of globalisation can take place without reference to its global
socio-economic implications.

5.2 Globalisation is a potential force for delivering millions out of poverty. However, under the guidance
of the World Trade Organisation (WTO), the global economy is weighted in favour of industrialised nations
and impedes progress in the developing world.

5.3 Amicus is concerned at the pressure exerted on developing countries to open their industrial and
service sectors to foreign competition. Amicus is also concerned at the eVect agricultural subsidies are having
on the ability of developing nations to compete both at home and abroad. Agriculture is a key component in
leading developed countries out of poverty; however unfair trade rules—in particular the practice of export
dumping—are impeding such progress.

5.4 Amicus welcomed the developments at Hong Kong which saw a commitment to end export subsidies
by 2013. Nevertheless, Amicus is concerned that this represents only 3.6% of EU spending on agriculture.10

Amicus calls on the government to utilise its influence in the EU and WTO to ensure that greater reductions
are made to agricultural subsidies and that better—and unreciprocated—market access is oVered to
developing nations as a means of reducing the burden of poverty.

5.5 Despite representing members at each end of the industry’s spectrum, Amicus welcomes CAP reform
in the sugar sector. Similarly, inspite of being directly aVected, Amicus members support the ending of unfair
EU subsidies. Through compromise, Amicus advocates safeguarding UK industry while balancing the
needs of producers in the developing world.

5.6 Amicus expresses concern at the implications for developing countries of the current negotiations at
the WTO relating to the General Agreement on Trade in Services (GATS). GATS covers the provision of
such services as banking, insurance, construction, water, sanitation, health and education. Amicus is
specifically concerned at the threat public service liberalisation poses to developing countries in disrupted
services, failure to provide for the poor, increased prices and corruption.

5.7 In light of the recent failure of a DfID backed privatisation programme in Tanzania, Amicus is
particularly concerned at the potential impacts of liberalising such essential services as water, health and
education.11 The Tanzanian example—which saw the host government terminate its water supply contract
with western firm City Water, citing a deterioration in supply and a failure to meet investment obligations—
serves to highlight the dangers of such liberalising ventures.

5.8 Amicus believes that the tight schedule agreed by the Hong Kong Ministerial Text—along with
stringent IMF aid conditions and plurilateral requests from rich nations—is putting enormous pressure on
developing nations to liberalise without taking the time to assess the relative merits of such a move.

10 ibid
11 Oxfam Briefing Paper, A Recipe for Disaster: Will the Doha Round fail to Deliver for Development?, 2006
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5.9 Amicus urges the Government to use its influence in the WTO to ensure that developing nations are
given the time and flexibility to pursue eVective national development policies. Amicus believes that access
to essential public services is a fundamental human right and as such should not be jeopardised by
neo-liberalist profiteering. Amicus therefore calls for essential public services such as water, health and
education to be excluded from liberalisation commitments on the basis of security and fair pricing of supply.

May 2006

Memorandum submitted by the CBI

1. The CBI welcomes the inquiry undertaken by the Treasury select committee into “Globalisation: Its
impact on the real economy” and for the opportunity to comment.

2. As the UK’s leading business organisation, the CBI speaks for some 240,000 businesses that together
employ around a third of the private sector workforce and covering the full spectrum of business interests
both by sector and by size.

The nature of globalisation and its overall impact on the UK economy

The meaning of globalisation

3. “The growing economic interdependence of countries world-wide through the increasing volume and
variety of cross-border transactions in goods and services and of international capital flows and also through
the more rapid and widespread diVusion of technology.” (IMF) This process is the most conducive to
growth in living standards via specialisation and comparative advantage. Countries with a high proportion
of trade to GDP tend to be highly developed, and vice versa. Open economies tend to be freer and richer;
those that are closed tend to be repressed and poorer.

The extent to which the recent phase of globalisation is a new phenomenon for the world economy

4. Global economic integration is not new—it was proceeding apace in the 19th century via steamships,
railways, telegraphs and foreign exploration. The two world wars and an outbreak of protectionism
interrupted this but gave way to greater opening of the world economy since 1950. Some aspects are,
however, diVerent. These include:

— the scale and speed of capital flows, for example gross private capital flows as a share of GDP
increased from 10.3% in 1990 to 24.2% in 1993;

— the new trading potential caused by falls in transport costs and better IT systems, exemplified by
the export of labour intensive processes to low wage countries—for example, the value of traded
goods has risen from 5.5% of global GDP in 1950 to 18.8% in 2000;

— dis-intermediation of the production process, whereby various stages of goods’ production pass
across national boundaries;

— the striking growth in flows of foreign direct investment since the mid-1990s, which have increased
from $203 billion in 1990 to $746 billion in 2001; and

— the increase in competition which encourages specialisation and productivity.

The roles of China and India in the globalisation process

5. Despite the hyperbole, both China and India still have very low per capita incomes. China’s $1,263 lies
between Ukraine and Syria in 115th place globally, while India’s $640 is below that of Senegal. (The UK
per capita income is $35,421). There remain considerable obstacles to smooth advancement such as India’s
caste system, infrastructure, China’s state owned banks, pollution and land title problems, etc.

6. UK trade with India and China is a small share of the total. For external trade in goods, exports to
China and India were 2.4% and 1.3% of the total respectively, and imports from them were 4.7% and 1%
respectively, in 2005. China is the world’s second largest user of petroleum products at 6.5 mbpd in 2004
(USA 20 mbpd is the first), yet imports only 12% of its energy needs due to huge reserves of coal and rapid
growth of its nuclear power program.

7. Chinese and other developing countries’ excess savings and growing oYcial reserves since 1997 have
been used to buy Government bonds of developed countries. This has helped to lower borrowing costs in
developed countries by exerting downward pressure on bond yields.
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The impact of globalisation on UK and global macroeconomic stability

8. While globalisation has supported macroeconomic stability, as demonstrated by improved inflation
performance, it has also had underlying or structural impacts on the UK economy.

9. Globalisation has coincided with a period of exceptionally low inflation (by post World War II
standards), and while central bank policies have undoubtedly played a part, enhanced competition from
low-cost countries may well have contributed too. The annual average inflation of the G7 group of countries
between 1973 and 1983 equalled 10.2%. Since 1995 average inflation within the G7 has averaged just 1.8%
per annum. Globalisation has also coincided in the 1990s with exceptional macro-stability, by reducing the
amplitude and variability of inflation. Globalisation has been felt most in the prices and production of
tradeable goods, which has provided consumers with higher living standards through greater choice and
lower price products.

10. Competition for labour from other countries has helped to keep inflation low by restraining the
growth of wages, both through inward migration, oV-shoring and the possibility of oV-shoring of
production processes. Inward migration alone is estimated to have shaved 0.5% oV UK interest rates by
holding down the growth of pay and augmenting labour supply.

11. Economic growth in developed countries has been supported by a lowering in the cost of capital. Since
1997 excess savings have flowed to developed countries in a reversal of the traditional development process,
where funds would flow from rich to poor. Now poor countries send excess savings abroad to subsidise
western over-consumption, eg by financing the US current account deficit. This followed the SE Asian
currency crises of 1997–98, and their switch to huge current account surpluses, but also reflects
under-developed banking systems and capital markets in developing countries.

The opportunities and challenges which globalisation presents for the UK

12. Globalisation is likely to bring increased competition and in turn further changes to existing labour
market practices and the production process. Increasingly, workers are part of a global pool of labour—
expanded by China, India and other rapidly industrialising countries—with production processes located
across a number of national frontiers. For the UK some sectors will expand, whilst others will shrink,
dislocating some workers, but creating employment opportunities elsewhere within the UK economy.

13. There will also be greater competition for natural resources with access and security of resource
supply more critical. In order to meet this challenge the UK needs to invest more in refineries, storage
terminals and sources of power to avoid (a) an exodus of chemical and manufacturing companies and
(b) rationing by price and quantity. Natural resources will have to also be used more eYciently.

14. At the same time there will be increased opportunities for trade, which can be enhanced by reducing
tariVs and other barriers to trade. Greater opportunities for trade, knowledge transfer and investment
should stimulate economic activity, leading to greater specialisation, consumer choice and higher living
standards. But in order to fully realise these opportunities the UK must invest in equipping workers with
the skills and education as the demand of unskilled labour declines. And greater investment in a number of
other areas (see below) in order for the UK to continue to remain an attractive business location.

Businesses

The relevance of globalisation to the Government’s policies on:

Business investment

15. Globalisation makes it more imperative that government policies be predictable and business friendly
if the UK is to continue to be an attractive location to invest—both for domestic and foreign firms. Generally
the more open the economy the better it will perform and more attractive it will be as a location to invest,
which in turn will support employment, tax revenues and economic growth.

16. Companies are increasingly less able to operate under bureaucratic restrictions and/or inflexible social
contracts that trap them into outmoded methods under the force of international competition and
specialisation. The UK must ensure that it does not hamper companies’ flexibility, by burdening business
with excessive regulation, taxes (see section on design and level of business taxation) and other barriers to
competitiveness. And to ensure the UK remains an attractive place to invest will require greater investment
in infrastructure and transport, promoting innovation and R&D as well as increasing the depth and breadth
of the skills’ base of the workforce.



3405581002 Page Type [E] 09-10-07 18:55:27 Pag Table: COENEW PPSysB Unit: PAG1

Ev 94 Treasury Committee: Evidence

Promoting innovation and research and development

17. Global competition for business investment in R&D and innovation is stronger than ever. The UK
will need to demonstrate that it has the skills, funding, infrastructure and opportunities that meet business
needs if it is to attract and retain such activity in the UK.

18. The R&D tax credit is designed to be simple and attractive to all companies conducting R&D in the
UK; it helps to maintain existing business R&D eVort while also supporting new growth and inward
investment. The tax credit does make the UK an attractive place for R&D in the global market, although
it is still operating at sub-optimal levels. For larger companies the credit should be equivalent to a 7.5%
reduction in R&D costs, but companies are only realising a 3% reduction. The optimum level for influencing
global R&D decision-makers would be 10%. To achieve this, the rate of the tax credit should be increased
significantly and/or the range of eligible R&D costs covered by the tax credit should be widened. Otherwise,
it is inevitable that new R&D investment by companies in the UK will slowly drip away to other parts of
the globe (China is planning to introduce its own R&D tax credit and is investing heavily in science and
technology infrastructure and skills).

19. The government has done much over the last decade to reverse the decline in investment in the science
base infrastructure in the UK. However, it has also introduced Full Economic Costing, which has eVectively
removed much of the original cost advantages for business working with UK universities. To help re-dress
this, government funding for universities must shift to focus more on meeting the skills, research and
innovation needs of business.

20. On the broader innovation front, the government has correctly identified using public procurement
as a major catalyst for business innovation. With suYcient drive, the UK could become a global hot spot
for innovation (in particular for the service sectors) with government benefiting as the first customer. But
this will require a significant attitude change: at present nearly 80% of companies disagree that government
supports innovation by acting as an early adopter of new ideas.

The revised Lisbon Agenda for Europe

21. Globalisation makes realisation of the goals of the revised Lisbon Agenda all the more critical.
Increased global competition should serve to accelerate the UK Government’s eVorts to implement policies
nationally to achieve these goals and step up lobbying eVorts to encourage other Member States to do so too.

Outsourcing by UK businesses

22. Outsourcing equals specialisation outside the firm, when the firm buys inputs or services from a
specialist rather than makes them in house. OV-shoring is a type of or sub-set of outsourcing involving
arms-length or long distance purchase of inputs or services abroad, or the deployment of back oYce or other
service functions in overseas locations. Both parties should see enhanced productivity by being freer to focus
on their speciality. The much higher productivity levels in the UK should place a finite upper bound on the
“oV-shoring” of jobs, as might logistical problems such as scarcity of skilled staV and managers in
developing countries, but we should not be afraid of this process. Exposure to it, like competition generally,
lifts living standards in both countries. Even when a country has an absolute advantage in the production
of every type of good or service over another, it will still make sense to trade in those goods or services where
the advantage is least pronounced.

Design and level of business taxation

23. Relative to our main trading partners, UK business has seen deterioration in tax competitiveness.
This has been a result of the continued rise in the UK tax burden since 1997 (£60 billion of extra business
taxes), at a time when our competitors have taken tax competitiveness seriously and reduced the tax burden
on business. For example Ireland has reduced its corporation tax rate to 12.5% in 2002 from 38.5% in 1996,
whilst the UK rate of 30% is now above the OECD average of 29%.

24. With globally mobile capital and businesses increasingly footloose, the UK must ensure that its
business tax system remains competitive if it is to sustain high rates of direct investment—both by domestic
and foreign businesses. UK business taxation should be kept as simple and transparent as possible, with full
regard to the levels charged by competitor economies. In short, the business tax burden should be kept as
low as possible in order to stimulate investment, employment and economic activity.
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Reducing the burden of business regulation

25. According to a CBI/MORI survey, the nature and level of regulation aVecting business is one of the
most important factors influencing a company’s international location investment decisions.

26. The CBI is a strong advocate of the benefits of fair competition and open markets and it is the CBI’s
view that an appropriate regulatory environment is a key factor in ensuring both fair competition and the
eYcient operation of open markets. An appropriate regulatory environment provides certainty in the
functioning of the market and underpins investor confidence in an economy.

27. The CBI is pleased that better regulation is a key priority for the Government as the need for
regulatory reform is at the top of many companies’ agenda. Better regulation should mean ensuring that
any new legislation and regulation adheres to the Better Regulation Commission’s principles for good
regulation. In the end it is the appropriateness of legislation and regulation that will determine the success
of a regulatory regime. So, as well as simplification of existing regulations, the CBI supports eVorts to
improve the process of formulating new regulation.

28. This includes encouraging a “culture change” among policy makers and regulators and a move
towards a more business-friendly culture with emphasis on light-touch regulation proportionate to risk,
clarity of intent to avoid unintended consequences, consistency within and between regulators at diVerent
levels and quality information. New regulation should only come forward when absolutely required and
consideration has to be given to the cumulative burden of regulations, particularly on small firms. The CBI
is also of the view that departments and regulators should undertake more frequent and better
post-implementation reviews of regulations.

29. Whatever measures are taken by government to deliver “better regulation”, it is crucial that the
quality of legislation and regulation is not damaged.

Households

The relevance of globalisation to the Government’s policies on:

Labour market and employment

30. Global competitiveness requires a real drive to raise productivity levels—this will depend in large part
on achieving stronger skills base and ensuring a flexible labour market. The UK needs skilled and adaptable
workers who are able to respond to shifts in demand and take on new roles and responsibilities.

31. The challenge for successive governments has been to balance labour market flexibility with security
for workers. The UK’s current employment rates suggest that the UK has got the balance right. The UK’s
employment rate is currently 71%—one of only three member states (along with Denmark and the
Netherlands) meeting the 70% target set out in the 2000 Lisbon Agenda.12

32. A flexible labour market is one equally accessible to all workers. Excessive levels of employment
protection creates an insider/outsider model, in which insiders (typically men working full-time on
permanent contracts) enjoy high levels of employment security, while those on the fringes (typically young
people, older workers, women and ethnic minorities) experience diYculties finding employment. A flexible
labour market also delivers flexible working patterns—part-time and temporary work, “flexitime” and
annual hours—which help employers match supply and demand in a service-driven environment and meet
employee demand for work life balance.

Migration

33. Mobility is also key to labour market flexibility—the ability to recruit globally is vital if the UK is to
maintain its competitive edge and the Home OYce’s recent plans to introduce a new, streamlined,
points-based immigration system is very welcome. Migrants, particularly the highly-skilled, must see the
UK as an attractive option in the global labour market, and employers need a system that will make it as
easy as possible for them to recruit globally. The economy benefits from this kind of activity—migrants
generate 10% of GDP, despite accounting for only 8% of employment.13

Training and the acquisition of skills

34. Raising skills is also fundamental to a flexible labour market and essential to ensure continued
competitiveness. On average, an 8% increase in the proportion of trained workers leads to a 0.6% increase
in UK productivity, as measured by the value-added per hour worked.14 The need to improve skills at all
levels will become ever more pressing as employer demand grows. By 2020, 42% of jobs will be at graduate

12 Employment Statistics, Eurostat, 2005
13 HMT Parliamentary Question May 2002. Quoted in A Points-based system: Making managed migration work for Britain,

Home OYce, 2006
14 Dearden, Reed and Van Reenen, The Impact of Training on Productivity and Wages: Evidence from British Panel Data,

Institute for Fiscal Studies (2005)
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level or above, compared to 30% today. Demand at the lower end of the labour market is also shifting, with
service sector jobs, particularly hospitality and personal services, likely to experience significant growth.
These occupations require diVerent types of skills, placing greater emphasis on customer care and
communication.

35. But a third of employers report a serious impact on business performance as a result of skills
shortages15 and many have real concerns about the skill levels of those entering the workforce: only 56% of
16-year olds gain a C or above in GCSE maths and only 60% in English. Seven million adults lack the literacy
skills and 17 million the numeracy skills expected of an 11-year old. It is estimated that low basic skills cost
the UK economy £10 billion per annum.

Resources

The relevance of globalisation to the Government’s policies on:

The supply and pricing of energy

36. Economic expansion in both emerging economies such as China and India, and developing countries,
will result in increased demand for the world’s energy resources, putting upward pressure on prices. As the
UK moves towards becoming a major net importer of energy, it will increasingly have to compete
internationally for oil and gas supplies, becoming more exposed to global price increases.

37. Increased energy import dependence does not automatically undermine UK energy supply security,
but does pose new challenges for government which must be managed eVectively, for example by:

(i) improving energy eYciency, thereby minimising consumers exposure to global energy price rises,
while simultaneously contributing toward national security of supply and climate change
objectives. While significant progress has already been made by many businesses in this regard (for
example, through their actions under the climate change agreements), there is still scope for further
cost-eVective improvements across the economy, particularly in the residential, commercial, SME
and public sectors. Key to realising this significant potential is to ensure that consumers are both
better informed and better enabled to make energy eYcient purchasing decisions through a
combination of regulation (eg extension of product standards), information (eg labelling) and
more direct fiscal incentives (eg tax rebate for more eYcient housing).

(ii) ensuring that the UK remains an attractive environment for energy investment. Over the next
10–15 years, significant investment is required both in replacement generation capacity and in new
gas import and storage capacity (eg Oxera estimates that total investment required in the electricity
sector will be £4.3–£5.7 billion per annum over the next 15 years, while total planned investment
in the UKCS and import and storage facilities over the next few years will be approximately
£2.9 billion per annum). With both energy and capital markets now international in scope and
outlook and with investment needs simultaneously rising in many other countries (the IEA
estimates that OECD countries will need energy investment totalling $6.5 trillion between 2004
and 2030), there is a need to remain committed to the liberalised energy market mode to attract
capital market investment.

(iii) encouraging full liberalisation of EU energy markets, and adoption of the liberalised energy
market model beyond the EU, to remove market barriers to free trade in energy and ensure flows
into the UK.

(iv) working with the energy industry to ensure that UK is importing energy supplies from a range of
sources and countries, to avoid over dependence on specific pieces of infrastructure or exporting
countries.

The environment

38. Climate change is one of the major environmental dangers facing the world and has the potential to
have a significant impact on global economic growth in the long-term. While UK leadership on climate
change can serve to spur investment in environmental technologies, allowing businesses to specialise in those
areas in which we have a competitive advantage, the case must not be over-stated. Climate change is a global
problem, requiring a global solution. Unilateral action by the UK or the EU that raises costs for carbon-
intensive industries risks their relocation to areas where there are less stringent environmental regulations,
thus having limited impact environmentally. While the UK and other industrialised countries must take a
leadership role, to minimise the competitiveness impact on UK and EU businesses, and maximise
environmental benefit, we need participation of emerging economies and developing countries in addressing
the climate change problem.

May 2006

15 CBI Employment Trends Survey (2004 and 2005)
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Memorandum submitted by the City of London Corporation

Introduction

1. London’s leading role as international financial centre is widely recognised. It is currently home to over
260 foreign banks,16 generates over $750 billion foreign exchange turnover each day (31% global share),17

is the world’s leading market for international insurance,18 and has 554 foreign companies listed on the
London Stock Exchange.19 This view is shared by the Treasury,20 which says London’s emergence as the
leading financial centre is attributable to its strong position, in terms of the size of London’s markets, the
scope of services oVered within a small area, and its international nature. The City is and always has been
a market place serving, and trading with, the rest of the world commercially. Its position in a time zone
enabling it to transact with the Far East in the morning and New York in the afternoon and the English
language further aids business. The result is a highly concentrated international business district with an
overwhelmingly commercial infrastructure.

2. Comparisons are often drawn between the City of London and other cities, notably New York,
Frankfurt and Tokyo. Part of the continuing appeal of London to foreign companies is its cosmopolitan
status. Frankfurt and Tokyo, for example, are primarily market places for domestic participants to which
foreign players are granted access. London and, to a lesser extent, New York are characterised by foreign
nationals trading with each other.21 The City is essentially a large international market place, responding
to a need for governments and companies not only in Europe but from across the world, to borrow and
raise capital.

3. Recent international trends are having an increasingly significant impact on the City as a world class
financial and related business centre. Increasing imbalances have become apparent between economic
growth rates achieved in continental European countries and those generated through the increasing
competitiveness of emerging economies, in particular India and China. The diYculties experienced by the
US economy continue to have a wide impact most noticeable on global exchange rates. With these
uncertainties, the UK’s continued growth cannot be assured if the economy is too heavily dependent on
exports to Western European and North American markets. It has become clear over the past two to three
years that increasing attention needs to be paid to Asian markets22 and the City Corporation recognises the
significance of the growth in these economies. This is illustrated by the current Lord Mayor’s focus on the
region and by the decision by the City Corporation to establish representations in both China and India.

The globalisation phenomenon

4. Globalisation is, of course, a reality of the modern world of commerce. It is a phenomenon that is
driven by increased international competition, stronger technology flows, and greater access to financial
capital. In turn, it is a force that spreads goods and services, knowledge, learning and wealth potential across
more of the world. In the last 10 years alone gross private capital flows have more than doubled as a
percentage of GDP and such flows and the trade and investment they stimulate help drive growth in the
world today. They reflect the internationalisation of investments flows due to the reform of exchange
controls, cheaper travel and the great advances in communications and technology. It could be argued
therefore that modern finance, in its many competitive forms, is the underlying driver of globalisation
because international trading profits enable huge investments to be made in skills, innovative technology
and in particular rapid information and communications systems.

5. Research carried out for the City of London Corporation by the Centre for Economics and Business
Research23 highlights that world trade as a ratio of world economic activity has risen from 11% in 1960 to
27% in 2005 and explains further that in 1960 the 15 countries that made up the European Union (up to
May 2004) enjoyed 30% of world trade (excluding trade between the 15 countries). With the growth in trade
across the world, this share slipped back to 20% in 1980 and has remained roughly at the same level since.

16 Source: Bank of England
17 Source: BIS
18 Source: International Financial Services, London
19 Source: London Stock Exchange/World Federation of Exchanges
20 HM Treasury Budget 2006 Press Notices, PN04, “Strengthening London’s position as the world’s leading international financial

centre”, 22 March 2006
21 The Competitive Position of London as a Global Financial Centre, Z/Yen Limited, published by the City of London

Corporation, November 2005
22 Alan Johnson, Secretary of State for Trade and Industry said in a speech to the Transatlantic Business Conference on

30 March 2006 “The emergence of China and India is potentially the biggest economic development in a thousand years”
23 The Importance of Wholesale Financial Services to the EU Economy 2006, cebr, published by the City of London Corporation,

April 2006
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6. The emerging economies of China and India, among others, clearly present new opportunities further
to enhance London’s position, but also new challenges that mean London cannot aVord to be complacent
and future success can never be taken for granted.24 China has increased its share of all goods exported from
near 0% in 1960 to 5% in 2000 and to 7% in 2004. As yet, other emerging economies such as India, Russia
and Brazil are finding it harder to become such notable exporting countries, though as a whole, emerging
economies’ share of world trade has increased dramatically.25

7. The emergence of new major goods exporters such as China has had a number of significant economic
implications for developed economies such as the European Union. Apart from impacting upon the EU’s
share of the world export market, it has also had an eVect upon the way domestic markets operate. It has
coerced developed economies into re-evaluating their manufacturing markets, shrinking them in parts and
raising the quality in others to be able to compete. Their emergence has also lowered world prices of goods
that are produced by large emerging countries, such as cotton and electronic equipment, but at the same
time has raised the prices of goods imported by such countries, such as energy, other commodities and even
many traded services.

8. Emerging economies at present hold a small share of the finance and insurance export market, for
example in 2002 China exported ƒ0.3 billion, India and Brazil ƒ0.5 billion each and Russia ƒ0.3 billion.26

Indications are, however, that they are growing fast. Indeed between 2002 and 2004, it is estimated that these
four countries increased their exports of finance and insurance by 32%.27 The fast growth in wholesale
finance trade in recent years in emerging economies highlights the potential for further growth in such
countries.

9. Financial markets in emerging economies are currently comparatively small when compared with
those in developed economies such as the US and EU. For example in 2004 the domestic equity market
capitalisation of China’s Shanghai and Shenzhen stock markets stood at ƒ360.4 billion compared to the US
exchanges equivalent of ƒ13,141 billion and the London Stock Exchange equivalent of ƒ2,307 billion. In
Asia, the largest bourses outside of Japan remain those of Hong Kong and Taiwan. However the Indian
stock exchanges in aggregate had a domestic market capitalisation in equities of ƒ603.4 billion in 2004,
compared to Hong Kong’s ƒ693 billion. They are amongst the fastest growing, with domestic market
capitalisation having risen 238% between 2001 and 2004. This compares with growth of 15% on the New
York Stock exchange, 29% on NASDAQ, 32% on the London Stock Exchange, 29% on Euronext and 12%
on the Deutsche Börse over the same period.28

10. In general, however, the Indian and Chinese financial markets remain small compared to those in the
US, Japan and the EU. Fast Indian growth has failed to raise the stock market growth of emerging
economies as a whole above that of developed countries. Indeed the percentage growth in domestic market
capitalisation of emerging economies between 1995 and 2004 has fallen short of that in developed
economies. The likelihood is of faster emerging market growth in coming years. Dynamic economic growth
in economies such as India and China will eventually feed through to more mature and advanced financial
markets: for example, currently some ƒ1.4 trillion worth of private savings resides in deposit accounts in
China. Much of this is likely to feed through to equity and bond markets over the next 15 years, as the
wholesale financial market reforms.

11. Foreign investment is also helping the growth of financial markets in the emerging economies.
According to the World Bank, China and India are by far the largest net recipients of portfolio flows to
developing economies. China received a net $8.5 billion in 2004 and $6.8 billion in 2003 whilst South Asia,
largely India, received $6.0 billion in 2004 and $7.3 billion in 2003. Between 1997 and 2004, China and India
benefited from net portfolio equity inflows of ƒ34 billion and ƒ28 billion respectively. South Africa also
benefited from net equity inflows of some ƒ30 billion during this period, though these were mostly in the
1990s.29

The government’s domestic policy response to globalisation

12. The Chancellor’s announcement in March of a new International Business Advisory Council for the
UK is welcome. According to the Treasury, “The Council will advise the Chancellor and Secretary of State
for Trade and Industry . . . over the next three years on how to respond to the challenges and opportunities
of globalisation to ensure the UK continues to be one of the top locations for international companies’ high
value-added activity”.30 This group goes some way in illustrating the significance attached by the
Government to the growing impact of globalisation.

24 In this regard, it is worth noting that the City of London Corporation has commissioned SAMI Consulting and Oxford
Analytica to explore the impact of China and India’s long-term economic development on the Square Mile. The project will
consider alternative scenarios concerning the potential development paths of India and China and assess the possible impacts
(both positive and negative) upon the City’s financial services sector. The research is due for publication in Summer 2006

25 The Importance of Wholesale Financial Services to the EU Economy 2006, ibid
26 World Trade Organisation, International Trade Statistics 2005, OECD Statistics on International Trade in Services 1993–2002,

cebr analysis
27 The Importance of Wholesale Financial Services to the EU Economy 2006, ibid.
28 ibid.
29 ibid.
30 HM Treasury Press Notice 19/06, “Chancellor establishes International Business Advisory Council for the UK”, 21 March 2006
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13. In November 2005, the City of London Corporation published research, conducted by Z/Yen
Limited,31 based on a survey of opinion of professionals in the financial services industry in over 20 countries.
Senior decision makers were asked about the key components of competitive advantage, and how the
world’s major financial centres ranked against these criteria, therefore providing a detailed overview of
practitioners’ perceptions of London’s position.

14. The results of the survey showed that the regulatory environment ranked highly among the factors
considered most important in assessing the competitiveness of an international financial centre. The
regulatory environment is considered much better in London and New York than it is in other competitors
such as Paris and Frankfurt and slightly better in London than in New York. There are generally two
comparisons made about the regulatory environment in London and New York. The first concerns the
number of regulatory bodies, some respondents to the survey forwarding the view that there are too many
regulatory bodies in USA and that there is a lack of consistency between them. In the UK, however, the
Financial Services Authority (FSA) appears generally well regarded and benefit is seen in there being only
one main regulator overseeing the financial services industry in London.32

15. The second comparison about the regulatory environment in London and New York concerns the
philosophy of regulation. The FSA favours an environment where principles of regulation are published
and there is a degree of discretion as to how these principles are applied. The FSA also favour a risk-based
approach to regulation where financial institutions concentrate their compliance eVorts in areas where there
is the highest risk. In the USA the regulatory philosophy is based around more clearly defined rules and is
described as more “prescriptive”. In general it would appear that the regulatory environment in USA is
regarded as acceptable, but the approach adopted by the FSA found more favour with respondents.

16. The issue of European regulation continues to be a priority for the City. The better regulation agenda
has received widespread support from practitioners in the City and beyond who have been calling, for some
time, for both less and better legislation, and a genuine policy shift towards achieving more considered
regulation. There is a growing realisation that the most eVective legislation is produced in consultation, at
an early stage, with key practitioners and stakeholders. This was one of the key findings of the report by the
UK Better Regulation Task Force launched at the UK Presidency Better Regulation Conference in
September 2005.33

17. In advance of the UK Presidency of the European Union, City practitioners were consulted by the
City Corporation over the issues they would like to see raised during the UK’s tenure. One of the matters
raised was the need for eVective and consistent implementation of Financial Services directives across the
EU as a whole. This is key in realising the potential benefits of economic integration from EU financial
services legislation while avoiding costly burdens on business.

18. The level of support for financial services and Government responsiveness to the concerns of the
industry was ranked mid-way by practitioners in the Z/Yen study34 in terms of importance as a factor in an
international financial centre’s competitiveness. London and New York were seen as having governments
which were more responsive than Paris and Frankfurt. Singapore was also thought to have a responsive
government. On the other hand, other respondents felt that the financial services industry in Tokyo was
badly let down by its government and that Tokyo’s standing as a financial centre had suVered as a result.

19. A previous study carried out in 200335 reported a widespread dissatisfaction with the Government
over financial services matters and a feeling that promoting the financial sector was not suYciently high on
the political agenda with other governments more adept at advancing their financial sector’s interests.
Whilst a number of the respondents to the 2005 survey considered that there was room for improvement in
the Government’s attitude, the strength of feeling reported previously did not seem to be present. Indeed
several respondents said that they found the attitude of European Governments “too interfering”, and
preferred the more “laissez-faire” attitude in the UK.36

20. One criticism that did emerge from London practitioners in the survey was the feeling that too many
of those involved in Government did not fully understand the concerns of the industry. It was
acknowledged, however, that generally the Treasury was reasonably supportive of the industry and the
Government was not going intentionally to undermine such an important part of the UK economy.

21. On another aspect of Government intervention, respondents ranked the corporate tax regime eighth
in importance as a factor of competitiveness. 91% of respondents thought the Corporate Tax regime was
important, very important or critically important. Perhaps unsurprisingly, few respondents scored any
financial centre as excellent but London fared well with 74% of respondents rating it as good compared to

31 Competitive Position of London as a Global Financial Centre, op cit. The study was conducted to update research previously
carried out for the City of London by the Centre for the Study of Financial Innovation and published in June 2003 entitled
Sizing up the City—London’s Ranking as a Financial Centre. This research similarly sought practitioners’ perceptions of
London’s competitive position as an international financial services centre

32 Competitive Position of London as a Global Financial Centre, op cit
33 Get Connected: EVective Engagement in the EU, Better Regulation Task Force, September 2005
34 Competitive Position of London as a Global Financial Centre, op cit
35 Sizing up the City—London’s Ranking as a Financial Centre, Centre for the Study of Financial Innovation, published by the

City of London Corporation, June 2003
36 Competitive Position of London as a Global Financial Centre, op cit
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64% awarding New York a similar rating. The research showed, however, that there was a general feeling
that corporate tax was less of an issue than it once was and quoted a Director from a European investment
bank—“These days the big banks are all multinational and are clever enough at declaring profits sensibly—
this means that corporation tax is less of a competitive issue than it once was”.37

22. The availability of skilled personnel was ranked as the single most important factor in the
competitiveness of an international financial centre in both the 2003 and 2005 surveys. Both London and
New York have good reputations for the availability of skilled staV.38 Based on this research, it is diYcult
to avoid the conclusion that London and New York’s reputations as global financial centres, at least in part,
derive from the quality of the workforce. Whether the quality of the workforce is a cause of these cities
becoming leading centres or whether skilled workers are attracted to London and New York because of the
size of the financial sector within the cities is the subject of some conjecture. The availability of high quality
personnel is, however, clearly a key factor in maintaining the superiority of London and New York over
other centres.

23. A number of European banks have decided to centralise their European operations in London. A
variety of reasons have been given, most based on the availability of skilled personnel and particularly the
flexibility of the labour markets in the UK.39 The flexibility of staYng was a common thread amongst a
number of respondents. This is important because banking is highly cyclical and it is seen as necessary to
be able to increase and reduce staV numbers regularly.

24. Separate research undertaken by Z/Yen Limited,40 also revealed a strong feeling among practitioners
that London was the most suitable place in Europe to centralise their operations because of the flexibility
of the labour market. One respondent talked of London having a “just-in-time” workforce—well trained
and available when required, but easily reduced when necessary. This contrasts with views given of Paris
where reducing staV numbers requires trade union consent which can add significant time and cost if
workforce changes are proposed. Several respondents also made the point that London is the “English
speaking centre” for nationalities, such as Australians, New Zealanders and South Africans and that many
of these people are highly qualified and have worked in banking in their home countries.

25. Growing EU labour regulation has previously been seen as a key threat to London’s position41 and
the 2005 research carried out by Z/Yen oVered the stark warning that “this threat remains with the UK’s
adoption of the EU’s Social Chapter and the steady flow of labour market regulation making themselves
felt”.42 The research also found however, that this is unlikely to drive jobs away from London towards other
European centres whilst these centres remain even less attractive—“The current feeling in London is,
however, that the Government is acting responsibly in the adoption of EU labour legislation and that
London’s competitiveness is unlikely to be badly damaged.”43

May 2006

Memorandum submitted by the Design Council

Introduction

The Design Council welcomes the opportunity to respond to the House of Commons Select Committee’s
inquiry into Globalisation: Its impact on the real economy.

This submission deals generally with the questions posed in the inquiry terms of reference and particularly
to the question of the Government’s domestic policy response to globalisation in respect of businesses. Our
views are drawn from our knowledge of progress made in relation to an independent Treasury review carried
out by Design Council chair Sir George Cox.

Useful definitions

In the context of this submission we will use the following definitions, as described in the Cox report
(see 03 below):

“Creativity”: the generation of new ideas—either new ways of looking at existing problems, or of seeing
new opportunities, perhaps by exploiting emerging technologies or changes in markets.

“Innovation”: the successful exploitation of new ideas. It is the process that carries them through to new
products, new services, new ways of running the business or even new ways of doing business.

“Design”: links creativity and innovation. It shapes ideas to become practical and attractive propositions
for users or customers. Design may be described as creativity deployed to a specific end.

37 ibid
38 ibid
39 ibid
40 Strategy Canvas Survey (for Global Investment Bank), Z/Yen Limited, February 2004
41 Sizing up the City—London’s Ranking as a Financial Centre, op cit
42 Competitive Position of London as a Global Financial Centre, op cit
43 ibid
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Cox review of creativity in business

The Chancellor commissioned Design Council Chair Sir George Cox to look into the question of the UK’s
long-term economic success and how the nation’s creative skills could be exploited more successfully. The
Cox report was published by the Treasury in December 2005.

Our view is that rapidly emerging economies present new opportunities for the UK. Policies and practices
that promote innovation and creativity will help the UK thrive in more intensely competitive markets such
as the emerging economies of Brazil, Russia, India and China.

This document in large part draws from the Design Council’s response to the Cox report, which is broadly
aimed at:

— Rapidly transforming businesses to enhance the skills and performance of SMEs.

— Enabling companies and public bodies to use design more eVectively.

— Developing skills needed by entrepreneurs and designers for the future.

Economic and policy context

The Cox Report highlighted that “. . . although it is manufacturing where the UK has so far felt the brunt
of global competition, the build-up of skilled capability in the developing nations is equally a threat to the
service industries. Indeed, thanks to advances in information and communications technology (ICT), it is
often easier to relocate services than production facilities. The model of the UK becoming an all-service
economy, the world’s leading repository of professional skills, is enormously appealing—and totally
unrealistic. It is naive to assume that countries will be content to leave such capabilities to the UK, while
they simply concentrate on delivering goods and services, dependent on the creativity of others.”

The UK has a worldwide reputation for creative leadership and design ingenuity. While this reputation
is hard-earned it is not ours of right.

The government accepts that for Britain to prosper in an increasingly competitive world—the subject of
this inquiry—we must create and support a business culture based on creativity, innovation, skills and the
successful exploitation of science and technology. There is no other viable future in a world where fast
developing economies are now competing for high-skilled as well as the low-skilled jobs, and are increasingly
moving up the value chain to oVer high-quality, high-value goods and services.

Impact of design

Design has a well-proven impact on company performance and competitiveness, meaning that it can also
have a significant impact on national productivity and competitiveness. The key findings from the Design
Council’s annual National Survey of Firms (Design in Britain 2005–06, Design Council) show that:

— Every £100 a design alert business spends on design increases turnover by £225.

— Where design is integral, less than half of businesses compete mainly on price, compared to two
thirds of those who don’t use design.

— Shares in design-led businesses outperform key stock market indices by 200%.

— Businesses where design is integral to operations are twice as likely to have developed new products
and services. In the past three years, four fifths of them have, compared to a UK average of 40%.

— On average, design alert businesses increase their market share by 6.3% through using design.

(For further info please visit: www.designcouncil.org.uk/factfinder)

The UK has many internationally acclaimed designers, but too often UK businesses do not make good
use of the design talent that exists on their doorsteps. The barriers to a greater use of design by UK
companies include lack of time, managerial mindset, risk aversion and lack of understanding of the value
and role of design. Equally, the design industry has not always communicated and championed the value
of design in business terms.

International lessons

The Cox report identified the impressive nature of the emerging economies of the Far East that are
successfully positioning themselves for the future. By building up new technology-based industries and
investing massively in education, technical skills and creative capabilities it is now the high-skilled jobs in
leading economies that are coming under threat.

The growth of the Indian software industry is cited as a good example of this trend. In the early 1990s
companies in North America and Europe started commissioning software from Indian sources on the
grounds of cost; these days it is for advanced applications on the grounds of capability. In the first half of
2005, Indian exports of software and IT-related services were estimated to be worth over £5.5 billion.
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India is also fast becoming an international centre for research:

— Intell had 800 hardware and software designers based there.

— GE has 1,000 scientists in India.

— Microsoft has opened a new laboratory in Bangalore (third largest outside the US, after
Cambridge and Beijing).

(The Growing Competitive threat to the UK/Cox Report, November 2005):

We also see other countries implementing comprehensive policies aimed at enhancing competitiveness
and increasing GDP through design. China, for example, is putting a huge amount of eVort and resources
into building an indigenous design capability.

Cox Report recommendations

For reference, we would like to refer the Committee to recommendations made in Sir George Cox’s
report. The recommendations were broadly grouped in the following categories:

— Raising awareness and changing behaviour.

— Providing support and incentive.

— Preparing future generations of creative specialists and business leaders.

— Using the power of public procurement.

— Creating greater visibility for the UK’s creative capabilities.

Progress with implementation

Given the active participation that has been required by the large number of Government and non-
governmental bodies in taking forward the recommendations, progress has been laudable and is briefly set
out as follows:

— Raising awareness and changing behaviour.

The Design Council has led on the national delivery of a design programme for business. So far, one
RDA—Yorkshire Forward—is delivering the programme and subject to funding delivery will start in a
further three regions during 2006–07. Subject to funding, a further four RDAS are expected to start delivery
in 2007–08.

— Providing support and incentive.

The Inland Revenue has agreed to improve the administration of tax credits through the creation of
specialist R&D units to deal with all SME R&D tax credit claims. Further activity will see wider take up of
the scheme among firms that are currently not innovators in science and technology.

— Preparing future generations of creative specialists and business leaders.

The Higher Education Funding Council of England has been the lead body in taking forward this task,
and has met with heads of business schools and the engineering education community to develop this
further.

— Using the power of public procurement.

The OGC and Lord Hollick are undertaking work in this area, and are expected to report later this year.

— Creating greater visibility for the UK’s creative capabilities.

With the goal of creating a network of Creative and Innovation Centres, the London Development
Agency has published a feasibility study into a London hub.

Additionally, leading individuals from industry and the creative sector have periodically met at 11
Downing Street to consider aspects of implementation, with each meeting attended by senior government
and parliamentary figures.

Further discussion and action

In the short time that has lapsed since the publication of Sir George Cox’s Review, good progress has been
made in building impetus behind its implementation so that the UK can secure its long-term economic
success in the face of rapidly emerging economies.

We would welcome further opportunities to discuss how we can continue to build on the impetus behind
the report and address the critical questions posed by your inquiry.

September 2006
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Memorandum submitted by EEF

About us

1. EEF, the manufacturers’ organisation, has a membership of 6,000 manufacturing, engineering and
technology-based businesses and represents the interests of manufacturing at all levels of government.
Comprising 11 regional associations, the Engineering Construction Industries Association (ECIA) and UK
Steel, EEF is one of the UK’s leading providers of business services in health, safety and environment,
employment relations and employment law, manufacturing performance, education, training and skills.

2. EEF welcomes the opportunity to contribute to the Treasury Select Committee Inquiry into
“globalisation and its impact on the real economy”. Manufacturers have always been exposed to the intense
pressures of the world economy. Globalisation has resulted in companies having to expand their focus from
their domestic and traditional trading partners to incorporate new and expanding markets. Companies have
also had to assess where manufacturing functions are best located to service key and growing markets, and
how and where their production process can be carried out most eYciently and eVectively.

3. Therefore, policy makers face a diVerent challenge in order for the UK to remain a competitive
location for business in the global market place. EEF believes that is crucially important that Government
focus on investment in skills, R&D, innovation and in ensuring that the UK retains a globally competitive
tax regime in order to bolster our ability to be best placed to exploit the benefits of globalisation.

The globalisation phenomenon

4. The latest wave of globalisation has been characterised by the emergence of low cost economies,
particularly from Asia, and their integration into global supply chains and trade networks. This has led to
quite considerable change in the competitive landscape in which UK business operates. The last few years
have seen a huge increase in the importance of lower cost countries as competitors. A survey of EEF
members in 200444 revealed that China was identified as presenting the most significant competitive
challenge to UK companies by 57% of respondents, up from just 18% in a 2001. The competitive threat from
developed economies has declined over the same period.

5. The integration of low cost economies, such as China and India, into the global supply chains brings
opportunities as well as challenges for UK companies and the economy as a whole. EEF’s survey of
competitive challenges revealed that UK companies are feeling the impact of low cost economies through
customers demanding lower prices in an attempt to drive costs down in the supply chain. Firms also
indicated that globalisation had led to increased price competition in both domestic and export markets.
This stems not only from direct competition from low cost economies, but also developed countries taking
advantage of lower wages by investing or outsourcing in lower cost Asia or Latin America. Competitive
pressure from firms outside the UK producing higher value added goods was less pronounced, with only
around one in 10 companies describing it as significant. Furthermore, the source of such technology-based
challenges currently remains confined to developed economies in North America and Europe.

6. Our survey also acknowledged the opportunities that low wage economies can oVer. Low cost
economies can form an important part of companies’ business strategies to reduce costs and increase
competitiveness. In a more recent survey of UK-based manufacturing companies carried out by EEF45, 45%
of respondents said they had outsourced the manufacture of parts and components or other manufacturing
functions abroad and a further fifth of companies were considering it. In addition, just over 30% of firms
had opted to make a more significant commitment to an overseas location by investing abroad. By choosing
to invest in a lower cost location, such as China or India, firms can take advantage of the large wage cost
diVerential for production of lower value added products while refocusing eVorts on higher value added
activities in their UK-based operations.

7. Operating in an increasingly internationalised world can also bring new trading possibilities. While
Europe and North America account for around three-quarters of the UK’s merchandise exports, the
emergence of fast-growing transition economies provides further opportunities for companies to look to
new trade partners. However, in 2005, only around 1% of the UK’s exports were destined for either China
or India. Companies are not expecting their key trade partners to change substantially over the next five
years. Figure 1 shows that half of manufacturers think that key growth opportunities lie in the old EU
(previously EU-15) countries in the next five years, up slightly from 2002.

8. Transition economies have made less of an impact on companies when it comes to future business
opportunities. The biggest change in attitude between 2002 and 2004 was about growth prospects in Central
and Eastern Europe (including the 10 new EU entrants). However, while almost three-fifths of companies
view China as a competitive threat over the next five years, only 20% see it as an opportunity for growth.
This is somewhat surprising given its entry into the World Trade Organisation (WTO) at the end of 2001,
which might have been expected to boost perceptions of the trade prospects on oVer. China, for example,
has been sucking in exports from across the globe. While some sectors of the UK economy have undoubtedly

44 EEF (2004) Where now for manufacturing?
45 EEF/GfK NOP Innovation Survey 2006
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benefited, other countries may have been quicker out of the starting blocks. UK firms, therefore, need to be
less reliant on the slower growing European markets and to take advantage of trade opportunities in faster
growing emerging markets.

Figure 1

EU SEEN AS MAIN GROWTH OPPORTUNITY

PERCENTAGE OF RESPONDENTS RATING AS KEY EXPORT MARKET
IN NEXT FIVE YEARS
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Source: EEF/NOP World Competitive Challenges Survey 2004.

9. Clearly, no developed economy is immune from the eVects of globalisation and the net impact on the
UK economy need not be a negative one. However, there is a role for government policy in ensuring business
is able to meet the competitive challenges and harness the opportunities that globalisation brings.
Government’s response should fall mainly in areas where it can enhance the UK’s competitive position and
ensure the UK remains an attractive place for business to locate and operate. It will therefore be vital to
ensure that all the key aspects of the UK environment—taxation, regulation, skills, the science base,
transport and the planning system—remain competitive.

Outsourcing by UK businesses

10. As noted above a growing number of manufacturing and service based companies are seeking to take
advantage of low cost economies through outsourcing and investing aboard. As firms expect competitive
pressures to intensify in the medium term, it is likely that the trend will continue and firms will look beyond
China and India for outsourcing possibilities. In this context government’s role is more about helping to
ensure that companies make oVshoring decisions for the right reasons. That is, firms should choose
oVshoring if it can deliver genuine long term eYciency gains for business, not because the UK business
environment is “pushing” production overseas.

11. EEF’s survey on competitive challenges showed that companies were generally responding to the
threats posed by globalisation with a combination of strategies—cost cutting measures, such as outsourcing,
along with increasing innovation and moving into niche markets. Government policy should recognise the
need for a range of strategies and support companies’ eVorts to move up the value chain, through innovation
and R&D. In addition, there may also be a need for government supported agencies to assist firms in looking
beyond low cost economies as a destination for low cost production. Existing government support from UK
Trade and Investment (UKTI) in this area is concentrated on SMEs and new to export firms—there would
appear to be a case to revisit the remit of UKTI in this respect.

12. We believe it is counterproductive for government to attempt to restrict oVshoring activities. If done
for the right reason there are benefits to both business and the wider economy, as outlined above. Firms,
however, need to be responsive to this changing business environment and this requires a flexible and
adaptable labour force. The requirements of business and occupations will change in response to the decline
of some lower valued added activities and rapid growth in other sectors of the economy. A flexible and
skilled workforce is needed to support these adjustments.
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Business investment

13. Capital investment is a key component in firms’ eVorts to raise manufacturing productivity and
therefore competitiveness. The UK has long been seen as under-investing in capital equipment and
technology. Despite the rise in capital expenditure in the first quarter of this year, the recovery in
manufacturing investment has been disappointing. Since the third quarter of 2003, manufacturing
investment has risen by 21% but it is still 27% below the peak it hit at the end of 1998. This raises questions
as to whether the government should be doing more to promote investment. EEF analysis suggests that,
although the government could do more through measures such as capital allowances to ease the constraints
faced by manufacturers in financing investment, it will be just as important to focus on getting the overall
business environment right.

14. Before identifying what the government could do to promote business investment, it is important to
understand the reasons for its current low level. Part of the reason could be that the statistics are telling a
misleading story given that the prices of some capital goods have been falling. Indeed, EEF members have
commented that some machine tools have either fallen in price or provide much greater functionality for
the same cost. However, falling prices are is likely to provide more of an explanation when looking at other
parts of the economy where investment in IT is proportionately higher and which have therefore benefited
more from falling prices of computers and other IT equipment. In addition, international comparisons show
UK manufacturing investment as a proportion of its gross value added falling in this decade, while it has
increased or remained stable in other major OECD countries. This suggests factors other than falling prices
account for the weakness of UK manufacturing investment.

15. Part of the explanation lies in the growing investment by UK manufacturers in lower cost locations
abroad. Not all this investment abroad will be replacing capital expenditure in the UK. For example, some
of the investment will be driven by the desire to establish a presence in growing markets in addition to
developing the UK base. Similarly, the cost savings realised by moving some lower value added activities out
of the UK can free up funds to invest in other activities in the UK. Nonetheless, the UK will be increasingly
competing with other locations, particularly low cost ones, when manufacturers decide where to put their
next investment. EEF research in its “Where Now for Manufacturing?” report revealed that manufacturers
that had invested abroad had generally achieved their objectives and were planning further moves of this
kind. Generally, these moves involve a partial relocation of some lower production but some companies are
also examining where they should do final assembly, testing, quality control and even research and
development.

16. UK manufacturers also tend to rely on internal funds to finance investment. An EEF study of
productivity diVerences with France and Germany46 showed that around a third of UK manufacturers saw
shortage of internal finance as the major constraint on investment—double the proportion in Germany and
a third more than in France. Manufacturing investment is therefore likely to be squeezed by increases in
costs that they are unable to pass on to their customers. This is supported by the strong correlation that
oYcial statistics reveal between manufacturing profitability and manufacturing investment. This points to
the need to:

— avoid increases in taxation that add to the cost of business such as employer National Insurance
Contributions, business rates and environmental taxes;

— ensure that other costs faced by manufacturers are not out of line with their competitors.
Particularly pressing currently are energy costs with the prices paid by UK companies pushed
above that paid by our competitors. The key factor driving this is our rising dependence on gas
imports, coupled with a lack of storage facilities;

— help manufacturers to reduce costs through the business improvement programmes oVered by
organisations such as the Manufacturing Advisory Service;

— provide support to small firms in accessing finance through measures such as the Small Firms Loan
Guarantee Scheme; and

— address the cashflow constraints faced by firms through providing enhanced first year capital
allowances or an investment tax credit targeted at firms with low or no profits. In addition,
enhanced capital allowances should be used to promote objectives regarded as important to the
UK such as investment in energy eYcient products and processes.

Promoting innovation and research and development

17. The emergence of low-cost countries, notably India and China, as major players in the global
economy has profound consequences for the UK. It has been clear for some time that the UK cannot
compete on price alone. EEF’s “Where Now for Manufacturing?” report revealed that two-thirds of
companies were responding to growing competition by increasing their focus on innovation and that almost
half were developing niche markets or customising their products. It is therefore vital that the UK
environment enables UK manufacturers to innovate eVectively. This should encompass the activities

46 EEF (2004) Catching up with the continent
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traditionally associated with innovation such as expanding the science base and investing in research and
development, as well as other activities such as design and marketing and the less dramatic but vital
incremental developments companies make in products, processes and services.

18. This part of our submission draws on a major piece of research completed by EEF, including a survey
of 500 manufacturers. It shows that companies are being driven to innovate by the dual pressures of meeting
customer demand and rising competitive pressures. The increasing focus on innovation is illustrated by the
fact that three-quarters of companies have increased their spending on innovation over the past three years
and that over half of them plan to do so in the coming three years.

19. Our surveys and face to face interviews revealed that much of what companies regarded as innovation
included improvements to existing products, processes and services or the introduction of new ones that had
a degree of novelty but could not be described as major technological breakthroughs. About three-quarters
of innovating firms had introduced a new or significantly improved product or process in the past three
years. About half of firms had also undertaken some form of service innovation, illustrating the growing
importance to manufacturers of developing revenue streams based on their product or process knowledge.

20. Encouragingly, companies appear to be achieving results with about four fifths of innovators
reporting improvements in productivity, turnover, profitability and market share. However, they also
experienced a number of problems. For example, most innovators collaborated with outside organisations,
including customers, companies in their supply chain and the research base, to draw on their expertise and
resources and as a way to reduce costs. However, nearly half of firms struggled to find the right partner and
to get universities and other scientific institutions to understand their business needs.

21. However, the most significant problems reported by companies related to their internal capabilities.
These included implementing projects in time, keeping costs under control and the adaptability of staV.
Many of these are skills issues, particularly in terms of recruiting people with university-level research skills
and in also accessing and developing the required management skills.

22. Companies also reported problems with external finance for innovation projects. For a little under
half of firms, the cost of external funding is an issue, while about one third of firms do not know where to
go for funding and find that investors tend to oVer sums of money that are either too large or too small for
their needs. Regulation is also a growing issue, though this can cut both ways. On balance, product
standards regulation was seen by members as positive for innovation but given that a significant number of
firms regarded it negatively, there is an ongoing need to ensure that regulation in these areas relates to
outcomes and is not so prescriptive that it reduces the scope for innovation. The impact on innovation
should therefore be explicitly considered when designing and implementing new regulations.

23. Mid-sized firms (those with 250–499 employees) performed poorly relative to both larger employers
(500 employees and above) and also medium-sized companies (100–249 employees) on many indicators.
These include the amount of innovation they did, the results it yielded, their contacts with the research base
and their ability to access outside sources of assistance. Companies in this size band will often have either
reached a plateau after an initial growth phase or will have downsized as a result of competitive pressures.
In many cases they will lack the resources to take on the more risky forms of innovation. The government
has recently recognised this by extending the benefits of the R&D tax credit for SMEs to mid-sized firms.
However, it will also be worth investigating whether other forms of support, particularly brokerage and
information and advice, could be extended to mid-sized firms.

24. Our research also showed that government support makes a diVerence. Companies accessing support
were more likely to have increased their spending on innovation or to be planning to do so and also tended
to achieve better results. Particularly influential in driving up recent spending were financial support (R&D
tax credit, grants), general advice and help with networking. Future spending plans were aVected most by
support related to access to new markets (overseas and through government procurement) and to public
research. This highlights the need to make better use of the large amounts of money to stimulate innovation
that the government spends purchasing goods. Firms that we interviewed report that procurement practices
tended to be slow, bureaucratic and risk-averse.

25. Our survey also asked companies about the influence of various factors on their innovation decisions.
We have used the responses shown in Figure 2 to group our recommendations on how the government
should support innovation under five headings.
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Figure 2

INFLUENCES ON THE DECISION TO INNOVATE

PERCENTAGE OF INNOVATORS CITING VARIOUS INFLUENCES AS QUITE OR VERY
USEFUL ON THEIR DECISION TO INNOVATE
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Business environment

26. This category includes tax treatment, government procurement, and help enforcing Intellectual
Property Rights. Discussions with our members indicate that the R&D tax credit can play a useful role in
encouraging greater innovation but that it needs to make a greater contribution than currently to reducing
the cost of undertaking R&D if it is to make a diVerence. In a global economy where other countries are
increasingly making eVorts to attract R&D, it is also important to ensure that incentives in the UK remain
globally competitive. The tax credit needs also to be publicised better and the procedures for claiming it
should be simplified.

27. It will also be important for the Gower Review to address the enforcement of Intellectual Property
Rights, given that companies will only undertake expensive innovation projects if they can be confident
about recouping costs in the long-term.

Access to skills

28. Our recommendations under this heading relate to helping companies to draw on high level skills
from universities and other parts of the research base. Human resources are key to successful knowledge
transfer between the research and industrial base. Graduates and others working in research need to have
a complementary mix of science and commercial skills but it is also important to encourage the exchange
of people between research and industry. This is recognised in the government’s Science and Innovation
Investment Framework, correcting the past over-emphasis on creating spin-out businesses from
universities—an issue identified in the Lambert Review.

29. Supplementing the technical skills of students, researchers and existing workers with enterprise,
creativity and design understanding has a double benefit. Improved understanding across the research base
of commercial issues will make collaboration with industry more eVective. Students with commercial skills
will be better at working with the research base to develop new market opportunities from new technology
when entering industry. They can help provide the “translator” resource that many businesses find diYcult
to develop.
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30. Schemes allowing a student to work in a business for short period, such as the STEP (Shell
Technology Enterprise Programme) and the DTI’s Knowledge Transfer Partnerships (KTPs), have been
very positively received by business. We have heard numerous examples, particularly of PhD students,
helping a company to resolve innovation problems and to identify new opportunities for innovation. Often
longer-term relationships result from the initial exchange, which ensures ongoing links with universities.

31. We therefore recommend that the number of graduates involved in Knowledge Transfer Partnerships
should be expanded and that access to this and the STEP programme should be improved by promoting it
through more frequently used channels such as the Manufacturing Advisory Service and Business Links.

32. The Engineering and Physical Sciences Research Councils’ new “Integrated Knowledge Centres” aim
to be a place for closer university-business collaboration on emerging technologies with market potential.
They oVer a good model for research and business staV to work alongside each other and should be rolled
out more widely.

Brokerage

33. A key part of innovation is finding the right people to talk to and getting access to them. For
manufacturers, this often means finding funding, gaining access to public research and finding partners for
collaboration. Many of the manufacturers that we interviewed expressed a desire to move away from the
constraints associated with their reliance on internal funding. This is a particular issue for mid-sized
companies, who have to grapple with new models of financing as they grow from the SME stage.

34. Improving the ability of companies to absorb new knowledge and to translate it into commercially
viable outcomes is also critical. The heavy emphasis placed by companies in our survey on gaining expertise
in product development and in design and physical facilities from their collaborative relationships suggests
a lack of capacity in these areas. For as long as these capacity issues exist, companies need to be able to work
alongside researchers to tailor emerging knowledge into commercially-relevant work streams.

35. Knowledge Transfer Networks (KTNs) seek to help disseminate new technology and identify
collaborations in specific technology areas, but they are not necessarily the actual means for collaboration.
What are still sometimes missing from the UK knowledge transfer system are “proof of concept” facilities
or technology development institutes that are widely available and clearly signposted to business. This role
is filled in Germany, for example, by the Fraunhofer institutes that provide common facilities and skilled
personnel (including representatives from universities and business) to carry out industrially-relevant
applied research that is close to the market. They are a well-known entry point for business innovation and
provide brokerage services to other relevant programmes and collaborations.

36. We recommend that:

— the government introduces a brokering function to build awareness of and introduction to
diVerent funding options, including less well-known options such as mezzanine funding and risk
sharing innovation finance facilities available at the EU level from 2007. Mezzanine finance may
be suitable for established businesses with innovation seen as too risky for traditional bank finance
and where the company is concerned not to give up equity. It might take the form of convertible
or preference shares. This brokerage could be provided by RDAs who already have some
involvement through regional venture capital funds;

— the government should widen the scope for national level risk-sharing innovation finance facilities.
This would follow the lead of the new EU scheme to be implemented in 2007 by the European
Investment Bank to improve access to debt finance for companies involved in large scale and risky
R&D projects;

— current eVorts to help companies find the right innovation partners should be co-ordinated so that
all information about collaboration opportunities is fed into an easily accessible and searchable
facility for business;

— RDAs and Research Councils, with participation from the Knowledge Transfer Networks, should
work together more closely to match the company needs and research opportunities that the
respective organisations have identified. This will ensure companies looking for partners are not
limited to partners based in their region;

— more attention is focused on improving engagement and outreach by universities and Research
Councils with business. The RDAs and KTNs provide some mechanisms for doing this but may
not have strong links with the more traditional manufacturing sectors. One way of widening
engagement would involve working with organisations such as MAS which have extensive links
with more traditional industries but which traditionally have not had an innovation focus. In
addition, KTNs require a more extensive marketing eVort to broaden their membership; and

— more “proof of concept” facilities, where business and researchers can work alongside each other
to mature and direct emerging technology towards commercial viability, are developed.
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Information and advice

37. Companies are looking beyond their existing commercial contacts for information with just over half
of innovators having some form of contact with universities. Encouraging greater and more eVective contact
would be beneficial, provided that information can be packaged in a commercially relevant context for
companies less experienced in innovation. This may involve some assistance from another source, such as
a private technology transfer organisation, to help translate the information into a more usable form.

38. Whilst government should not be the sole provider of such information, companies in our survey
rated the quality of what they had received from DTI programmes such as Foresight and Global Watch
Service, which aim to help companies benefit from innovative practice and technologies from overseas.

39. We recommend that:

— DTI’s Global Watch Service should be maintained and made available to the widest possible
audience. Recently, support for DTI Global Watch Secondments has been removed and any
further cutbacks should be resisted;

— as part of the review of UK Trade and Investment’s (UKTI) remit, the government should review
whether its new mandate on promoting the UK science base overseas should include activities such
as identifying new overseas technologies and market opportunities, perhaps utilising the expertise
of the Global Watch Service;

— Research Councils should work more closely with the RDAs to increase business awareness of the
results of work funded by them; and

— the government should investigate the scope for further assistance with the costs of using external
experts such as a technology transfer consultancy to translate information from the research base
into analysis of commercial opportunity. Such a scheme would be similar to the UKTI Export
Market Research Scheme, which provides part funding for companies commissioning a market
research study into new export market opportunities.

Capabilities

40. Ultimately, it is up to companies themselves to improve their ability to develop, apply and market
new ideas. However, the experience with best practice programmes in the UK is that they deliver substantial
gains in company performance for fairly small scale sums of public money. There may therefore be some
role for organisations such as Business Links or MAS to develop programmes or diagnostic tools to help
companies raise their eVectiveness or signpost them to existing programmes. However, there is also a danger
that these organisations become overloaded with diVerent responsibilities. It is therefore important that
their remit is confined to areas of genuine market failure.

Training and the acquisition of skills

41. The need for diVerent and higher level skills will underpin the UK’s ability to become a more flexible
and innovative economy. Companies facing growing competition need to remain ahead by innovating and
moving into the production of higher value-added products and services. Skills shortcomings can slow the
pace of innovation. Equally important is the link between skill acquisition and productivity. Having an
adequately skilled workforce plays a major role in optimising companies’ productivity growth. In addition
to its direct impact on productivity and eYciency, an inadequately skilled workforce can reduce the value
and eVectiveness of investment in capital equipment—a further driver of productivity growth. In addition
to the higher level skills already identified above, employers recognise that the skills they will need to operate
in a more global economy will change in the medium term, as illustrated in the chart below. There are roles
for government, business and individuals in making sure that these skill needs are met.

42. Employers spend an estimated £33 billion per year on training (including wage costs), in addition
publicly funded post-16 training provision (excluding sixth forms and PCDL) directed through the LSC
amounts to a further £7 billion. However, there are a number of factors undermining this investment—some
of which could be addressed by government policy. Some of the key problems stem from a lack of
information or appropriate training provision and for some firms available funding for training is also a
barrier. One further reason why firms training activities are not generating suYcient improvements in
workforce skills is that the link between training plans and longer term business strategy is often not firmly
established.

43. Some recent policy announcements should go some way to improving the situation—the roll out of
an independent skills brokerage services in the regions to help companies source training provision more
easily where it is available, is a welcome step. As are the proposals to improve the quality of Further
Education announced in a recent White Paper and the proposals to introduce learning accounts for
individuals. The development of new learning accounts for individuals should contribute to a more demand-
led system of education and training provision.
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Figure 3

FIRMS FORECAST GROWING SKILL NEEDS

PERCENTAGE OF RESPONDENTS EXPECTING SKILL NEEDS TO INCREASE
IN THE NEXT THREE YEARS
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Source: EEF/NOP World Skills Survey 2005.

44. However, some fundamental problems remain. Employers continue to find the post-16 learning and
skills sector diYcult to navigate. A plethora of sectoral and regional skills agencies have been established to
provide a range of services to employers and to make the supply of training provision more responsive to
employer needs. However, there is little evidence to suggest that this latter aim in particular is being met by
the current post-16 education and training system. Furthermore, the learning and skills and business
support sector tends to separate skills and training needs from wider business improvement assistance. EEF
is developing proposals for reform in this respect and will publish its findings later in the summer.

45. Government should also focus on ensuring compulsory education meets the needs of individuals and
employers. Before people enter the workforce the school system must equip them with a minimum level of
competence in the fundamental skills necessary for progression and participation in society. These include
literacy, numeracy and use of ICT, and will provide the foundations for all other learning. Furthermore,
getting these fundamentals right is particularly important if more people are to be encouraged to study
science, technical, engineering and maths (STEM) at a post-compulsory level.

46. In addition to academic responsibilities, schools also have a role in developing “soft skills” such as
communication, team-working and problem solving skills. It is vital that these are developed before entry
into the workforce. Provision of unbiased careers advice and guidance is also a function schools should
perform. For companies in manufacturing to attract talent into the industry in future, young people must
be provided with comprehensive information about career options and the routes that can be followed after
compulsory education to achieve career goals.

The design and level of UK business taxation

47. The UK has traditionally enjoyed the benefits of low taxation relative to most of its major
competitors. Compared with most other EU countries this is still the case. However, OECD statistics show
that the UK has moved from having a taxation burden below the OECD average in 1997 to one that was
above it in 2005. Only a handful of countries such as South Korea and Iceland have seen the tax burden (as
measured by general government receipts as a share of GDP) rise faster over this period.

48. Much of the increase in UK taxation has been borne initially by business, particularly through
increased National Insurance Contributions, fuel duties and environmental taxes. Over time some of these
added costs may be passed on by business. For example, higher National Insurance Contributions are likely
to be absorbed in lower wage rises in the long run but in the ensuing period the extra costs will have damaged
costs and undermined business investment.

49. It is important to keep rates of corporation tax competitive, particularly as there is some evidence of
a relationship between relative corporation tax rates and a country’s ability to attract inward investment.
However, for many manufacturers, the priority will lie with minimising taxes that aVect the cost of doing
business.
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50. The rising complexity of the tax code has also attracted criticism from business. The complexity of
tax incentives and the frequent changes made undermine their eVectiveness and also are a drain on
management time. There is a case for limited intervention by government to address areas of market failure
but these should be the exception rather than the rule. The administrative burden of taxation should also
be reduced through improvements to the early stages of the tax policy-making process and better assessment
of the real-world impact of tax changes.

Conclusion

In this submission, EEF has attempted to portray some of the key policy choices facing the UK
Government in a globalised economy. It remains crucially important that the UK face up to the new
challenges ahead, and take the tough decisions which will help play a role in underpinning our competitive
position in an ever changing global market place.

June 2006

Memorandum submitted by the Federation of Small Businesses

The FSB is the UK’s leading non-party political lobbying group for small businesses. It exists to promote
and protect the interests of all who own and/or manage their own businesses. With over 195,000 members,
the FSB is the largest organisation representing small and medium-sized businesses in the UK.

We welcome the opportunity to respond to the Treasury Committee inquiry into globalisation.

Globalisation presents both opportunities and challenges for the small business sector. For example, with
growing use of technology and cheaper transport, small businesses can now reach more diverse geographical
markets. On the other hand, with cheaper imports and greater competition from abroad, many small
businesses face significant challenges in terms of productivity and competitiveness.

The FSB believes that the UK economy will need to make significant adjustments to tackle the challenges
that globalisation brings, but that there are also great opportunities that can be seized and small businesses
must be encouraged to do so.

I hope you find our contribution useful. We would be pleased to discuss any of our proposals in more
detail with you.

The globalisation phenomenon

The nature of globalisation and its overall impact on the UK economy

1. The FSB believes that globalisation has a beneficial eVect on the UK economy, but that the transitional
changes the economy faces will also create significant challenges for certain sectors of the economy.

2. Of the 4.3 million businesses in the UK, over 99% are small and medium-sized enterprises (SMEs).
SMEs employ 12 million people (58% of private sector workforce) and their turnover equals 50% of GDP.

3. The discussion of globalisation often focuses on the opportunities it presents in terms of reaching new
markets. However, FSB research shows that the majority of SMEs serve local, regional and national
markets. Only 22% of members export to the EU area, 11% to non-EU Europe and 17% to the rest of the
world.

4. Similarly on the e-business side, while 80% of FSB members have access to the Internet and use e-mail,
as only 18% of members sell online and 20% buy online. Although the majority of SMEs have access to
computers and basic technologies such as the Internet and e-mail, there appears to be little leveraging of e-
business benefits to reach international and even national markets. This represents both opportunity and
challenge for the SME sector.

5. SMEs tend to employ local people, serve local markets (48% of FSB members serve local markets
within a 50-mile radius) and put money back into the local economy. For many of these businesses,
globalisation is a relatively abstract phenomenon and FSB research shows that the small business sector is
not fully leveraging the benefits and opportunities that globalisation brings. There is also strong anecdotal
evidence to suggest that SMEs are fearful of the challenges that globalisation brings and it is evident that
they are not fully leveraging the benefits and opportunities.
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The opportunities and challenges which globalisation presents for the UK

6. From the SME perspective, globalisation brings significant challenges for in terms of competitiveness
and productivity, particularly in sectors such as manufacturing and retail.

7. Manufacturing has been in decline in the UK for a relatively long time, this is reflected among the small
business sector. The number of manufacturers in the FSB’s membership has been declining steadily since
2000 from 12.2% in 2000 to 11.4% in 2006.47

8. On the retail side, traditional retail structures have been eroded by mass consolidation of the retail
sector. The globalisation process has contributed to this through some extent through the implementation
of sophisticated logistics and distribution systems, cheaper international transport and significant
economies of scale, particularly on an international scale.

9. The growing trend for consolidation and international operations to maximise profit leaves the small
retail sector under great financial strain: a significant 34% of FSB members in the retail industry reported
a decline in turnover and 36% reported a decline in profits.48

The Government’s domestic policy response to globalisation

Businesses

10. The Government’s domestic policy response to globalisation has been one of exploiting niche markets
and putting significant emphasis on high investment in R&D, education, innovation, in order to create an
economy which can compete internationally.

11. However, from the SME perspective, there are strong anecdotal perceptions that these initiatives may
not always benefit the groups that they are intended to. There seems to be little concern for the challenges
facing micro businesses: government initiatives are often good in theory, but badly targeted.

Promoting innovation

12. 64% of commercial innovations come from SMEs and 50% of FSB members believe that their
specialised expertise and products are significant competitive strengths. From an SME perspective, recent
government policies on innovation have concentrated on promoting the message of the importance of
innovation to SMEs and encouraging this through initiatives such as the R&D tax credit. However, it is
diYcult to assess how useful central government messages about innovation are. The information tends to
only reach a small proportion of the SME community and even then may not be the most appropriate.

13. Although SMEs have great innovative capacities, and are responsible for bringing 64%49 of
commercial innovations to the market, there is little exploitation of the possible benefits of globalisation
from this industry sector.

Research and development

14. The FSB is disappointed that the UK plans to reach a 2.5% GDP investment in R&D by 2010, rather
than the EU goal of 3%. At the moment, investment stands at 1.9% GDP. Although ahead of some EU
Member States (eg Portugal), this is still well behind investment by Sweden and Finland; both aim to reach
4% investment levels by 2010.

15. The Government makes much of the benefits that its R&D tax credit has brought business and that
so far, 17,000 claims have been made with over £1.3 billion of support given.50 While this is very positive,
in a recent survey of its manufacturing members51 the FSB found that a 65% were not aware of the R&D
tax credit.

16. We consider that in order to create a sustainable and competitive economy for the 21st century, policy
makers and businesses must be encouraged to emphasise the practical exploitation of R&D. Our suggestions
for this are:

— Retroactive funding for R&D projects.

— R&D driven by industry demand—more emphasis on commercial application needed.

— Make use of research expertise in universities—marry universities and the marketplace in a more
appropriate manner.

— Increase awareness of funding streams available to SMEs for R&D.

47 Lifting the Barriers To Growth, 2000, 2002, 2004, 2006
48 Lifting the Barriers to Growth, 2006, p 40
49 DTI, 2005 figures
50 DTI and HM Treasury (2005): R&D Intensive Businesses in the UK, DTI Economics Paper No 11
51 December 2005
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The revised Lisbon Agenda for Europe

17. The Lisbon goals paved the way for a major recognition of the importance of SMEs to the EU
economy. However, six years after the Lisbon Agenda was introduced, it has been revised and we have yet
to see evidence of real change taking place. We are concerned that EU initiatives are not linked closely
enough with each other, for example, there ought to be greater links made between FP7 (financial plan 7),
the Lisbon Agenda, the EU Action Plan on Entrepreneurship and the recently introduced Globalisation
Adjustment Fund.

Outsourcing by UK businesses

18. Outsourcing represents a way of eYcient cost-saving for UK businesses, but also significant
challenges in certain sectors. There is strong anecdotal evidence to suggest that SMEs are concerned about
outsourcing in terms of a possible loss to their business. One manufacturing member recently lost 30% of
his business as the business he supplied decided to outsource overseas. One of his manufacturing colleagues,
who also supplied the same UK business, had to close his business down altogether.

Design and level of business taxation

19. The tax treatment of small businesses is relatively generous by European standards. However, we are
concerned that the current tax system is too complicated and in need of radical simplification. The FSB
firmly believes that the tax system should only be used to raise Government revenue, not to deliver the
Government’s social policies.

Reducing the burden of business regulation

20. Reducing the regulatory burden is a key objective for the FSB. The regulatory burden has a significant
impact on small businesses, and over 50% of FSB members are dissatisfied with the volume and complexity
of regulations. FSB figures also show that the burden of small businesses from regulation is five times higher
than that of large businesses (employing 250 or more).52

21. One FSB member said the following about the current regulatory environment:

“Large organisations have the resources to deal with meeting compliance, which we do not have.
They are also better placed because of their financial strength to pass on the costs of compliance
to their customers. Their greater resources enable them to deal more easily with any complaints
or potential rule breaches.”53

22. The inspection and enforcement regime are also perceived as burdensome and over 40 new statutes
that provide for entry and seizure have been introduced since 2000. This is clearly a great cause of concern
for small businesses.

23. We welcome the Government’s drive to promote the principles of better regulation and simplified
legislation following the Hampton Review and Better Regulation Task Force reports. We are working
closely with central government departments to ensure the best possible outcomes for SMEs.

24. A good example of the Government’s support for a better regulation agenda, can be seen in the draft
EU Services Directive. The FSB has been very supportive of this directive, as we believe that it will reduce
some of the barriers to overseas trade that small businesses currently experience and therefore encourage
SMEs to trade across EU borders.

25. It is possible to connect the issue of globalisation and regulation in the sense that, from a small
business perspective, less or better regulation may prompt SMEs to trade across borders, eg the Copenhagen
Economic Group study on the possible benefits of the Services Directive found that implementing the
Services Directive would increase jobs by 600,000 and GDP would increase by 3% across the EU Member
State area. It is important that regulation does not penalise SMEs, but rather enables them to embrace the
opportunities that globalisation can bring.

Training and acquisition of skills

26. Recruiting skilled staV and skill shortages among existing staV is a significant problem for small
businesses. Alarmingly, some of the most problematic areas are generic skills such as numeracy and literacy.
This clearly has a significant impact on the business’ performance and ability to expand, but also on the UK
economy as a whole. With increasing competition from abroad, it is crucial that the UK’s work force has
the necessary skills to compete and deliver results.

52 “Better Regulation—is it better for business?”, written for the FSB by Professor Rob Baldwin, LSE, p 8
53 Inspector at the Door 2005, written for the FSB by Prof Robert Baldwin, LSE and Richard Anderson, Corporate Risk Group,

p 27
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Resources

The supply and pricing of energy

27. With the UK fast becoming a net energy importer of gas, the implications of increased dependence
on gas imports will be significant for small businesses. It will be essential for the Government to safeguard
national interests and seek to combat the levels of volatility in pricing levels experienced in recent months.
Small businesses need certainty and the spate of energy price hikes over the last year has had a significant
and negative impact on small businesses especially in relation to cash flow and their ability to plan.

28. The FSB has for some time campaigned for recognition of the special position of small businesses
who behave in a similar way to domestic energy users, in terms of lack of expertise and levels of energy
consumption; but do not enjoy the regulatory safeguards that domestic users receive. The current debates
on security of supply and pricing comes at a time when small businesses are under particular strain in a
volatile energy market and this is coupled with unclear pricing policies and poor standards of service from
some gas and energy suppliers.

Conclusion

29. Globalisation is bringing new and exciting challenges to UK businesses. SMEs underpin the UK
economy and create sustainable local economies by employing local people and putting money directly back
into the local community. But most SMEs remain local and should be encouraged, if appropriate, to
embrace the opportunity of globalisation in terms of exploiting new markets and trading partners.

30. The figures of low export and low take-up of e-business speak for themselves—they present an
opportunity to the Government, which needs to maintain the local, successful community whilst
simultaneously exploiting the phenomenon of globalisation, starting with more appropriate policies tailored
for the benefit of SMEs.

Clive Davenport
Trade and Industry Chairman

May 2006

Memorandum submitted by Friends of the Earth: England, Wales and Northern Ireland

Introduction and summary

We welcome the opportunity to give evidence to this inquiry. Our evidence focuses on three of the
questions in the inquiry:

— Impact of globalisation on the UK economy.

— Opportunities and challenges of globalisation.

— Implications for businesses.

In particular we set out four key opportunities and challenges:

— Tackling short-termism.

— Retaining and attracting people.

— Becoming a world-leader in renewable technologies.

— Resisting outdated ways of “being more competitive”.

We also address four key Government policy areas towards business:

— Promoting innovation through regulation.

— The Lisbon Agenda.

— Shifting the burden of taxation.

— Reform of policy appraisal.

Q1 Globalisation and its impact on the UK economy

1. Globalisation is a broad and hugely contested term. In this evidence we take it to mean the continuing
increase in cross-border economic, social, cultural and technological exchange. Given the focus of the
inquiry on policies that enable the UK economy to thrive in the context of globalisation we will focus only
on the economic impact elements of globalisation.

2. Conventionally the facets of globalisation to consider in relation to the impact on the UK economy
would be about the functioning of the global economy—trade, capital flows, emerging economies, levels of
competition, new markets etc. But in this latest phase of globalisation it is the relationship of the global
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economy to the environment within which it operates, and upon which it relies, that has become of pressing
importance not least in relation to climate change. In our evidence we therefore highlight two of the most
important facets of the current form of globalisation for our economies:

— The continuing and significant ineYciency with which resources are used, and intimately linked
to this.

— The increasingly rapid destabilisation and removal of environmental systems upon which the UK’s
and indeed every countries economy relies, as environmental limits are breached.

IneYciency

3. The UK and other Western countries are profligate in their use of energy and resources. Yet as all the
world’s economies grow, and as the need for absolute cuts in global carbon emissions grows more acute, it
will be essential that all the world’s economics become far more eYcient in their use of resources. For
example, given predicted increases in UK GDP of 2.5% a year, and a target to cut UK carbon emissions by
60% by 2050, this means the carbon intensity of GDP needs to improve by a factor of over 10.

4. However, globalisation is in many ways currently making this ineYciency even worse. As an example,
the increased use of air freighting agricultural produce across the world is having an ever growing
contribution to climate change, with its massive attendant economic costs. This increased globalisation is
happening in large part because aviation kerosene is untaxed, making it an artificially cheap option. Use of
aviation fuel has massive economic externalities, and as a result the continued expansion of aviation is an
ineYcient use of economic resources.

Breaching environmental limits

5. Our economy depends on the availability of natural resources to provide:

— the basic inputs to create goods and services;

— healthy conditions for people and workforces; and

— functioning ecosystems that, for example, regulate the climate, deal with pollution or regulate
flooding.

6. Wild nature should continue to provide these benefits for millions of years, if we respect the limits of
what we can take out of the environment or put into it. If we don’t, the evidence shows that households
incomes, companies bottom lines and economic performance will suVer.

7. The biggest threat of all to these ecosystem services upon which our economies and social well-being
relies is climate change.

8. As Prime Minister Tony Blair put it:

“What is now plain is that the emission of greenhouse gases . . . is causing global warming at a rate
that began as significant, has become alarming and is simply unsustainable in the long-term. And
by long-term I do not mean centuries ahead. I mean within the lifetime of my children certainly;
and possibly within my own. And by unsustainable, I do not mean a phenomenon causing
problems of adjustment. I mean a challenge so far-reaching in its impact and irreversible in its
destructive power, that it alters radically human existence.”54

9. Loss of biodiversity and the removal of ecosystems also has profound economic implications. In
March 2005 the Millennium Ecosystem Assessment, a joint project of a range of UN and international
scientific agencies and NGOs, concluded that ecosystem degradation would for example result in the failure
to achieve the Millennium Development Goal of halving hunger by 2015 and would be a barrier to achieving
the goals on poverty eradication and health.55

How to shape and respond to globalisation

10. The good news is that the nature of globalisation, its speed, direction, ability to remain within
environmental limits, extent within diVerent economic sectors can all be shaped by Government action and
policy. The Kyoto Protocol, other multilateral environmental agreements, and the World Trade talks are
all examples where Governments collectively aims to do so.

11. The opportunities and threats associated with globalisation for the UK economy are therefore not
simply about responding to an independent outside force but are as much about influencing the nature of
that force.

54 Speech, 14 September 2004
55 Millennium Ecosystem Assessment, 2005. Ecosystems and Human Well-being: Synthesis. Island Press, Washington, DC
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Quality growth

12. In addressing those opportunities and threats the UK Government must be explicit that its goal is to
deliver high quality economic growth, not just focus on increased economic growth. This is because the type
of economic growth—its “quality”—can hinder or help progress on the Government’s social and
environmental goals, and also harm or help the economy. For example:

— Types of growth which are highly-carbon intensive will lead to massive future economic costs, both
in terms of actual economic damage from climate change, and rising costs as the cost of carbon-
based fuels increases.

— Types of growth which reduce the quality of life in UK cities will reduce the UK’s capacity to retain
or attract highly mobile skilled workers in the decades to come.

13. Both the Prime Minister56 and the Chancellor have accepted that a blunt focus on the quantity of
economic growth is wrong. In his speech to the UN in April 2006 the Chancellor stated that:

“Six decades ago, the great British economist John Maynard Keynes, speaking here in America,
laid down what he believed were the foundations of economic policy—that it was for government
to ensure the twin objectives of high and stable levels of growth and employment. So today I want
to propose a third objective on which our economies must be built—and that is we must match
growth and justice with environmental care.”

14. We hope that the Select Committee will press the Chancellor to set out how he will ensure that the
Government’s economic policies in future do indeed do this.

Competitiveness

15. The increasing globalisation of the world’s economy has raised concern about the ability of UK
industry to compete in world markets. However, a focus on quality growth requires the notion of the
competitiveness of a national economy to be rethought—it is no longer suYcient to treat it as being solely
about increasing GDP—the quality of growth is crucial.

16. Many of the Government’s prescriptions for making the UK more competitive are undoubtedly
worth pursuing such as improving skills, innovation, education and investment—and would help deliver
quality growth.

17. However, there have also been demands that government regulations need to be reduced in order to
reduce business costs—purportedly in order to deliver a more competitive economy. Nobody would argue
against striving for “better regulation” if this means regulation that is well-designed, uses appropriate policy
instruments, and meets its essential objectives at least cost to industry and the public purse. But so often,
demands for better regulation are actually aimed at reducing environmental and social standards
themselves—something that we argue is in fact bad for the long-term competitiveness and bad for quality
growth, for five reasons:

— High environmental standards in a clear policy framework can be a powerful spur for innovation
and hence a driver of competitiveness.

— Environmental regulation, including economic instruments, has a track record in driving
productivity improvements, particularly around energy and resource eYciency, unlike ineVective
policy alternatives such as voluntary approaches.

— High environmental standards are crucial to ensuring that the UK succeeds and thrives in getting
quality economic growth—rather than any-old growth with all the risks to the future economy and
environment that entails.

— The UK will not succeed in a globalised world by a short-sighted, knee-jerk reaction of lowering
environmental and social standards in a race-to-the-bottom against economies like China: our
future competitive advantage will lie in innovation, a highly skilled workforce, and a low and
eYcient use of scarce environmental resources.

— Failure to address environmental challenges will undermine the ability to sustain growth—as
environmental systems become more unpredictable and no longer provide the environmental
services the economy currently takes for granted but does not include in its cost calculations.

18. This view of high environmental standards and a clear policy framework is not just an environmental
perspective but an economic one as well. A recent global review of competitiveness by Professor’s Daniel
Esty and Michael Porter from Yale and Harvard Business School found that

“economic competitiveness and environmental performance are compatible, if not mutually
reinforcing. Low pollution and eYcient energy use are a sign of the highly productive use of
resources. Policies that stimulate improvements in environmental quality, then, may actually
foster improvements in competitiveness that underpin a rising standard of living in the long run.”57

56 http://www.sustainable-development.gov.uk/publications/uk-strategy99/foreword.htm
57 Daniel Esty and Michael Porter, Ranking national environmental regulation and performance: a leading indicator of future

competitiveness? In: The global competitiveness report 2001–2002, OUP, New York, 2001.
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Q2 Opportunities and challenges

We set out here four opportunities and challenges for the UK in responding to globalisation.

(i) Tackling short-termism

19. The UK should be taking a long-term view of globalisation—asking what sort of economy the UK
will need in future decades, and how we can best equip ourselves for this transition. There is now
overwhelming scientific consensus on two of the main changes required in the nature of globalisation.

— First, tackling the threat of catastrophic climate change requires that emissions of carbon have to
be significantly reduced, with western economies such as our own making the most significant
reductions.

— Second, in response to the Millennium Ecosystem Assessment alarm call over the rate at which the
global economy is drawing down the planet’s natural resources which provide essential life-
support systems to everyone of us and our economies, the eYciency with which this environmental
capital is used will need to increase at least 10-fold.

20. This is a threat to the UK economy not just from climate destabilisation and reduction in the ability
of environmental systems to provide essential services to the economy, but also from increasing competition
for environmental resources—at a time when there are also non-negotiable ecological imperatives for
reducing the use of them.

21. But the opportunities for the UK economy are even more significant. As world governments face up
to these threats the economic opportunities for enterprises in developing low-carbon, low-resource use
products and services and for Governments in developing low-carbon, resource eYcient economies are
immense. Smart approaches to globalisation will focus on getting growth from far less natural resources.
Economies dependent on less resources will be in a better competitive position for example through being
less susceptible to swings in resource prices which are likely to get more volatile.

22. It is not however enough for Government to just say that green growth is good. It will not happen
unless green growth is actively promoted by Government through tax, spending and regulatory structures.
This will mean pursuing both greener types of development option, and increasing the resource and energy
eYciency of each of these options. On this latter point we again note the Chancellor’s recent speech to the
UN, where he stated:

“Of course increasing labour productivity has always been a core goal of all successful businesses.
Now as energy costs rise and materials become more scarce, we need to pay the same attention to
resource productivity.”

23. We hope that the Select Committee will ask the Chancellor to set out how he will drive forward this
new resource productivity agenda.

(ii) Retaining and attracting people

24. The UK Government believes that high-tech activities are the future for the UK—if this is so, the
success of this strategy relies not just on retaining and attracting businesses to the UK, but retaining and
attracting people to the UK. The highly-skilled workers delivering this GDP will also be increasingly
mobile—and so the success of the UK will increasingly depend on the UK being able to oVer a high quality
of life to its citizens—otherwise they will leave. This analysis suggests that ensuring a high quality of life
should be a central part of the UK’s overall response to globalisation.

25. This is another argument that a focus on the quality of economic growth is essential. If we pursue
growth paths which damage UK quality of life, it may bring short-term benefits, but will compromise the
long-term economic outlook for the country. There is little point pursuing a growth strategy involving
concreting over the south-east, if this means that the south-east will become so unpleasant to live in that
people move abroad.

(iii) Becoming a world-leader in renewable technologies

26. New technologies are needed to keep a global economy thriving within environmental limits. Already
the environmental sector of the economy is of a similar size to aerospace and growing faster. By 2010 the
global market for the sector is estimated to US$688 billion; in the UK the sector had a turnover of £25 billion
in 2004 and employs 400,000 people.58

27. Renewable energy is predicted by the International Energy Agency and others to experience massive
growth in the next 50 years. The UK has some of the world’s best wave, wind and tidal resources, and
engineering experience of sea conditions. Regulation plays a key role in the UK for realising these

58 The Environmental Industries Unit (DTI) http://www.dti.gov.uk/sectors–environment.html
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opportunities as the electricity market is mature, and it is very diYcult for new entrants. Regulation and
other intervention is essential otherwise the UK will not be a leader in these new technologies—which would
be a huge missed opportunity.

(iv) Resisting out-dated ways of “being more competitive”

28. The UK will almost certainly have a completely diVerent make-up to its GDP profile in the decades
to come. We should stop focusing on “traditional” ways of increasing productivity for existing types of
growth, and focus on how to encourage new future forms of growth. Two examples of change required are:

— Reduced focus on physical infrastructure.

29. Growth has been seen traditionally as going in hand with more infrastructure—more houses, roads,
airports. But there are diminishing returns for productivity improvements in many of these infrastructure
projects, particularly on transport. And it is far more likely that future economic growth will be based on
globalised information flows, rather than increased physical flows—given the imperatives of climate change
and resource use, the overall dependence of global GDP on physical flows will increasingly be last century’s
way of delivering benefits.

— Seeing regulation and intervention as a stimulus to new, quality growth, not a brake on old-
growth.

30. Currently new regulations are far too often wrongly seen in a negative light, and dismissed as a short-
term cost to the economy. For example, stronger regulations for new houses were dismissed as putting too
much on the cost of a new home. However, this was an entirely narrow and short-sighted analysis. Not only
were the costs exaggerated, but the benefits—from cheaper fuel bills to householders, increased value for the
homeowner, and reduced economic costs to the economy through less fuel use and reduced climate change
damage—were all downplayed. Regulation will have an increasingly important role to give us strong,
quality-growth economies. This applies both at the level of individual policies delivering eYciency, but also
at the national level—some of the world’s most competitive economies have the highest levels of
regulation—for example Denmark and Finland, who use strong regulatory policies to drive innovation and
quality growth.

Q3 Businesses: the relevance of globalisation to the Government’s policies on:

Promoting innovation

31. Globalisation has placed in sharp relief the need for Government policies to consider the type as well
as the amount of innovation in the UK economy. This is not to be prescriptive of the results of the innovation
process, but to be clear and firm about the environmental limits within which our economy and the global
economy operate. The opportunities for innovation in responding to the ineYciency with which natural
resources are presently used and failure of economic policy to properly consider the value of the
environmental systems upon which it relies, are immense. Government has a crucial role to play in providing
those who contribute to the innovation process, most importantly the business sector, with a clear policy
framework promoting high environmental standards. Providing such a policy framework in the UK will
allow our economy to thrive in the context of globalisation.

32. There is a growing body of evidence that environmental regulation stimulates innovation. This in turn
reduces the cost of compliance while delivering a range of wider benefits. According to a recent UK study,

“Well thought out environmental policies provide opportunities for innovation, create new
markets and increase competitiveness through greater resource eYciency and new investment
opportunities. In this sense environment policies can help achieve the core [EU] Lisbon strategy
objectives of more growth and jobs.”59

33. This role for Government is also identified by progressive business. Chairman and Chief Executive
OYcer of General Electric, JeV Immelt, observes:

“Europe today is the major force for environmental innovation. We—General Electric—are
therefore investing in environmentally cleaner technology because it will increase our revenue, our
value and our profits [. . .] Not because it is trendy or moral, but because it will accelerate our
growth and make us more competitive.”60

59 Land Use Consultants Ltd (Dec 2005) The Environment, Economic Growth and Competitiveness: The Environment as an
Economic Driver, a paper for the European Regional Policy Group, UK

60 Cited in Stavros Dimas, Member of the European Commission responsible for Environment (2005), Sustainable Development
and Competitiveness, speech to the EPC Meeting, Brussels, 6 October
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The revised Lisbon Agenda for Europe

34. While stressing that ineYcient regulations can impose a significant burden on business, the UK’s
Lisbon National Reform Programme also points out that

“EVective and well-focused regulation can play a vital role in correcting market failures,
promoting fairness and increasing competition. Society expects government to provide protection
for the general public, consumers and employees consistent with the best international standards,
and these expectations grow over time.”61

In relation to the environment, this means that it is important to ensure that high environmental standards
in the UK and the EU are not jeopardised by the search for reductions in regulatory burdens. It also means
that the European Union and the UK Government can see the swift development and deployment of policies
to tackle greenhouse gas emissions decisively as entirely in keeping with the Lisbon agenda.

Design and level of business taxation

35. The nature of globalisation highlights the need for the UK Government to take heed once again of
the large body of evidence showing that shifting business taxation oV employing people and onto pollution
and waste makes sense for the economy and stimulates innovation. This evidence has been used by previous
Governments to bring in new environmental taxes (the Landfill Tax under the last Conservative government
and the Climate Change Levy and Aggregates Levy under recent Labour government) along with cuts in
employers NIC. Unfortunately the present Government turned its back on shifting business taxation with
its hike in employers NIC. The Chancellor should as a matter of urgency in the context of the threats of
globalisation reinstate a green tax-shift policy as a central part of climate policy and waste policy.

36. A good example of the benefits of green business taxation is the introduction in the UK in April 2001
of the Climate Change Levy. The levy provided the incentive—especially for high energy users—to look at
energy use across their operations. A survey of businesses completed 18 months after the introduction of
the levy,62 found that it had raised awareness amongst senior managers about the need to address energy
use and greenhouse gas emissions; helped change energy management policies; and increased the use of
renewables. Crucially the survey found that though these changes had been considered before, it was the
financial incentive brought by the levy that provided the immediate stimulus to the improvements.

Reducing the burden of business regulation

37. Although environmental regulation has economic as well as environmental benefits it should be
designed in a way that minimises its administrative costs on business. It is in nobody’s interest to achieve
the same environmental outcomes at a higher administrative cost. Equally the economic (and
environmental) benefits of environmental regulation such as stimulating innovation and investment in
eYciency are improved by high environmental standards and proper enforcement.

38. In the context of globalisation, grasping the opportunities presented by high environmental standards
must be a key element for a thriving UK economy. There is, however, currently a problem—the drive to
reduce the administrative costs of regulation has spilled over into a deregulatory agenda which acts a
blockage for developing and deploying better regulation.

39. As Porter and Esty found in a global survey of competitiveness lowering environmental standards
and avoiding new necessary environmental regulation may have a superficial attraction but in make makes
no economic sense as it brings no benefit to the economy as a whole and if anything acts a drag on
competitiveness.

40. There are also significant problems with the current processes for policy appraisal. A key component
of the better regulation agenda should be the systematic and thorough appraisal of the likely future costs
and benefits of proposed regulations. In the UK, the system of Regulatory Impact Assessment (RIA)—
introduced in 1997 primarily as a tool for assessing economic impacts on business—was extended in 2004
to take in the wider consideration of environmental, alongside economic and social, impacts. A similar,
integrated system of impact assessment had been introduced by the European Commission in 2002.

41. Good policy appraisal is essential for better regulation—but is it vital that impact assessments are
based on reliable data and cover not only costs, but all the benefits as well. A range of recent studies has
concluded that in most UK and EU assessments the range of impacts considered is limited, and they
downplay the environment in general and environmental benefits in particular. Impact assessments have
also tended to focus on a limited range of economic impacts—mainly short-term costs to industry—while
ignoring the economic benefits that can be derived from setting high environmental standards.

61 Lisbon Strategy for Jobs and Growth: UK National Reform Programme HM Treasury, October 2005 p 20
62 Ekins, P; Monkhouse, C; Skinner, I and Willis, R (November 2002) Next Steps for Energy Taxation: A Survey of Business

View, Green Alliance/Policy Studies Institute
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42. A recent study by the UK’s National Audit OYce of a cross-section of RIAs has highlighted their
lack of balance. Five of the 10 RIAs examined gave “poor quality analysis of environmental and social
impacts”, while eight out of 10 exhibited “some weak elements” in this regard.63 A review by the Danish
Environmental Assessment Institute of 58 European Commission impact assessments showed that over half
did not even consider environmental impacts at all.64

43. Apart from limited consideration of environmental impacts, a major weakness in UK RIAs has been
the failure to consider adequately the economic benefits created by environmental protection measures. In
particular, not one RIA has ever included an assessment of the impact of an environmental regulation on
boosting the UK’s environmental technology industry.65

44. Other economic benefits of well-designed environmental regulations are also often ignored:

— Improved health. One significant study by the UK’s Environment Department concluded that a
0.75 µg/m3 reduction in airborne particles from additional measures would lead to a gain of
between 278,000 to 508,000 life years for the UK population over the years 2010–10, together with
significant savings in health care costs.

— Improved amenity. A study for the UK’s Environment Department on the impact of the EU’s
Water Framework Directive concluded that in England and Wales alone amenity benefits could
total as much as £1.9 billion. Maximum total benefits amounted to £6.1 billion.

— Economic benefits to third parties. Higher environmental standards can reduce the costs of damage
to economically important ecosystems, agriculture, forestry and building materials (like stone,
rubber and painted surfaces). One UK Government report on the impact of VOC emissions
estimated their costs ranged from £170–£354 million a year.

45. As well as downplaying the economic benefits of environmental regulations, RIAs are often based on
exaggerated estimates of costs to business, based on scare stories emanating from industry lobby groups.
The Hampton Review—a review for HM Treasury on reducing administrative burdens—reported that a
firm with over 50 employees would only spend two hours per employee per month on government regulation
and paperwork66—and only a small proportion of this is likely to be in respect of environmental regulation.
At EU level, more than 30 additional impact assessments of the Commission’s REACH proposal on the
registration of chemicals were undertaken by industry representatives. The Commission’s Vice-President for
Industry and Enterprise, Günter Verheugen, concluded that most of their cost estimates were unreliable.

46. So, impact assessments as currently conducted in the UK and the EU give an incomplete picture of
all relevant impacts, and undermine a key principle of better regulation—that policy-making should be
evidence-based. In particular, assessments should take account of all the economic benefits that flow from
high environmental standards, not least the boost they can give to competitiveness through increased
resource productivity and eco-innovation. Scare stories on the costs of regulation should be checked against
independent ex post studies of the actual costs and benefits of implementing higher environmental
standards.

47. We hope that the Committee will recommend an overhaul of current processes for policy appraisal.

May 2006

Memorandum submitted by GLA Economics

Executive summary

Globalisation has been usefully defined in the economic context as “the integration of economies through
markets across frontiers” and has resulted in unprecedented levels of interaction and interdependence
between economies. It has generally been associated with global economic growth and reductions in
poverty. The globalisation process itself is not new, though the most important factor in the recent phase
has been the rise of large emerging economies, particularly India and China.

Globalisation has brought with it a number of challenges as well as opportunities for London and the
UK. The primary challenge has been increased competitive pressures in traditional manufacturing sectors,
and more recently in more knowledge-intensive and service-based sectors. In terms of opportunities,
globalisation enables countries like the UK to tap into the growing markets of the emerging economies,
through exports and by attracting inward investment.

63 National Audit OYce Regulatory Impact Assessmentsd and Sustainable Development—Briefing for the House of Commons
Environmental Audit Select Committee. May 2006

64 Environmental Assessment Institute, Denmark Getting Proportions Right—How Far should EU Impact Assessments Go?
April 2006

65 Adrian Wilkes, Chair, Environmental Industries Commission Memorandum of Evidence for the House of Commons
Environmental Audit Select Committee’s Pre-Budget 2004 Inquiry, January 2005

66 The Hampton Review—Final Report: Reducing administrative burdens: eVective inspection and enforcement, Philip Hampton,
March 2005, HM Treasury
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This challenge means that innovation and investment will be important to the continued success of
London and the UK and its ability to exploit comparative advantage. The demand for unskilled labour is
likely to continue to decline. Aside from these eVects, globalisation has brought with it large financial flows
and the potential for more macroeconomic shocks as well as implications for the environment.

London and the UK are well placed to benefit from the opportunities produced by globalisation and will
do so as long as policy is aimed in the right direction. For businesses, this means an increased focus on the
“non-cost” factors that make London and the UK a good place to locate, as well as providing the physical
and social infrastructure, which will enable the activities where London and the UK have a competitive edge.
This will ensure that jobs lost as a result of trends in globalisation are replaced with others, although this
requires policy to be aimed at enabling the skills-base of the London/UK workforce to develop
appropriately.

It is important to ensure that, whilst the benefits of globalisation can be realised, its eVects on resources
and the environment are accounted for. To tackle resource depletion and climate change eVects, policy
should be aimed at encouraging the transfer of energy-eYcient and less polluting technology to emerging
economies. Moreover, the UK needs to push for more widespread expansion of emissions trading and
Kyoto protocol directives, and should also encourage trade in goods that use environment-friendly and
sustainable production methods.

The globalisation phenomenon

1. The nature of globalisation and its overall impact on the UK economy

1.1 The meaning of globalisation

Globalisation has been usefully defined in the economic context as “the integration of economies through
markets across frontiers”.67 This integration has been characterised by an increasing global movement of
capital, goods, services, and labour, and has resulted in unprecedented levels of interaction and
interdependence between economies. In general, periods of globalisation have been associated with periods
of strong economic growth.

The driving forces behind globalisation have primarily been:

— advancements in production technology and in the international organisation of production
and business;

— the reduction in transport and communications costs; and

— economic liberalisation—countries opening up markets to capital flows and international trade.

67 Wolf, “Why globalization works—the case for the global market economy” (2004)
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The growing importance of capital flows trade can be seen from Figure 1 below.

Figure 1

THE RISING IMPORTANCE OF TRADE AND CAPITAL FLOWS. WORLD OUTPUT (GDP),
FOREIGN DIRECT INVESTMENT (FDI) AND EXPORTS, INDEXED 1970%100
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The channels through which globalisation occurs centre around major world cities such as London.
World cities act as “control centres” housing corporate headquarters, corporate orientated financial
services, and supporting business services. Together this bundle of activities allows business establishments
within world cities to co-ordinate economic activity and flows of capital across the world. In eVect cities are
now centres of “management and co-ordination” of the global economy.68 As a result, the nature and impact
of globalisation is particularly important for London.69 This is illustrated by the fact that London, along
with New York, is the world’s leading financial centre. In 2000, both cities had close to $2.5 trillion of assets
under management.70

1.2 The extent to which the recent phase of globalisation is a new phenomenon for the world economy

The globalisation process itself is not new—although in the early 21st century there are some new elements
such as global branding, and both a more global division of production within companies and a global
distribution of plants. In the 19th and 20th centuries the countries, continents and regions of the world also
went through periods of increasing openness and trade, as well as periods of greater protectionism and
isolation.

However, the current period is one in which the pace of globalisation has once again picked up and the
scale and scope of change is aVecting ever more people and products across the world. This current phase
of globalisation is characterised especially by the emergence of the major Asian economies onto the world
stage and a resultant shift in the balance of economic power. The geographic shift in the balance of economic
power in the world is manifest in the rise of countries such as China, India and Russia, which are predicted
to play an increasingly important part in the world economy over the coming decades.

68 Sassen, “The Global City”, (1991)
69 The Greater London Authority has undertaken considerable analysis of London’s global economic role, see London

Development Agency, Sustaining Success: Developing London’s Economy, The Economic Development Strategy (2005), GLA
Economics, “Growing Together: London and the UK Economy” (2005) and GLA Economics, “Our London, Our Future”,
(2005)

70 Thomson Financial Investor Relations, Target Cities Report, (2000)
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It is possible that this present phase of globalisation will also be characterised by a changing approach to
fossil fuels. Previous phases of global growth were fuelled by coal in the 19th and early 20th centuries, and
then oil in the mid 20th. Both environmental and supply issues mean that further fossil fuel based expansion
is under pressure. However, it is too early to say how severe this pressure will be. China is buying into
Russian-based reserves and has its own potential supplies. Expansion of coal supplies is also possible, as is
a renewed interest in nuclear power. Limitations of energy supply is one force which could bring global
expansion to a halt and result in rising prices, competition for scarce fuels and renewed “beggar my
neighbour” policies. The diYculties in completing the current Doha round of tariV talks are evidence of
these emerging pressures.

1.3 The roles of India and China in the globalisation process

Over recent years, China, India and other major emerging economies have been playing an increasingly
important role in the global economy. Figures from the IMF show that over the period of 1990–2005, India’s
share of world output has grown by 40% while China’s share has grown by over 2.5 times. In 2005, China
and India’s respective shares of world output reached 15.4% and 6% in PPP71 terms. Over the period
2001–05, China and India accounted for 33% of global economic growth (in PPP terms), compared with a
30% contribution by the G7 countries over the same period.72

The rapid growth over the last few decades of emerging countries such as China and India means that the
ranking of the world’s biggest economies could be substantially diVerent in 10–20 years time compared with
today. A study by Goldman Sachs projects GDP for various countries to 2050, under the key assumption
that these countries maintain and develop policies/institutions that are supportive of economic growth.73

China is projected to become the second biggest economy by around 2020 and will overtake the US to
become the world’s biggest economy by 2050. By 2050 India will be the third biggest economy after China
and the US, and Russia and Brazil will be around the same size as Japan. A study by PwC gives similar
results.74

Until recently, the primary role of emerging economies in the globalisation process has been to oVer low-
cost locations for multinational businesses in relatively labour-intensive and low value-added stages of the
production process. China and India, given their rapidly increasing position in the world economy, have
begun to move beyond this role. As noted by HM Treasury,75 both China and India have been investing
heavily in improving the skills-base and skills-level of their workforce. In addition, China has been investing
heavily in technology and R&D, while India continues to increase its presence in the international
outsourcing and business services industries. Brazil and Russia have been growing slightly less rapidly but
are still likely to prove important for both London and the UK in terms of securing markets and fuel
supplies. All this has resulted in increased competitive pressure for advanced economies, not only in
traditional areas such as manufacturing but also in the more knowledge-intensive and service-based
industries.

Given the growth forecasts for these emerging economies, these competitive pressures will almost
certainly increase. This is not the only eVect they will have in the globalisation process. As they grow, they
will increasingly become important markets for other countries to tap into, both in terms of exports to these
emerging economies as well as foreign direct investment from them. The eVect of these developments on the
UK economy is discussed further in section 1.5.76

1.4 The impact of globalisation on UK and global macroeconomic stability

One of the benefits of globalisation has been that the growth in low-cost production in emerging
economies as well as the spread of innovation has led to a drop in end-user prices. This trend has until now
reduced global inflationary pressures and eased pressure on monetary authorities worldwide, allowing
interest rates to be lower than they would otherwise be. This has been coupled in particular with financial
ease in Japan as it has grappled with asset deflation and banking problems.

71 PPP stands for purchasing power parity. PPP exchange rates are calculated to equate the value of a representative basket of
goods and services produced/consumed across countries. They will typically diVer from the actual prevailing market exchange
rates. The use of PPP exchange rates is generally the preferred method for comparing countries’ output or GDP levels

72 IMF World Economic Outlook Database (April 2006)
73 Goldman Sachs, “Dreaming with BRICs: The path to 2050” (2003)
74 PwC, “The World in 2050” (2006)
75 HM Treasury, “Globalisation and the UK: strength and opportunity to meet the economic challenge” (2005)
76 It is important to note that, even after accounting for the diVering size and growth rates, China has contributed more to the

globalisation process than India. In their World Economic Outlook (September 2005), the IMF notes that India’s share of
world trade in goods and services is 2.5%, while that of China and the newly industrialised Asian economies is 10.5% and 9.3%
respectively. The IMF goes on to identify the factors in India that have restricted integration despite the rapid pace of
economic growth. These include relatively high tariV levels (despite recent reductions), restrictive labour laws and high levels
of red tape which have hindered manufacturing growth, a diYcult business climate not conducive to FDI, and a growing
inadequacy of its infrastructure. However, India is clearly moving in the right direction with the authorities taking steps to
strengthen global linkages—assuming this continues, India’s emergence will be as important to the globalisation process as
that of China
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Financial globalisation has facilitated increased integration in global capital markets. Two arguments
have been put forward as to how this has increased macroeconomic stability. Firstly, as international capital
flows become more important for national economic development, assuming they respond negatively to bad
monetary and fiscal policies, governments are encouraged to conduct macroeconomic policies77 providing
greater economic stability. However, Tytell and Wei’s (2004) empirical studies suggest that this “discipline-
eVect” is not that strong, finding only some modest evidence that financial globalisation has induced
countries to pursue low-inflation monetary policies.

Secondly, financial globalisation has enabled the US to sustain a large current account deficit
($805 billion/6.4% of GDP in the US) by attracting capital inflows from economies with large and rising
current account surpluses, whilst at the same time world long-term real interest rates have been low. This
has been made possible due to the emergence of a so-called “global saving glut” in emerging economies such
as China and other East Asian economies (who have built up reserves to promote export led growth policies
and to act as buVers against future financial crises) as well as in oil-exporting countries.78 Without
globalisation in financial markets, this global private sector balancing-eVect would not be possible;
moreover, some have argued further saying that the same forces that underpin this balancing eVect will
enable a “benign” transition towards lower external imbalances.79

As noted by the IMF,80 others have argued that, whilst globalisation makes it easier to finance external
imbalances, it does not mean that the imbalances are sustainable. Instead, a major depreciation of the dollar
will be needed to correct for these imbalances, which could bring with it significant eVects on global output.81

It could therefore be argued that globalised financial markets, by facilitating these financial flows and by
allowing these imbalances to perpetuate, poses a risk to global macroeconomic stability. However, as
mentioned above, it can also be argued that financial markets have made possible the economic development
of previously unintegrated economies and that financial imbalances are one temporary consequence that in
time can be corrected.

Increased interdependence between countries also means that UK macroeconomic stability is more
exposed to international shocks. When US interest rates rise, or there is a cutback in oil production, or there
has been a natural disaster somewhere else across the world the UK economy is aVected. These eVects are
even more pronounced in London. Given that London is a financial centre with links across the world, and
that the London economy has a high proportion of financial and business services, events like these increase
exposure and hence have significant repercussions on the level of economic activity. For example, the
11 September attacks and the world slowdown that followed—this helped produce a recession in London
in 2002, a feature that did not occur in the rest of the UK economy.

While the rest of the economy benefited from the expansion of the public sector, and overall growth was
maintained, this sector is relatively small in London and the private sector moved more sharply into a
downturn.

1.5 The opportunities and challenges which globalisation presents for the UK Funding

The provision of funding services and managing the movement of capital are areas of specialisation for
the UK and London economy. Matching the supply and demand for investment funds across the world and
providing the right contractual basis for such funds, as well as rates that reflect appropriately the riskiness of
ventures, has been a function of the City of London over several centuries. The range of skills and businesses
involved in such activity should not be underestimated and nor should the importance of allowing London’s
continued success in new and emerging markets in order to maintain and enhance its existing position as
the world’s leading financial centre—see Figure 2 overleaf.

77 Fischer, “Capital Account Liberalization and the Role of the IMF” (1997); Stiglitz, “Capital account liberalization, economic
growth and instability” (2000)

78 Bernanke, “The global saving glut and the US current account deficit” (2005).
79 Greenspan, “Globalisation” (2005)
80 World Economic Outlook, IMF (September 2005)
81 Obstfelt and RogoV, “The unsustainable US current account revisited” (2005); Roubini and Setser, “Will the Bretton Woods 2

regime unravel soon? The risk of hard-landing in 2005–2006” (2005)
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Figure 2

LONDON’S SHARE OF SELECTED INTERNATIONAL FINANCIAL MARKETS
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However, there are two other aspects that are relevant, which reflect the ability to supply funds for
domestic investment as well as the international supply of funds. At present, the international flows of funds
are dominated by the funding of the US deficit and the generation of funds as Figure 3 shows. Disruption
of these flows would aVect both the cost of funds and the activities of the global firms that arrange these
transfers. Movements in exchange rates, which also result, can destabilise markets and margins, leading to
financial pressure on banks and assets. Market stabilisation eVorts must be a priority in these circumstances
and should not be neglected.

Figure 3
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The supply of funds for domestic investment, or perhaps the willingness to invest, is also important for
the UK economy to take advantage of new opportunities. It is something of a puzzle that the economic
stability, which has been apparent over the last 10 years, has not resulted in the investment boom that was
initially expected. In part, this may due to pressure on companies to support pension fund deficits and the
resultant drain on funds. It may also reflect doubt about the ability to benefit from such opportunities.
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Goods and services

The rise of the service sector and the relative decline of the manufacturing sector in developed economies
over the last few decades has been a primary feature of the growing integration of markets regionally and
globally. Increased competitive pressure coming from emerging economies such as India and China has
resulted in manufacturing and associated activities moving from advanced economies such as the UK to
these emerging economies. In particular in mass-produced manufacturing, where the cost-base drives
profitability, lower cost regions and countries are playing a growing role.

As mentioned above, emerging economies are also beginning to compete in more knowledge-based areas
of the manufacturing sectors. Technological advance has led to lower costs in transport and
communications, making trade in services more feasible, enabling standardised forms of service activities
to be competed away from advanced economies to lower cost regions (commonly referred to as
“oV-shoring”82). These two growth areas (high-skilled manufacturing and standardised service sectors) are
adding to the competitive pressures that already exist between advanced economies in these areas.

Therefore a major challenge for the UK brought about by the globalisation process is the emergence of
these competitive forces. However, whilst its eVect is a re-location of industry to lower-cost alternatives,
globalisation enables the UK—as other parts of the world—to focus on areas in which it has a comparative
advantage (see section 2).83

The rise of the emerging economies provides a major growth opportunity for the UK. As these countries
grow and become richer they are also becoming huge markets for goods and increasingly services. Chinese,
Indian and other consumers will purchase more insurance of various types as their incomes increase, and
as businesses grow they will demand more of the professional services—legal, accountancy, advertising and
consulting. London (and more generally the UK) can continue to capitalise on this by using its comparative
advantage in these “specialist services”, largely based on its knowledge base and expertise, to satisfy this
expanding demand. London has a particular role to play in this regard. As shown in Figure 4 below, London
is much more orientated towards the export of services rather than goods relative to the UK as a whole.
Indeed GLA Economics estimate that London accounts for around a third of total UK service exports.

Figure 4

EXPORTS OF GOODS AND SERVICES AS A PERCENTAGE OF GDP—
UK AND LONDON, 2002
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82 DTI, “Services and OV-shoring: The Impact of Increasing International Competition in Services” (2003); Corporation of
London, “OV-shoring and the City of London” (2005)

83 Since London has already seen a large part of its more standardised manufacturing industry move to other parts of the country,
it is likely to be less vulnerable to any further weakness in the manufacturing sector than the UK as a whole. In addition, with
its strength in specialised services including the financial and business services and creative industries sectors, London can
strengthen its position in those areas where it has a comparative advantage.
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As well as increasing trade, as emerging economies grow richer, they will also provide valuable investment
into the London and UK economies. Studies by GLA Economics into Foreign Direct Investment (FDI)
from China and India84 suggest that London accounted for around 13% of the number of Chinese FDI
projects into Europe in 1997–2004, and the UK as a whole accounted for around 46%. Indian FDI projects
into Europe also seem strongly concentrated in London, with London accounting for 46% of projects
between 1997 and 2004 and the UK as a whole accounting for around 59%. Given that the Asian outbound
travel market is growing at a faster rate than any other part of the world,85 business and leisure travel from
these countries is also an important source of inward investment into London and the UK.

Investors from China, India and other parts of the world are attracted to London by a range of factors.
Research undertaken for Think London, the oYcial inward investment agency for London, highlighted the
following as being the main rationale for overseas business locating in London86

— London’s status as a global business city and the access to markets aVorded.

— Proximity to client base.

— Ease of international travel.

— Prominence of the English language.

— Access to skilled labour.

In addition, London is particularly attractive for overseas investors due to the diverse communities within
it and the networks they provide, plus a cosmopolitan city culture that is generally welcoming to people of
all nations.

To encourage inward investment and strengthen economic and other relationships between London and
China, the Mayor has opened representative oYces in Beijing and Shanghai. Programmes of work relating
to India and Russia are also being developed and implemented.

Labour

The preceding discussion has inevitable repercussions on the labour market. The emergence of countries
such as China and India has boosted the global supply of labour. India is one of a handful of economies
forecast to have a growing working-age population over the next 40 years.87 Globalisation has enabled jobs
that are relatively low-productivity and require relatively low levels of training to relocate to lower cost areas
where they can produce as much but more cheaply. Globalisation also allows emerging economies to
compete for the more highly skilled jobs in manufacturing and services.

This reduced demand for labour in these sectors is not a problem for the UK if these jobs are replaced
with others and workers and employers are prepared to invest in new opportunities and skills. A supportive
skills investment regime is also required to help workers adjust to changing industry requirements.

The Government’s domestic policy response to globalisation

2. Businesses

The major eVect of globalisation on businesses is increased competitive pressure. As a result, policy must
be aimed at making the UK an attractive place for business despite the rise of the low-cost alternatives. As
well as cost, the decision to locate is based on a variety of factors. Rather than just competing on cost,
policies must also be aimed at:

1. Strengthening those “non-cost” factors that give the UK a competitive edge in the
location-choice for business of all kinds.

2. Maintaining and encouraging innovation and development in those factors likely to improve
the UK’s comparative advantage.

2.1 “Non-cost” or Qualitative factors

Macroeconomic stability—A stable macroeconomic environment minimises distortion in firms’ and
individuals’ decisions, facilitating more eVective long-term planning and ultimately economic growth. The
UK economy has been remarkably stable over the past decade, with low inflation, low unemployment and
sustained growth. Ensuring that the UK economy remains stable is vital in an era of increasing exposure to
external shocks. This means a continued commitment to the current monetary framework, and also a
prudent fiscal policy.

84 GLA Economics, “Enter the Dragon” (2004); GLA Economics, “From the Ganges to the Thames” (2005)
85 Visit London, “China Mission”—The Asian Outbound travel market is predicted to rise by 6% per year until 2010, with China

leading the way. Chinese outbound visitors are expected to reach 50 million by 2010
86 Think London, “One in seven: The Impact of inward investment on the London economy” (2004). Prepared by DTZ Pieda

Consulting
87 World Economic Outlook, IMF (September 2005)
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However, it may also be necessary to consider the balance between private sector and public sector
stability. Private sector investment has not responded to stability in the way envisaged and indeed the private
sector has not experienced stability either, moving into recession in 2001.

Competitive environment—The UK has long been committed to open and competitive markets. In the
face of increased competitive pressures, the UK should continue to promote a liberal trade policy within the
EU and counter those tempted to fall back on protectionist measures. It must remain committed to creating
an open and competitive environment to ensure continued FDI.

Innovation, Research and development—Although the UK has a strong record in R&D investment, it
lags behind major advanced economies88 and also needs to be able to compete with emerging economies that
are beginning to invest heavily in more high-value areas. To this end, the UK needs to encourage private
sector investment in R&D for example, through tax incentives as well as encouraging stronger links between
industry and academia.

Flexible product, capital and labour markets—With the fast pace of globalisation, businesses are
attracted to locations where they are able to respond quickly to changing market conditions. In product and
capital markets, despite it being at the forefront of liberalised and competitive markets, the UK needs to do
more to promote an enterprise society by improving the regulatory environment for business and helping
firms, particularly smaller firms, to access finance. For discussion on the labour market, see section 3.1.

Highly skilled workforce—This is crucial if the UK is to progress in the more high-value end industries,
especially so given the increased supply of high-skilled labour from countries such as India. Therefore, the
UK needs to ensure that the skills-base of the labour force continues to meet business needs (see section 3.1).
This is a particular issue in London where there is increasing demand for more highly qualified workers.

Highly Quality Infrastructure—Modern economies, particularly complex modern cities such as London
require a range of supporting infrastructure, including transport, social, cultural, health and education
facilities in order to make them attractive places for both business location and for people to live in. Again
this is a particular priority for London where projects like Crossrail will be essential to maintaining its
success in the key sectors highlighted above.

Good “institutions”—This gives the UK a competitive edge. Therefore, their continued promotion is
needed to ensure the UK remains attractive to business. Such institutions include a well-developed legal
system (supporting property rights and contract-enforcement), relatively light-handed regulation and the
existence of established markets, financial infrastructure and government framework.

EVective Promotion—It is important that the above non-cost or qualitative factors are eVectively
communicated to business. This requires eVective promotional activities. In London, such activities are
undertaken by Think London, responsible for attracting inward investment to the capital. Nationally, the
Chancellor of the Exchequer announced in the 2006 Budget that Government would join forces with the
financial services industry to support a single strategy to strengthen London’s position as the world’s
number one financial services centre.

2.2 Comparative advantage

The UK has a competitive edge in many expanding activities. These include financial services, business
and computer services, creative industries, legal, insurance and other professional services, high-value
manufacturing, pharmaceuticals and leisure. Policy aimed at improving the non-cost factors as outlined
above will help to ensure these remain growing industries in the UK.

One of the natural consequences of this specialisation is a clustering of industry (“agglomeration”). This
is particularly relevant for London.89 Research by GLA Economics and others shows how the extent of
agglomeration in London closely mirrors its strengths and performance of its sectoral specialisations and is
one reason why London is more productive, when compared to rest of the UK.90

In order to continue to capitalise on available agglomeration economies, and to enable business to
respond quickly to market developments, bottlenecks arising in the transport infrastructure and in housing
need to be tackled. The GLA has outlined a number of policy measures for London, including pushing
forward transport development projects such as Crossrail and reform of the house-building industry.91

88 See HMT, “Globalisation and the UK: strength and opportunity to meet the economic challenge” (2005), page 43
89 Many of London’s specialisations (financial and business services, creative and leisure industries) are co-located in the same

parts of London, usually Central London. This allows companies to take advantage of what economists have termed
agglomeration economies, leading to increasing returns to scale in the production of goods and services

90 See GLA Economics, “Growing Together—London and the UK Economy” (January 2005)—chapter 3; DTI, “Business Clusters
in the UK—A First Assessment” (2001); Corporation of London, “London’s linkages with the rest of the UK” (2004) and “The
City’s importance to the EU economy 2004” (2005)

91 See GLA Economics, “Our London, Our Future—Planning for London’s growth II—main report” (November 2005)—chapter 4
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3. Households

3.1 Labour market and employment

As discussed above, globalisation has brought with it a decline in demand for low-skilled labour in the
UK, both in the service sector and more so in the manufacturing sector. At the same time, the demand for
high-skilled, particularly service-based labour has increased. For instance, jobs in London’s financial and
business services sector doubled as a proportion of all London jobs between 1971 and 2003, from around
16% to around 32%,92 while manufacturing jobs fell from around 27% of jobs to around 6%.93

Policy must therefore be aimed at aligning the skills-base of those who have lost their jobs with the
requirements of the growing industries, such as providing re-training facilities, particularly for those in
long-term unemployment. However, the eVectiveness of such policies has been questioned.94 A more
eVective policy could be to provide tax and other incentives to encourage firms to retrain workers
themselves, as well as incentivising individuals to take such opportunities. In the longer term, a more holistic
approach to skill-formation is required—from pre-school to university education.95 This would mean more
investment at all levels of education. The skills needed to take advantage of new opportunities will
themselves be developing: a positive attitude to change and to learning may be as important as the
acquisition of specific skills. Some more research into the skills-profile required as globalisation trends
continue may be helpful.

These policies will also ensure a highly skilled workforce, acting as a pull for those looking for a location
to set up their business, as would ensuring continued flexibility in the labour market.

Such policies also encourage participation in the labour market. This is particularly important for
London, where the incidence of worklessness is higher than the UK as a whole.96 In addition to the above
policies, GLA Economics has outlined a number of other policies aimed at tackling this discrepancy,
including “soft-skills”97 training, improving child-care accessibility and more focus on less-represented
groups such as ethnic minorities.98

3.2 Training and the acquisition of skills

(See 3.1)

3.3 The provision of support for those disadvantaged by globalisation

Section 3.1 has already discussed policies aimed at re-aligning the skills-base of low-skilled workers who
have lost jobs as a result of globalisation. In conjunction, policy must be aimed at boosting income for these
disadvantaged groups and encouraging them back to work. By first identifying these groups, policy must
be aimed at ensuring that:

— These groups benefit from current welfare measures such as the Working Tax Credit.

— The National Minimum Wage remains eVective.

4. Resources and the environment

The forecast growth profile of emerging economies means increased demand for the world’s energy and
natural resources. This is already evident in the oil, gas, base metals and agriculture product markets where
rising global demand, combined with the inability by the main producer nations to meet this increased
demand, has led to high (in many cases peak) prices in these markets.99

The eVect of these price rises on advanced economies has been somewhat muted by globalisation.
Globalisation has enabled the export of manufacturing industries to low cost destinations. This has had two
important consequences for advanced countries; (a) lower energy consumption per unit of output,
(b) reduced end-user prices.

However, the shift of manufacturing and its associated activities to low-cost regions has meant that
production has been exported to countries with relatively high energy/resource intensive and polluting
production methods. Environmental regulation and standards are typically lower in developing countries
than developed countries. This uneven playing field has added to the already existing problems of resource
depletion and climate change attributed to rising emissions. This phenomenon will not help to mitigate

92 From approximately 730,000 to around 1.4 million jobs
93 From approximately 1.3 million to around 270,000 jobs
94 See for instance Robinson, “Active labour market policies: a case of evidence-based policy-making?” (2000)
95 See GLA Economics, “Our London, Our Future—Planning for London’s growth II—main report” (November 2005)—chapter 4
96 GLA Economics, “Worklessness in London: Explaining the diVerence between London and the UK” (January 2006)
97 Soft skills are those skills that influence how individuals interact with each other, including such abilities as eVective

communication, creativity and analytical thinking
98 GLA Economics, “Our London, Our Future—Planning for London’s growth II—main report” (November 2005)—chapter 4
99 For a discussion on the oil market see GLA Economics, “London’s economic outlook: spring 2006” (April 2006)—chapter 6
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climate change if certain manufacturing activity and thus its associated emissions is simply exported
elsewhere. However, this is not true for some sectors such as speciality chemicals as they have strict universal
health and environmental standards.

By taking advantage of the opportunities globalisation provides, policy can be aimed at:

— Encouraging research and transfer of energy-eYcient and less polluting technology to emerging
economies.

— Encouraging research and take-up of renewable energy sources and cost eVective energy eYciency
measures in all sectors.

— Building on current WTO and EU regulations that encourage trade in those goods whose
production methods are environmentally sustainable.

— Extending the EU Emissions Trading Scheme on a global level and removing barriers and
transaction costs associated with the Kyoto mechanisms. London, being a world financial centre,
can play a significant role in the development of a global emissions-trading market.

— Extending the EU ETS to include air travel,100 so that prices and consumption decisions reflect
better the cost to society of every aviation trip.
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Summary

Globalisation is as much associated with technology as with politics and markets, and has been a feature
of the economic landscape for centuries. Globalisation occurs in waves with rapid advances interrupted by
sometimes painful reverses. In its latest incarnation, globalisation has become more a story about the
mobility of capital than about the mobility of labour. Although societies as a whole should, economically,
benefit from globalisation, there are significant political obstacles, notably the creation of both winners
and losers.

UK wage growth has been unusually moderate in recent years, a reflection of both greater capital mobility
and heightened immigration, notably from Central and Eastern Europe. Nevertheless, consumer spending
has risen as a share of UK GDP. This reflects cheaper imports of consumer durables from low-cost
production centres (a terms of trade eVect), better access to credit and, perhaps, an improved ability,
through the eVects of globalisation, to fund the UK’s current account deficit. Rising commodity prices
suggest, though, that economic success elsewhere in the world may, eventually, eat into spending power in
the UK.

Data interpretation is particularly problematic during periods of rapid globalisation. Many of the current
risks associated with, for example, protectionism are the result of potential misinterpretations of trade and
capital account data. Cross-border activities by companies, diVerences in capital allocation skills between
countries and changes in the ownership of capital across nations all have balance of payments implications
but, at this stage, are poorly understood. There is a strong case for international institutions, notably the
IMF, to play a bigger role in the measurement and understanding of global capital flows in order to avoid
a nationalist backlash.

The meaning of globalisation

1. Economically, globalisation reflects the increased integration of markets. Barriers to integration—
political, legal or technological—are removed. Individual, smaller, markets become a single common
market.

2. Globalisation allows economies to transcend national borders. In some cases, this is a direct
consequence of political change. The formation of the European Union is one example of this process, as
was the unification of Germany in the 19th Century. In other cases, it is an indirect consequence of political
change, or a side-eVect of technological progress. The collapse of the Soviet Union led to a series of political
realignments around the world that allowed capital and labour to migrate across hitherto impenetrable
borders. The massive decline in telecommunications charges increased information flows across nations,
again aiding the free flow of both labour and capital.

3. Globalisation also, of course, carries political overtones: it is not a purely economic event. Income and
wealth may be redistributed. While it is easy to argue that integrated markets imply a more eYcient
allocation of the various factors of production, thereby raising outputs for a given set of inputs, this
approach ignores three realities.

— First, there may be substantial adjustment costs as countries become more closely integrated with
one another.

— Second, irrespective of adjustment costs, globalisation is likely, economically, to create winners
and losers in relative terms and maybe also in absolute terms.

— Third, if globalisation raises output, it’s also likely to raise social costs: damage to the environment
is one obvious example. Put another way, the market benefits of globalisation may mask non-
market costs.

4. In summary, globalisation is a shift to a global market place for goods, services and factors of
production. It implies a more eYcient use of resources—more output for given inputs—but it may also lead
to income redistribution and ongoing social costs that may create political challenges. All these factors have
to be considered in assessing an appropriate policy response to globalisation.
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The extent to which the recent phase of globalisation is a new phenomenon for the world economy

5. Globalisation has been a feature of the economic and political landscape for centuries, sometimes
warmly embraced, sometimes feared. Human motives both for and against globalisation have been
remarkably constant through time. In the 14th and 15th centuries, city walls became a useful barrier to entry
behind which workers could form city guilds. Apart from ensuring professional integrity, these guilds were
active in keeping out the products produced by cottage industries that operated beyond the city limits.
Railways linked together economic communities that, previously, would have had only very limited contact:
the economic success of 19th Century Britain—and the social costs—owe a lot to this extraordinary new
piece of technology.

6. The latest period of globalisation does, however, have some uniquely defining characteristics.101 The
most important of these is the mobility of capital both within countries and also across countries. Economics
textbooks tend to assume that labour is mobile but that, at least in the short-term, capital is fixed. This no
longer seems to be an appropriate assumption. Capital moves around the world with increasing ease:
companies can locate capital in all sorts of diVerent locations.

Greater capital mobility reflects three main factors:

— First, the collapse of Soviet Communism and, pre-dating this, the new openness of Chinese leaders
associated with the policies of Deng Xiaoping. Political rearrangements have been a crucial factor
behind this latest phase of globalisation.

— Second, new information technologies have given rise to rapid declines in communication costs,
primarily reflecting the huge changes in the telecommunications industry. These are the modern
day incarnation of the railway revolution. Railways, though, connected towns within countries
whereas today’s lower communication costs are connecting countries across oceans.

— Third, the last thirty years have seen a major philosophical shift in favour of deregulation and open
markets: capital controls have gradually been dismantled and, in response, countries have either
shifted to purely floating exchange rate regimes or, in the euro’s case, permanently fixed exchange
rate regimes.

7. Mobility of capital has helped raise living standards but, to date, the benefits have not been evenly
distributed. Growth rates have varied enormously across the world from the non-existent (parts of Africa)
to the very low (the eurozone and Japan), from the moderately robust (the US) to the very buoyant (China
and, more recently, India). Moreover, within countries, there have been sizeable shifts in income and wealth
distribution. China’s income distribution, for example, is roughly the same as America’s. Under
globalisation, therefore, societies living under Communism and capitalism have seen the gap between rich
and poor widen. Anyone familiar with Adam Smith would not be surprised: as he wrote in “The Wealth of
Nations”,

“Wherever there is great property, there is great inequality . . . the aZuence of the rich excites the
indignation of the poor, who are often both driven by want, and prompted by envy, to invade his
possessions . . . The acquisition of valuable and extensive property, therefore, necessarily requires the
establishment of civil government”.

8. From the UK’s perspective—a perspective obviously shared by many other developed economies
around the world—heightened capital mobility may result in a number of key changes.

9. Although unemployment is low, labour’s relative share of the economy may eventually weaken and,
by implication, capital’s share may increase. Heightened capital mobility implies that labour has to be
competitive not just for the UK to maintain its export share but, also, to keep capital within the UK. Wage
increases in excess of productivity gains or wage levels in excess of those received by equivalent workers
elsewhere can lead to an exodus of capital: to avoid this threat, wage claims have moderated, a process that,
in turn, has left UK unemployment at low levels despite the fears often associated with globalisation. In
this regard, the UK appears to have coped with globalisation more successfully than some of its European
neighbours.

101 One defining feature is that this period of globalisation comes after an earlier period—starting roughly in 1914 with the
outbreak of the First World War—of globalisation in reverse



3405581008 Page Type [O] 09-10-07 18:55:28 Pag Table: COENEW PPSysB Unit: PAG1

Treasury Committee: Evidence Ev 133

 1. UK profit share may eventually rise 
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10. The labour market is not, though, aVected only by the mobility of capital. Following the fall of the
Soviet Union and the integration of Central and Eastern European countries into the European Union, the
UK has experienced a huge increase in net immigration. This, in turn, has had a major eVect on the UK
labour market, a conclusion that is easily illustrated by a visit to any popular London restaurant. More
formally, the Bank of England demonstrated in its February 2006 Inflation Report that the industries most
dependent on migrant workers had been those experiencing the biggest declines in average pay in recent
years.

2. Agents survey (b) the importance of migrants in sectoral employment

(a)  Based on 225 responses from a survey of companies by the Bank of England’s regional 
Agents in November 2005, weighted by respondents number of employees.
(b)  Percentage of firms in which non UK nationals accounted for 10% or more of the workforce.
(c)  Includes other consumer services. 
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3. Sectoral basic pay and overtime pay in 2005(a)
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11. Despite the wage constraint, British consumers have done very well: their share of GDP has risen over
the last two decades, a theme commonplace in many parts of the industrialised world. Part of this is the result
of domestic financial market liberalisation that, in turn, has given rise to better access to credit.
Undoubtedly, though, another key factor has been the persistent deflation that has occurred in consumer
goods prices: this price deflation is a direct, and beneficial, result of a better allocation of capital around the
world. As consumers, we can buy more because the UK has experienced a steady improvement in the terms
of trade associated with falling import prices. Globalisation may also have directly contributed to easier
access to credit by allowing the UK to run a current account deficit in recent years without bumping into
the funding diYculties of old.

  4. Consumer spending has risen as a share of GDP 5. Household debt has increased
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6. The UK current account deficit has been easily funded 7. Big changes have occurred in relative prices
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12. While the decline in consumer goods prices is good news, there are limits to how far consumers are
likely to benefit. Like other western developed countries, UK consumers are gaining from access to cheaper
sources of production elsewhere in the world but, simultaneously, suVering from an ongoing increase in the
price of raw materials. As the global production frontier shifts outwards—an inevitable result of Chinese
and Indian economic success—so will the demand for the world’s raw materials. Simple calculations suggest
that, based on its current pace of development, China could be consuming the equivalent of all of today’s
global oil production in 25 years’ time should energy prices remain at current levels. Rising energy prices—
and other commodity prices—could, therefore, be a fact of life for many years to come. Again, issues of
income redistribution are raised: it may be that globalisation leads to higher average incomes for the world
as a whole, but more than all of the gains could, conceivably, accrue to those countries achieving the fastest
growth rates: globalisation is a positive-sum game but there still may be both winners and losers.

13. As for capital, globalisation implies a growing distinction between brand and company. The Mini car
is undoubtedly a British brand but it’s owned by a German company, BMW. The Mini is assembled in
Britain. The latest version of its engine comes from France and its earlier power plant came from Brazil as
part of a joint venture with Chrysler (now Daimler-Chrysler). British investors are free to purchase BMW
shares—on the Frankfurt, London and New York exchanges—and, therefore, enjoy the profits that stem
from the success of the brand. Plenty of British workers are employed by BMW. When BMW’s French-
made engines are exported to the British assembly plant, they count as imports into the UK, but when the
finished car is exported to the US, the engine, and the rest of the car, counts as a UK export.
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THE TOP 10 GLOBAL COMPANIES: WHAT EVER HAPPENED TO NATIONAL CHAMPIONS?

Corporation Home Economy Industry Assets (US$ Total % Sales % Employment
bn) Foreign Foreign foreign % foreign

General Electric US Electrical and electronic 229 575.2 39.8 34.5 47.6
equipment

Vodafone Group PLC UK Telecommunications 207.6 232.9 89.2 78.8 85
Ford Motor Company US Motor Vehicles 165 295.2 55.9 33.3 53.8
British Petroleum Company plc UK Petroleum expl/ref/distr 126.1 159.1 79.3 81 83.7
General Motors US Motor Vehicles 107.9 370.8 29.1 25.7 28.9
Royal Dutch/Shell Group UK/Netherlands Petroleum expl/ref/distr 94.4 145.4 64.9 63.7 58.6
Toyota Motor Corporation Japan Motor Vehicles 79.4 167.3 47.5 57.3 32.2
Total Fina Elf France Petroleum expl/ref/distr 79 89.5 88.4 79.9 56.4
France Telecom France Telecommunications 73.5 111.7 65.7 41.2 41.9
Exxon Mobil Corporation US Petroleum expl/ref/distr 60.8 94.9 64 70.3 60.9

Source: Unctad, World Investment report (2002).

14. Put another way, the globalisation of companies breaks down national borders and makes data on
trade and capital flows between nations increasingly diYcult to interpret. Companies no longer fit within
national borders even if governments often regard them as national champions. The table above, which
shows data from the United Nations listing the top ten non-financial companies ranked by the size of foreign
assets, provides compelling evidence for this view. Modern sovereign borders are like the city states of old,
vulnerable to the globalisation that stems from political and technological change and which leads to a more
eYcient allocation of resources.

The roles of India and China in the globalisation process

15. China and India both play important roles in the globalisation process:

— They are growing very quickly and, hence, are seeing rapid reductions in the numbers living in
poverty. In that sense, they highlight some of the key positives associated with globalisation.

— They are still very poor countries by UK standards in terms of per capita GDP and, hence, have
lots of room to “catch-up”.

CHINA AND INDIA HAVE A LOT OF CATCHING UP TO DO

Country GDP per capita (US$ 2004)

US 39,883
Japan 36,182
UK 35,485
France 33,895
Germany 33,212
Canada 30,586
Italy 29,142
Russia 4,042
Brazil 3,284
China 1,490
India 640

Source: World Bank.

— They have huge populations and, therefore, will place large demands on global raw materials in
the years ahead. Other countries have experienced economic catch-up—Japan, South Korea and
Ireland spring to mind—but these started from a higher per capita income in the first place and
had small populations by Chinese and Indian standards.
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8. China and India will soon account for around 40 per cent of the world’s population
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— Unlike Japan’s period of economic expansion in the 1960s and 1970s, China and India are actively
taking part in the globalisation of capital markets: it’s diYcult to believe that China would have
enjoyed the economic success of recent years without large inflows of foreign direct investment
from the US, Japan and, to a lesser extent, Europe. China’s future is, therefore, very much
entwined with western interests.

9. China’s success is partly a story of western investment
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— China and India may have low incomes per head, but they are producing large numbers of
graduates who, so far, are prepared to work at wages significantly lower than those enjoyed in the
UK, the US or elsewhere in the prosperous West. Skilled workers are attracting a wide range of
capital: according to the UNCTAD, multinationals plan to invest heavily in research and
development in both China and India in the years ahead, displacing investment that might have
occurred in, for example, Europe in earlier times.

10. China and India are attractive destinations for multinational R&D
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— As populations age in the west, Chinese and Indian workers will become more important sources
of labour for western companies. Unless retirement ages rise in the west or, alternatively, western
workers put in longer hours, western societies will become more dependent on the eVorts of
workers in China, India and many other parts of the developing world.
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16. Of course, plenty of other developing markets are also playing a bigger role as a result of
globalisation. The distinguishing features of China and India are, however, size, pace of growth and, in
China’s case, an economic and social model that diVers substantially from the western model. Other
countries keen to get on the development ladder will regard China as an alternative to the so-called
“Washington consensus”.

17. China’s recent success also emphasises one of the key requirements of globalisation. China may have
been one of the major global economic powers in the 13th and 14th Centuries but, for the next 600 years,
China became an insular nation, its leaders deliberately cutting China oV from the rest of the world. Society
was very much based on agriculture and progress was limited. Only with Deng Xiaoping’s willingness to
embrace openness and engagement did China’s economic performance change.

18. Further success depends critically on two factors. First, protectionism needs to be kept at bay:
growing protectionist pressures in the US and Europe are, therefore, a major concern. Second, recognising
that there are limits to an export-driven model, China in particular will have to find ways of shifting towards
domestic consumption-led growth: this will depend on the evolution of domestic credit markets that will
enable consumers to spend in advance of likely future income gains.

The impact of globalisation on UK and global macroeconomic stability

19. The inflation targeting framework can broadly be regarded as the perceived guarantor of
macroeconomic stability both in the UK and, more broadly, across the world as a whole. Not all countries
use a formal inflation target but the vast majority accept the conventional wisdom that price stability is a
necessary condition of macroeconomic success. In that sense, there has been a globalisation of economic
policy ideas: those countries whose policymakers depart from this conventional view may find themselves
punished through higher interest rates, greater exchange rate volatility and, perhaps, greater volatility of
output.

20. Yet price stability has its drawbacks. In a world where exchange rates are not completely flexible,
relative price levels should be able to adjust: in other words, inflation rates should vary. A country benefiting
from a global productivity shock may best experience the necessary improvement in the terms of trade
through a fall in its price level. This leads to an increase in real incomes (prices falling relative to wages and
profits) and to higher real interest rates (a reflection of faster productivity growth). A central bank that
prevents this mechanism from working may leave monetary policy too loose, leading either to higher
inflation or, possibly, to excessively high asset prices and over-leveraged households and companies.
“Good” deflation occurred in the late 19th Century during an earlier period of rapid globalisation: its
prevention today may eventually prove to be a source of macroeconomic instability.

11. Good deflation was once a common feature of the UK economy
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21. Ironically, the achievement of price stability has been met with concerns about instability in other
areas. If price stability is desirable and, broadly, has been achieved, why have global imbalances widened
in recent years? To what extent should the objective of price stability be relaxed to deal with global
imbalances? Are global imbalances in some sense a result of the achievement of price stability?

22. Because the latest form of globalisation involves much higher capital flows, it’s not surprising that
imbalances are larger than in the past. Cross-border holdings of both assets and liabilities have increased
dramatically, implying much larger savings flows from one country or region to others. These stock and
flow eVects are diYcult to interpret.

— The US current account deficit, at 7% of US nominal GDP, is huge by past standards yet, to date,
capital flows have been suYciently large to fund the deficit without serious financial dislocations.
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12. How big can the US current account deficit get?
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— The counterpart to the growing US current account deficit has increasingly come from emerging
markets. The current account surpluses of China, Russia, the Middle East and Latin America have
grown quickly in recent years.

13. Emerging markets are running bigger current account surpluses
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— This flow of capital seems odd: economic theory suggests that capital should flow from countries
with high per capita incomes and ageing populations to those with lower per capita incomes and
youthful populations. In other words, the US should run a current account surplus as a
counterpart to emerging market current account deficits.

23. A possible explanation lies with a variant of the comparative advantage theme. Rapidly expanding
developing markets benefit from their comparative advantage in manufacturing but, at the same time,
typically have poor domestic capital allocation skills: for example, many developing markets have poorly
developed credit markets. Rapidly rising incomes tend to throw oV excess savings which show up in ever-
rising current account surpluses.

24. Meanwhile, the US has a comparative advantage in capital allocation not just in the US but globally.
Should China, for example, choose to ask the US to look after its surplus savings, there’s a good chance
that some of those surplus savings will be re-invested back into China by US companies (by lowering the
US cost of capital, Chinese purchases of Treasuries encourage higher levels of US investment globally). Put
another way, the US operates as a bank to the developing world, taking deposits, charging a management
fee (the trade deficit) and extracting a superior rate of return on its foreign investments in the light of its
superior capital allocation skills.

25. Economically, this process could continue for quite some time. Politically, however, there may be
limits. The diYculty lies with the varieties of foreign assets that developing markets are able to acquire. To
date, investors from developing markets have primarily acquired liquid assets in the form of Treasuries,
agencies and corporate bonds mostly denominated in US dollars. Should their current account surpluses
continue to rise, however, they would surely be tempted to diversify out of pieces of paper into real assets:
that, in turn, suggests that developing markets will increasingly have the economic power to increase their
ownership over western capital. Put another way, globalisation is not just a story about western investors
acquiring real assets in developing markets but of investors anywhere acquiring assets anywhere else.

The opportunities and challenges which globalisation presents for the UK

26. Globalisation is, arguably, a function of politics, technologies and market liberalisation. Throughout
history, globalisation has been a fact of economic life, whether it was the growth of cottage industries or
the integration of China and India into the global economy.
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27. Attempts to resist globalisation have typically failed, and the price of failure has often been high:
nationalistic politics can lead to protectionism, lost opportunities and, at the limit, war.

28. The latest phase of globalisation has taken many millions of people out of poverty: China and India
are potential economic beacons for other parts of the developing world, showing that openness and
engagement can work to the advantage of the many rather than the few.

29. In my view, the biggest challenges facing the UK are not so much the risks associated with
globalisation—arguably, with flexible goods and labour markets, the UK is better placed than others to
cope—but, rather, policy mistakes that result from misunderstandings about the process of globalisation.

30. Of these, the most obvious are:

— A descent into protectionism. The US blames China for the large US current account deficit. This
view, though, is based on a fallacious argument linking changes in bilateral trade positions with
overall trade positions: because China has become the assembly hub for producers all over the
world, the widening Chinese trade surplus with the US may be oVset by narrowing trade surpluses
of other countries with the US.

— A failure of international policy co-ordination. Globalisation strengthens the case for credible
multilateral public institutions. Latest proposals to reform the IMF make sense but we’re still a
long way from having an international economic body that is properly able to represent the
interests both of the rich, but slow-growing, industrialised world and the poor, but fast-growing,
developing world.

— A misunderstanding of events taking place in the rest of the world. This is partly a problem with
data provision. If the latest version of globalisation is a story about capital flows and changes in
foreign asset and liability positions, our understanding of this process is necessarily poor, reflecting
the paucity of data in this area. The IMF or other international bodies could, perhaps, play a
bigger role in the assembly and dissemination of capital markets data to reduce the degree of
misunderstanding that otherwise thwarts international economic relations.

May 2006

Supplementary memorandum submitted by HSBC

Further to the HSBC submission of approx 3,000 words from Stephen King to this enquiry, we would
like to add the following additional, background information and comments on the specific topic of the
UK’s response, in the education field, to the issue of globalisation:

1. The rise of new economic powerhouses, such as China and India, during the current globalisation
process is significant for UK education and skills policy. Both these countries are paying considerable
government attention to the development of a highly skilled labour force as part of their continued economic
development strategy. Thus the UK response to globalisation must incorporate the development of
education and skills policies which take into account the economic and demographic eVects of globalisation
over a 10–20 year time frame, in particular, in respect of the creation of a global labour force. Education
and skills development in the UK should be responsive to:

— the opportunities these new markets may provide for UK business, and

— the need to ensure that the quality of our graduates and school leavers remains competitive, in the
increasingly border-free market for labour.

2. Education and skills policies should examine not just the issue of linguistic competence (such as the
need for greater Mandarin teaching in schools or the development of linguistic abilities within the UK
business community). It should also seek to develop deeper cross cultural understanding and experience,
including an appreciation of the business culture and competencies and economic significance of other
countries and global regions.

— For instance, programmes to promote international understanding among young people.

— Opportunities for universities and schools in the UK to develop global communication and cross
cultural work skills.

— Examples102 might include programmes such as “Students in Free Enterprise (SIFE)”, INET,
school partnership schemes, global work experience programmes and outward bound type
schemes with an international/cross cultural element.

102 We submit, by way of additional background, which may be of incidental interest, rather than by way of our main submission,
a copy of a presentation HSBC provided to Minister for Higher Education and Lifelong Learning, Mr Bill Rammell, which
has fuller details of schemes such as SIFE, INET and a number of other international and linguistic training schemes. This
is not an all inclusive list, it being those schemes which HSBC is supporting, but will give a flavour of the types of initiative
that we feel are proving beneficial in developing both young people and (eg the Confucius Institute), the wider business
community [Not printed].
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3. To fully develop both linguistic and cross cultural education, greater support for teacher training and
educational exchanges is to be encouraged. Strong benefit can be derived from close collaboration between
government, education providers and business in these areas.

May 2006

Memorandum submitted by the National Association of Software and Service Companies (NASSCOM)

Executive summary

1. The recent phase of globalisation is nothing new—the pace of it is.

2. Globalisation is potentially a win-win trend for both the developed and developing world. The UK
and India are examples of how both developed and developing countries can gain.

3. OVshore outsourcing is one element of the globalisation phenomenon, and brings manifold benefits
to the UK.

4. OVshore outsourcing is not a one-way street. Britain itself is a major destination for high value oVshore
outsourcing.

5. Globalisation is there to be turned to the UK’s advantage, not resisted.

6. Over the coming years, the Government should build on the current positive policy mix to get the best
from globalisation—NASSCOM has a number of suggestions for how this can be done.

7. NASSCOM would be delighted to host Members of the Committee on their visit to India.

The globalisation phenomenon

8. Globalisation is not a new phenomenon for the world economy—300 years ago Britain was buying tea
from India and selling textiles to the rest of the world—what is new is the role that technology (particularly
cheaper and faster global communications) now plays, as well as better physical links between countries and
lower (though still significant) trade barriers. The process has merely been sped up in recent years.

9. In global macroeconomic terms, globalisation is an opportunity to bring developing countries into the
global economy on a fair footing and raise millions up out of poverty, whilst the developed world gains
through improved productivity, growth and, crucially, jobs.

10. Globalisation has benefits for all, and can be a force for good. India, for example, has benefited very
significantly from globalisation with many thousands of people being lifted out of poverty. Trade in the IT
and Business Process Outsourcing (or BPO) sectors, including oVshoring, creates jobs in India, not only
directly but also spin-oV jobs in other sectors (eg construction), has slowed the “brain drain” and inspires
other sectors of the Indian economy. India’s economy has grown by an average of 5.5% over the last
10 years; the development of the IT/BPO sector has been a major driver of this growth.

11. The UK is particularly well-placed to benefit from globalisation, as one of the world’s foremost
trading nations. Globalisation creates bigger markets for UK-based companies and helps them operate
more eYciently. The more trade, the better it is for the UK’s GDP.

Globalisation and “offshoring”

12. OVshore outsourcing, defined as “the management and/or day-to-day execution of an entire business
function by a third party service provider overseas”, is just one element of the globalisation phenomenon,
made easier by improved IT and telecoms links. Mumbai can service Manchester, Dundee can service
Denver.

Among the benefits of oVshore outsourcing are:

13. It helps the UK to stay competitive. It is estimated that UK companies can reduce overall costs by
between 30% and 70% by sourcing appropriate functions from India—a major factor that helps a growing
number of UK companies stay ahead of overseas competitors, thus creating more jobs.

14. It allows UK companies to focus on their core strengths, freeing up their energy and resources.

15. It allows UK industry as a whole to focus on high value, high quality jobs, where the UK has a
competitive advantage. Of course, this ability to move up the value chain is also dependent on an ongoing
domestic supply of highly skilled workers something that the Government needs to ensure over the
coming years.
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16. It allows UK companies to overcome bottlenecks in the supply of labour. UK IT and BPO companies
often struggle to recruit suYciently qualified staV in suYcient numbers—a major factor holding back the
performance of many British companies. Business research company Evaluserve estimates that the shortage
of domestic labour supply will restrain UK economic growth by almost half a percentage point per year in
the period between 2003 and 2010—a cumulative total of £110 billion, or about £1,800 for every man,
woman and child in the country.

17. It has given many UK companies a solid base in India, which will enable them to take advantage of
India’s large and growing domestic market.

18. Huge potential also exists for improvement of public services in the UK, through the global sourcing
of appropriate public sector work eg IT, finance, customer service etc. Every penny saved by oVshoring back
oYce work is a penny more to devote to frontline public services such as police oYcers, teachers and so on.

19. NASSCOM acknowledges that there is often some displacement of jobs that arises from this oVshore
outsourcing, but this is more than oVset by the overall number of jobs created. In November 2004, then
Secretary of State for Trade and Industry the Rt Hon Patricia Hewitt MP stated “announcements by
companies of decisions to transfer operations oVshore do not necessarily imply equivalent job losses in the
UK. They can be accounted for by business growth, and are often accompanied by no compulsory
redundancy policies.”

20. It is important to stress that oVshore outsourcing is not a one-way street. The UK is by far the leading
location in Europe for inward investment by Indian (and other) companies—at the last count there were
around 450 Indian companies with a presence in the UK. The level of this investment is growing as the
Indian economy grows—investment in the UK by Indian companies jumped by 30% in the fiscal year
2004–05, with investment in 36 new projects in the UK over that period. This investment creates new jobs,
finances new infrastructure and provides access to new technologies.

21st century realities

21. This paper has argued strongly that globalisation is, overall, a very powerful force for good. It is also
a reality that it would be foolish and counterproductive to try to uninvent. The key to success is to harness
its power, not to try to turn back the tide.

Policy recommendations

22. This section refers to business and households, since we feel that policy aimed at one will always
eventually have some impact on the other. Overall, the Government already has a good policy mix of
openness to trade, whilst working to put the UK and its citizens on as competitive a footing as possible in
the global economy. That said, NASSCOM does have a number of policy recommendations which would
make this policy mix even more beneficial for our consumers and businesses.

23. UK policymakers must continue to make the case for globalisation: it is not a bad phenomenon!
Ministers and others must explain the benefits to the UK at every opportunity.

24. The Government must push for the removal of further barriers to trade at WTO level. The UK will
benefit more than most from increased trade.

25. If the public sector is allowed to benefit from globalisation to a greater extent (eg through increased
oVshore outsourcing), the Government would be able to enhance services and even lower taxes.

26. To harness the power of globalisation, the Government should endeavour to keep labour markets in
the UK as flexible as possible. Recent experiences in continental Europe (eg France and Germany)
demonstrate what happens when labour markets are too rigid.

27. The Government should maximise investment in education. This is important to (a) allow the UK to
move up the value chain and be a magnet for high quality jobs and (b) to maintain flexibility and to allow
people to reskill throughout their working lives.

28. On a final note, NASSCOM notes that the Committee intends to visit India as part of its inquiry, and
would welcome the chance to meet members of the Committee in India to discuss the issues raised above in
more detail. NASSCOM can also arrange visits to member company facilities in India.

About NASSCOM

NASSCOM—the National Association of Software and Service Companies—is the premier trade body
and chamber of commerce for the software and IT services industries in India. NASSCOM is a truly global
trade body with around 900 members, including many UK companies such as Tesco, Lloyds TSB, HSBC
and Standard Chartered. NASSCOM’s member companies are in the business of software development,
software services, and IT-enabled/Business Process Outsourcing (BPO) services.
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Example of Indian investment in the UK (1):

HCL Technologies BPO Services, based in New Delhi (one of India’s leading global IT services and
product engineering companies) now has a 90% stake in BT’s Apollo contact centre in Belfast, Northern
Ireland. The centre presently employs around 1,600 people.

Example of Indian investment in the UK (2):

In October 2005, Tata Consultancy Services (TCS) announced its intention to move into the UK life and
pensions industry after entering into exclusive discussions with Pearl Group Limited, the closed fund group,
with the intention of transferring existing Pearl business processes to a new UK company, based in
Peterborough. The new company will be a subsidiary of TCS, and will employ about 950 of Pearl Group’s
current 1,100 staV, with about 150 staying with Pearl.

The deal will generate revenues of over £480 million over the next 12 years as a result of creating a new
platform beyond IT services. The new subsidiary will specialist in Business Process Outsourcing (BPO) for
life and pension business, starting with Pearl Group’s closed books portfolio. It will also focus on oVering
similar services to other life companies, presenting it with an opportunity for significant future growth as
BPO is rolled out across the life assurance industry.

May 2006

Memorandum submitted by the National Endowment for Science, Technology and the Arts (NESTA)

1. Introduction and summary

Why is NESTA responding and who does it represent?

1. NESTA, the National Endowment for Science, Technology and the Arts, is working to transform the
UK’s capacity for innovation. We invest in all stages of the innovation process, backing new ideas and
funding new ventures that stimulate entrepreneurship.

2. We act as a catalyst for UK innovation. Our partnerships and networks broker ideas across sectors,
accelerating the process of innovation. Our pioneering models of investment are being adopted by
organisations throughout the UK. Our strong evidence base helps to influence policy.

3. Underpinning our work is the fundamental view that successful innovation fuels long-term economic
and social progress in the UK. It’s an essential ingredient of our competitive edge in the global marketplace.

4. We have recently published a report, Creating Growth—How the UK can develop world class creative
businesses, which highlights the massive opportunities that exist for our creative industries in a global
market, but also notes the vulnerability of the sector in the face of international competition.

5. In response to the Committee’s inquiry, we would like to highlight the relevant key findings from this
research, focusing on our recommendations to support the growth and global competitiveness of UK’s
creative businesses.

The UK’s creative industries in a global economy

The UK has a wealth of creative talent and the creative industries represent a significant part of our
economy. In the past 10 years, UK policymakers have led the world in recognising and supporting the
creative industries, and these sectors have been seen as some of the success stories of the economy. A growing
international market is there to be won by creative businesses that are willing able to innovate. Some UK
businesses are already exploiting these opportunities, but others need more help to do so. The UK’s creative
businesses have the potential for outstanding success, but a renewed approach to policy, one which focuses
on business growth, is needed in order to ensure the future success of these sectors in an increasingly
competitive international environment. We need to grow more world class creative businesses, resolve issues
relating to distribution and access to markets, and encourage more creative businesses to innovate.

Our Key Recommendation

6. Creativity is key to the knowledge economy and to ensuring that the UK is more globally competitive.
UK policymakers, trade associations and other relevant parties need to identify key commercial objectives
for each sector of the creative industries for the next 10 years, and consider what these objectives will require
from related policy areas, such as education and skills, and science and technology research and
development.
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Response outline

7. This response highlights some of the key findings made in our report, Creating Growth—how the UK
can develop world class creative businesses, published in April 2006:

— The UK’s creative industries are facing increasing international competition.

— These challenges are balanced with significant opportunities.

— More creative businesses need to prioritise commercial growth.

— The UK needs a more coordinated agenda for the creative industries.

8. For each of the above, this response discusses the issue, its relevance and provides specific
recommendations.

2. “The UK’s creative businesses have the potential for outstanding success, but a renewed
approach to policy, one focusing on innovation and growth, is required to ensure the success of
the creative industries for the next 10 years”

The UK’s creative industries are facing increasing international competition

9. Creative businesses and policymakers need to appreciate the scale of the competitive challenges now
facing the sectors in the UK. From film production to design, new international centres for creative business
are developing rapidly and underpinning the importance of globalisation to UK creative industries. These
are challenging established businesses, including those based in the UK. UK television exports have fallen
for the second year running (despite an overall increase since 1998). In design, overseas earnings have halved
since 2001, while the value of exports in music, the visual and performing arts in 2003 was down 20%
from 2000.

10. International competition and approaches to globalisation are being supported and driven by policies
that are often more ambitious and more focused than those in the UK. These policies have a greater focus
on commercial value (especially from content industries), an emphasis on cross-sectoral working (within and
beyond the creative industries), and a desire to identify and exploit emerging opportunities (including export
markets). For example, in Singapore the Creative Industries Development Strategy in 2002 identified the
creative industries as one of three priority areas of the “service economy” for the development of a more
entrepreneurial and globalised economy. This includes an explicit objective to double the contribution of
the creative industries to GDP, to a level comparable to the US and the UK. Industry-specific blueprints
have been formulated within this overall strategy, including for design and media. Similarly aggressive
strategies are apparent in France (for the games sector), in South Korea (for digital cultural content and
media). The political context may be very diVerent in these countries, but approaches such as these will
increasingly inform the competition faced by UK creative businesses in the international market. There
should be no room for complacency among policymakers or in the creative industries themselves.

These challenges are balanced with significant opportunities

11. On one measure the creative industries constitute a larger part of the economy and employ more
people than the financial services sector. The most recent estimates suggest that the creative industries
account for 8% of the UK economy—a total of £56.5 billion. Exports by the creative industries contributed
£11.6 billion to the UK’s balance of trade in 2003. The UK has led the world in terms of developing the
creative industries as a focus for policy, and there has been a rapid growth in initiatives across the UK to
support the development of creative businesses.

12. The global market value of the creative industries increased from $831 billion in 2000 to $1.3 trillion
in 2005. For example, global revenues from cinema admissions amount to $25 billion, the same size as the
market for computer and video games. Similarly, the world market for mobile music is expected to reach
$6.4 billion by 2009.

13. Globalisation raises a number of challenges for policymakers to ensure that the UK continues to
develop world class businesses in the creative industries. It is vital that these businesses have international
reach and the ability to operate strategically within international markets. Globalisation by definition also
ensures that there will be increased competition in our home markets. This competition is being driven by
ambitious and commercially focussed policies and strategies that have been developed in other countries.
We recommend that UK policymakers, be they Whitehall based or in the creative sectors themselves, should
likewise review their policy strategies. We also recommend that business support and other support
organisations such as the British Chambers of Commerce must build on strengthening the ability of UK
businesses to reach external markets and consolidate their position within them. Specific suggestions
regarding these are provided in the following sections.
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More creative businesses need to prioritise commercial growth

14. Three key issues need to be addressed across the UK’s creative industries:

— the lack of scale of most businesses;

— diYculties in accessing markets; and

— a lack of innovation to cope with and exploit structural changes in these industries.

15. (i) Many creative owner-managers take an “organic” approach to the growth of their businesses, by
adding slowly to their customers and clients through the distinctiveness of their creative work. However, the
purpose of creative business is to harness and exploit creativity in a commercial context and for commercial
ends. Creative businesses in the UK need a greater awareness of business strategy skills and related core
skills such as financial planning.

16. More of these businesses need to grow into world class businesses that achieve significant
international success and reach. Too many UK creative businesses have been unable to respond eVectively
and on a scale that ensures their survival and continued growth in the face of international competition.
Policy and support initiatives across the UK need to include a stronger focus on how these types of
businesses might be developed. This is not about picking winners. Rather, it is about being more responsive
to the actual needs and ambitions of individual creative businesses, some of which do have a strong focus
on achieving high growth and international reach.

17. To face the challenges that globalisation brings to the creative industries business support services
need to focus more on core skills, such as business strategy, financial planning and marketing. Such services
will need to understand the motivations of creative entrepreneurs and present business skills in a language
and in a form that they will respond to. Equally, the creative industries need to understand the importance
of having these skills particularly in the context of the opportunities that globalisation brings. Furthermore,
given the range of the support that is available, organisations such as NESTA should act as accessible
gateways for creative businesses that are looking for public investment, support and development, and
opportunities for networking.

18. We would also recommend that a distinct system of targeted support for businesses with high growth
potential should be developed. This could include the development of Creative Accelerator Funds across
the UK to invest in and support these creative businesses. Organisations such as NESTA could help to
develop, pilot and evaluate new approaches to investment, support and business development in the creative
industries, especially for those businesses with high growth potential.

19. (ii) In one survey commissioned by NESTA, the most commonly identified barrier to growth for
creative businesses was diYculty in accessing customers. Throughout the creative industries, the primary
routes to domestic and foreign markets can be dominated by a few large “gatekeepers”, including retailers,
publishers, and distributors. In several cases these gatekeepers operate across sectors, and many are foreign-
owned. Success frequently depends on securing an agreement with a gatekeeper, who can hold much of the
leverage in a deal, resulting in many transactions which may disproportionately favour the gatekeeper over
the creator. This structure can impose severe challenges on creative businesses, particularly start-ups and
SMES, in terms of accessing and developing their routes to customers and global markets. In addition to
stifling growth, the unfavourable terms imposed upon creators also reduces their incentive to explore new
markets or develop innovative products.

20. For example, in a recent NESTA report on commercial challenges within the Creative Industries, it
was noted that more than 80% of music sales in Europe are controlled by the four major music labels. The
eight largest book retailers have just under two thirds of the UK’s overall book market. Within the film
industry, six distributors account for 87% of the UK’s box oYce share.

21. If UK creative firms are to take advantage of the opportunities provided by globalisation, they must
have access to the established and emerging global markets. They must also be armed with the skills,
knowledge, and contacts necessary to successfully incorporate foreign targets into their business strategy
and product or service development. UK firms need to be “born global”, with foreign markets and sources
of capital integrated into their strategy from the outset. Global success will require a more thorough
understanding of the customers, needs, and culture of target markets.

22. The government should conduct a competitive review of the distribution and retail elements of the
creative industries, particularly with regards to the ability for UK creative SMEs to gain access to foreign
markets on favourable terms.

23. The government should explore public support for the development of stronger, potentially state-
supported, international distribution entities and networks in those sectors where a lack of scale has
seriously disadvantaged UK creative businesses in accessing international markets.

24. The government should enhance its eVorts regarding advice and business support to SMEs which can
benefit from engagement with foreign markets and sources of labour or intellectual capital. The UKTI,
RDAs, Business Link and other support entities should extend their eVorts to identify and target high-
potential SMEs with products or services which are particularly applicable to other markets. Furthermore,
commercially-oriented curricula and other qualifications should include elements relating to accessing
foreign markets and leveraging foreign resources or investment.
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25. (iii) Creative businesses need to focus on commercial innovation if they are to respond to the
challenge of increased global competition. This includes moving into new markets and reaching new
customers by exploiting skills and resources developed in existing and emerging markets, using digital
technologies for distribution in order to bypass traditional distribution channels or extend into new markets,
and moving from producing to owning intellectual property.

26. There are many examples of UK creative businesses innovating in their strategies, processes and
business models, developing and diversifying their markets and achieving greater growth and profitability.
Although these examples are encouraging, the opportunities that exist for commercial innovation need to
be better promoted and supported, and must be oriented towards both domestic and foreign activity. In
particular, there needs to be a much greater focus on the opportunities—and challenges—presented by
digital technologies and the internet.

27. Trade associations and other organisations such as NESTA need to do more to identify and promote
these forms of innovation amongst creative businesses. As an example of finding new markets and
customers, such organisations could fund and support innovative projects to integrate outputs from the
creative industries into products and services from other sectors. Furthermore, a foresight review should be
conducted on the innovative exploitation of new technologies by the creative industries, in order to
anticipate future trends and extend into foreign markets.

28. The DTI and UKTI could do more to encourage cross-firm and cross-sector collaboration to create
or enter new markets, and to leverage foreign resources and intellectual and financial capital.

29. HM Treasury should explore expansion of tax mechanisms which could stimulate UK firms to more
actively pursue foreign business where appropriate.

3. Conclusion

30. The UK needs to nurture and support a new generation of creative entrepreneurs who place strong
and sustained commercial growth alongside creative expression at the top of their ambitions. Potential
world class businesses will benefit from clearly diVerentiated systems of investment and support. This
support needs to be intensive and highly ambitious, to grow the UK’s creative economy within the context
of international markets and supply chains. The aim must be to develop the kinds of media-entertainment
conglomerates and brands that can challenge existing players in the global market and generate significant
jobs and wealth for the UK economy.

31. A growing international market is there to be won by UK creative businesses that are able to innovate
and do not see any inherent conflict between creative excellence and commercial success. The ambition to
win a greater share of this market will help to ensure that the UK becomes a creative hub for the world.

Annex

What are the creative industries?

32. The term “creative industries” includes a diverse range of businesses in sectors that are commonly
thought of as being quite distinct from each other. According to the definition established by the DCMS,
the creative industries include the following sectors: advertising; architecture; the art and antiques market;
crafts; design; designer fashion; film and video; interactive leisure software (such as computer games); music;
the performing arts; publishing; software and computer services; and television and radio. The DCMS
definition suggests that businesses in these sectors share a common foundation: they rely on individual
creativity and imagination allied with skill and talent, and produce wealth and jobs through the generation
and exploitation of new intellectual property and content. This definition has been useful in reinforcing the
importance of these sectors for policymakers and others, especially their economic importance, and in
challenging the traditional forms of policy intervention in support of arts and culture (typically, through
subsidies and grants).

About NESTA

33. NESTA aims to transform the UK’s capacity for innovation. Our work in the creative industries has
included:

Developing creative entrepreneurs

34. The Creative Pioneer programme has developed a new model for identifying talent and providing the
business coaching and financing needed to help new creative businesses oV the drawing board. Elements of
the programme are now being used as a model for entrepreneurship in higher education.
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35. IdeaSmarter is a major three-year partnership project that will be led by NESTA in Scotland. It will
stimulate enterprise and help to build the skills of up to 300 budding entrepreneurs working across science,
technology and the arts. The project builds on three existing pilot projects: the Creative Pioneer programme
Academies; Insight Out (the undergraduate programme piloted with Glasgow School of Art); and
Ideasmart (early stage support for creative businesses).

36. Other business development initiatives include small/medium/large, which helps to fast-track
business in the Creative Industries, and Pocket Shorts, which oVers production funding, a film industry
mentor and distribution support to new filmmakers experimenting with mobile technologies.

37. NESTA is also leading the way in the supply of seed funding for early-stage ventures. We combine
risk capital with access to specialist mentors, other potential investors and a wide range of sector networks.

Promoting and supporting discussion

38. NESTA has published two reports on investing in creative businesses (2003, 2005) and used them as
a basis for discussion between practitioners and policymakers across the UK. We will do the same with this
new report. Research on the role of higher education in encouraging entrepreneurship, undertaken with the
Higher Education Academy, will be published later in 2006.

39. NESTA is helping to create networking opportunities between creative entrepreneurs, investors,
sector specialists and business support agencies. We developed the Creative Entrepreneurs Club in Scotland
with The Lighthouse, Scottish Enterprise and the Scottish Executive, and others have since been launched
in the West Midlands, Northern Ireland and Wales.

40. NESTA co-chairs a Parliamentary forum on the creative industries, bringing together leading
practitioners with politicians to discuss policy issues aVecting the sectors.

May 2006

Memorandum submitted by the Professional Contractors Group

Executive summary

1. The Professional Contractors Group is the cross-sector representative body for freelance contractors
and consultants in the UK. Its members provide their services to a range of clients using their own one or
two-person companies. They work in IT, engineering, project management, oil and gas extraction,
marketing and many other sectors.

2. As the smallest of small businesses, and also a significant part of the growing of people number—
currently about one in seven workers—choosing to work for themselves, freelancers are a group that sit
outside the traditional divide of employer and employee.

3. The UK’s freelance contractors and consultants are a highly skilled, highly flexible and highly mobile
workforce. The UK’s model of freelancing is uniquely sophisticated and, by aVording companies the ability
to acquire specialist skills on a flexible basis, oVers the UK a meaningful competitive advantage, particularly
in the knowledge-based industries on which its future growth depends.

4. This dynamic body of workers leaves the UK well-placed to capitalise on the opportunities oVered by
globalisation. The slowness of the government to come to a full understanding and acceptance of freelancing
as a valid business model has, however, led to a legislative and regulatory framework which disadvantages
freelancers and hinders the UK in taking full advantage of globalisation.

5. Specifically, the structure of the UK’s tax regime hinders small businesses, whose cash flow is often
tight. The burden of complying with all regulation can hinder small businesses disproportionately in
competitive global markets. The government’s understanding of business risk is often lacking and its
schemes and regulations flawed accordingly.

6. Globalisation has led to much work being moved from the UK to overseas locations. The eVects of
this oVshoring do not seem to have been as beneficial as economic theory predicted. The result may be a
long-term erosion of the UK’s skills base. The government has not allocated resources to study the impact
of this phenomenon and continues to base its policy on economic theory.

7. This submission comprises two case studies, in which the owners of two diVerent freelance small
businesses set out both how globalisation provides them with new opportunities and the diYculties involved
in making the best of them. Further observations on the impact of globalisation on the structure of the
economy are then set out.
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Case study 1

8. Derek Pattenson is the founder of, and principal consultant for, Small OYce Solutions Ltd. He
founded the company in 1995, to provide quality independent software development, training and
consultancy services to small businesses in Hertfordshire. Initially also providing ad-hoc troubleshooting
and support on a range of platforms, the company subsequently specialised in desktop- and web-based
software development for the Windows platform.

9. Derek has over 25 years’ commercial IT experience, gained working for major domestic and
international blue-chip companies. His roles have included development, maintenance, systems analysis,
database administration, pre- and post-sales support, help-desk management, consultancy and training. His
clients range from specialist SMEs to large companies including J Sainsbury, Mothercare (UK), Red Star
Parcels Ltd and British Home Stores PLC.

10. “Over the past 3–5 years my own business has changed from servicing purely UK-based clients to
getting around 50% of business from overseas, yet without ever meeting these distant customers. From their
perspective, in terms of the services I provide, it makes no practical diVerence whether I am in the next town,
the next state or the next continent. Providing I can be flexible about working hours there is no practical
impact on clients in the USA, Canada, Australia or any other English-speaking country. Language is
potentially a barrier to some markets, but a much smaller one to UK-based suppliers than to suppliers in
many other locations. It is arguable that the need for flexible working hours favours home-based micro-
businesses over larger outfits; I do not mind checking email from home just before bedtime but I would not
want to drive into an oYce in the next town just on the oV-chance that a customer needs some urgent input.

11. “There are implications, however, for the supplier. I find that contract terms and wording, payment
methods and timings etc tend to vary with client location, and as a business I need to be much more flexible
in the contracts and agreements I enter into. Of course should a client fail to pay there may be little I can
do to recover debts, so I need to be careful about choosing clients and billing; but conversely should a client
not like what I deliver, there is a reduced risk that litigation would be contemplated or successful. From an
administrative point of view, however, there are complexities arising over contract management, accounting
(especially taking account of currency conversions), VAT handling and more. These should not be
underestimated by small businesses entering a global marketplace. On the plus side, I find that many of my
US and Australian clients pay their bills by return of email, often within 24 hours of raising an invoice. Given
the 45 day average payment time for my UK-based customers this is a big bonus.

12. “In the market in which I operate, which is typically very low value, short duration tasks (often my
first job for an overseas client will be in the region of $100) clients often put their tasks out to global tender,
using online ‘auction’ sites. One such site, Rent-a-Coder (http://www.rentacoder.com) currently has well
over 100,000 small companies and individuals worldwide bidding on work placed there (I am currently the
top-ranked UK supplier). But whereas a UK or US-based supplier may be used to charging, say, £50 an
hour for their services, globalisation of the marketplace means that suppliers in Romania, Russia, Argentina
or India will often oVer a whole day’s work for less than that. In order to gain a foothold in the marketplace,
therefore, it is essential to either oVer outstanding service (which is hard to do until you have won the
contract) or start oV by making very low bids on work, and accepting that for potentially quite a while, you
will be making a loss on every job. There comes a time when, if you are good, your reputation builds up and
you can start to place higher bids for new work, and charge higher fees to existing customers, as they begin
to realise that it is virtually impossible to identify the good suppliers from the tens of thousands on the Indian
subcontinent, for instance, all oVering rock-bottom prices. There even comes a time when those developing
world suppliers seek assistance, and can be prepared to pay ‘Western’ rates. But even with established clients,
there is always the spectre of dirt-cheap competition and therefore one must continually demonstrate
outstanding value-for-money. In the old-style market when everyone charged pretty much the same, because
they were in the same environment, there was far less price pressure.

13. “Certainly the Internet has opened up enormous new markets and opportunities, but inevitably that
brings enormous competition as well. In my own experience the key competitors are in India and Romania,
with Russia, South America and other eastern European countries not far behind. It seems the far-eastern
economies are not yet supplying into this micro-business end of the market, probably due to language
barriers.”

Case study 2

14. This case study is from a PCG member who prefers to remain anonymous.

15. “During the last 10 years or so I have been contracting as an executive programme director with, for
example, IBM, AT&T. The responsibilities are to represent these companies in the countries I worked in—
mainly the CIS and CER states—at the highest level in negotiations with ministries and government owned
enterprises in order to have access to the state infrastructures (telecoms, satellites etc) that are necessary to
implement and enable large projects for, say, IBM’s large global customers—such as Sony, Johnson and
Johnson, Coca-Cola etc.
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16. “Obtaining overseas business in this field is a protracted process; small firms are disadvantaged in this
by government policy. The issue here is that jobs tend to be of high value and long duration, and absolutely
require personal meetings to ‘test the chemistry’. In addition there are long lead times (typically upwards of
nine months) of protracted and deep negotiation before anything is agreed, consequently pre-sales costs are
relatively very high—typically £15k to 30k per prospect—and the conversion rate is relatively low—that is,
one expends ‘sales cost’ against maybe 10 potential clients to get one actual contract. It is particularly
awkward, accounting-wise, if this expenditure straddles a tax-year end. The net total level of work needed
is very high, as you have to maintain the standard of service to the current client in parallel with seeking out
the next contract.

17. “Because of the long lead times, the taxation regime for small companies is proportionately extremely
onerous. Corporation tax is levied annually on perceived surplus. HMRC is usually unwilling to allow a
small company to justify carry-forward accruals against the cost of sales expenditure expectations. While it
is true that in future years one can obtain rebates, this is of no help in a tight ‘current cash-flow’ situation
in terms of day to day payments. Attention also needs to be paid to the tax regime in the client country,
involving, for example, withholding taxes of diVerent types. While handling these is not, of itself, diYcult,
the rolled up eVort for a small company is extremely significant, firstly in elucidating the requirements and
then conforming.

18. “In one year I can operate in over 15 countries, and trying to work out the optimal money handling
strategy, and what will fit in with the client’s needs, can be taxing (sic). A large company, on the other hand,
can easily assimilate these costs out of pre-sales budgets.

19. “Payment can be a problematic issue and UK policy is unhelpful. Because of the nature of my work
it is often not always possible to know when it is finished—although strategies to sign-oV work by stages
are common. Nevertheless, it is not uncommon for large sums to be withheld on various pretexts and for
considerable periods in spite of full sign-oV having been obtained—I think of an associate owed more than
£500k by a Gulf state for over now three years.

20. “This is not seen as commercial risk by the UK authorities, who seem to presume that, as far as a
small company is concerned, all commercial regimes are as relatively honest as the UK. In practice therefore
HMRC are unwilling to diVerentiate between paper profit and ‘cash paid’. The practice of presuming future
incomes on the basis of prior incomes and therefore demanding advance payment is particularly oVensive.
If one seeks to mitigate this and makes an error then one is obliged to pay interest and penalties on top of
the structural on-costs arising from the cash-flow disruption.

21. “In the case mentioned above, my colleague argued that as he had not been paid any of the money
his advance taxes should be nil. If and when that money is paid then he will likely be fined for ‘misleading’
the tax authorities about his advance expectations—but the matter is entirely out of his hands. No sensible
advice on such things is available from HMRC, over their help lines—they are not geared to provide a
specialist response and I would not have confidence in such a response as definitive even if I could obtain it.

22. “R&D grants do not assist small firms in the global marketplace. It has been suggested that the
research necessary in generating international Governance processes should be attributable to Research and
Development, thereby making the expenditures eligible for various R&D relaxations and grants. But the
costs of going through the hoops involved—often requiring the fulfilling of various criteria, which are time-
bound in that you cannot do certain things until some government department has issued approval, and
completing ill-thought-out forms with extraneous information—are far too burdensome for small company
even to consider attempting it. In my own case, it is not even considered valid by government agencies for
you to be researching such legal matters as an R&D project if you are not legally qualified: this often
automatically invalidates the claim, on the apparent reasoning in that you are not serious about it being
R&D—if you were, you would employ a lawyer!

23. “The net eVect is that very many potential relaxations and grants might as well not exist. The
companies that are most likely to benefit from them are the large companies who need them least.

24. “UK policy disadvantages small companies providing services globally more than policy in other
countries. It used to be the case that ‘exporters’ had advantages taxation-wise and in the treatment of
expenses etc, but this is definitely no longer so—in fact small companies often seem to be positively
discouraged from operating at this end of the market. Even the most recent of UK government initiatives
to attract smaller firms as suppliers require financial guarantees and histories of the type that only a large
company can provide, or ask for qualifications irrespective of experience. Small businesses seeking to trade
overseas are, in my experience, constantly looking over their shoulders to watch for new penalties or barriers
imposed by the government.

25. “This is definitely not the case in most other countries, which have policies designed to maximise net
inflow of funds. CER countries specifically allow all advance expense expenditures that give rise to net
importation of ‘dollar’ funds, and only take the taxes (though they may be levied at any point), after the
income is secured.

26. “Transferring funds earned by a small company out of certain countries can be made diYcult by
withholding taxes, which can render a job non-viable if you are not careful. Sometimes it is necessary to
structure payment so as to allow the value to be transferred to a country with a less punitive tax structure—
and even then it is extremely arduous to ensure compliance with all legislation.
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27. “Methods for transferring funds between countries, especially with non-convertible currencies, are
also an onerous cost, because you are a prisoner of the financial systems. This is especially foggy in the
services sector where most countries with ‘added value’ style taxation require that invoices for services
delivered in a country, and originating in that country, must have both parties VAT registered. This becomes
almost insurmountable in countries with non-convertible currencies, such as Kirkitzstan. The widespread
assumption in practice by all Western regimes that all movements of money are laundering, unless proven
not to be, adds yet more cost: time must be spent in repeatedly proving income transaction audit trails,
involving an additional fee, at each movement. In the UK this is so bad that, even having been with my
bankers for over 50 years, and having a family connection with them for over 120 years, I now need on every
occasion to show a passport to draw £100.

28. “It is fortunate that the UK’s market value is not derived from being a low wage/cost area: we could
not be ahead in the Regulatory Regime game if it were. Nevertheless, my overall feeling is that 25% of my
eVort is spent fighting the system with all the cards stacked against small companies.”

Offshoring, globalisation and government policy

29. Beyond oVering new opportunities to UK businesses, globalisation also has implications for the
structure of the UK economy and labour force, which the government is not fully monitoring.

30. It has become increasingly common for work in many sectors to be outsourced to companies outside
the UK—so-called “oVshoring”. This aVects several sectors in which PCG members operate, including IT
and the design processes associated with engineering. The government has placed much faith in the
economic theory that suggests this is beneficial: it allows companies to make cost savings which oV-set the
short-term economic upheaval caused by the loss of work in the UK. Very little research has been done,
however, to assess whether this beneficial eVect is being seen in practice.

31. If this beneficial eVect is not occurring, oVshoring has obvious dangers: it could result in the UK’s
skills base being eroded and therefore a long-term decline in competitiveness. A study by PCG, utilising
publicly available accounts and financial statements of large companies in various sectors, showed that there
is no clear competitive advantage for companies who oVshore over companies who do not. It also suggested
that the hoped-for cost savings usually fail to materialise in practice. There can be many reasons for this,
for instance outsourcing contracts are often insuYciently detailed, creating problems in the delivery of
services. The government has not allocated resources for a full study of the eVects of oVshoring in practice
to be carried out.

32. Nonetheless, the government continues to promote oVshoring and associated policies. It is common
for companies about to oVshore their operations will bring overseas staV to the UK for a period of up to two
years, to familiarise themselves with the business, usually utilising work permits known as Intra-Company
Transfers (ICTs). In its new immigration strategy, details of which were announced in March 2006, it
proposed that workers on ICTs would be granted automatic access to the UK, irrespective of the checks
and balances on other workers, such as skill levels. This is in order to continue easy facilitation of oVshoring;
but the economic rationale behind this is still open to doubt.

May 2006

Memorandum submitted by the Public and Commercial Services Union (PCS)

Introduction and summary

1. PCS welcomes the opportunity to submit its views on how globalisation is impacting on the UK
economy. While relevant to many aspects of our lives, it is in relation to work and employment that
globalisation has become a matter of considerable public interest and concern. The causes and consequences
of globalisation are therefore matters of considerable importance to trade unions and the millions of
workers they represent.

2. PCS is a trade union with 315,000 members. Most are employed as civil servants in departments such
as Her Majesty’s Revenue & Customs (HMRC) and the Department of Work & Pensions (DWP). As a
consequence of privatisation a growing number are employed in the private sector. At present
approximately 30,000 of our members are employed by a number of companies such as Siemens, EDS and
Capgemini. For some of our members in these companies increasing globalisation has come to be associated
with the threat of “oVshoring”. There is considerable concern that some employers will attempt to move an
increasing quantity of work overseas to lower wage nations.

3. There is a view held by some in politics, the media and academia that globalisation, involving processes
such as oVshoring, is welcome and inevitable. We disagree. This submission begins by outlining what we
understand globalisation to be and why we regard many aspects of it as neither welcome nor inevitable. The
submission then briefly outlines the impact globalisation is having on our public services. There follows a
discussion of the issues raised by oVshoring in the context of our membership and how we believe policy
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makers should respond. The submission concludes by calling on government to implement a series of
measures in relation to matters such as privatisation, job design and the Services Directive that we believe
will protect the quantity and quality of our public services and the jobs our members do.

Globalisation and trade unions

4. A common view is that contemporary globalisation represents a fundamental and inevitable break
with past trends in the organisation of the world economy. It is argued that post-war national Keynesianism
has been rendered impractical by a combination of new competitive pressures from Asia and Eastern
Europe, and the development of new production and communication technologies. In this context much
industrial and financial capital has become “footloose”, able to roam the globe in a ceaseless search for the
lowest wages and the highest rates of return.

5. It is argued that national governments have become almost powerless in the face of pressures from
multi-national corporations and the financial markets to deregulate product and labour markets, and to
reduce public spending and welfare provision to levels consistent with securing low inflationary growth. If
trade unions have any role in these processes at all, it is to prepare their members for ceaseless change by
working with government and employers to deliver more and better education and training in new skills.

6. For some, these trends are to be welcomed because they bring the real world closer to behaving like
the hyper-eYcient equilibrium models of neoclassical economic theory. The more that “free markets” and
“free trade” are uninhibited by “red tape” and “producer interests”, the more the world economy will grow
and deliver benefits for all. Globalisation consists of what are an essentially politically neutral set of
processes that can benefit everyone if they adapt accordingly. While workers cannot challenge globalisation,
they can adjust to it by increasing their employability and helping their employers to become more
competitive.

7. Our view is diVerent. There are positive aspects to globalisation. In recent decades there have been
welcome developments in technology and policy that have enhanced the ability of many to travel,
communicate, and access information and knowledge on an unprecedented scale. This has contributed to
increasing our awareness of economic, political and environmental issues around the world, and encouraged
a greater understanding of the interdependence of peoples, nations and the problems they face.

8. However, at the heart of globalisation have been important structural changes to the world economy
that have been intended to increase the vulnerability of many workers to market pressures and instabilities.
In particular, we have seen the desegmentation, marketisation and transnationalisation of financial markets.
This has been combined with an increased integration of industrial production into financial market
disciplines, and the uneven development of global markets for certain products and types of labour. These
trends have contributed to increasing competitive pressures on companies, some of whom have responded
by developing new computer processing and telecommunication technologies which can facilitate the
relocation of some forms of work overseas.

9. These changes have not been the inevitable result of politically neutral market forces. They are in large
part the product of political choices made by governments of the main economic powers over the past 30
years. It is national governments, not “new technology” or “markets”, that decided to relax or abolish most
controls on the organisation and movement of private capital. It is governments, frequently in alliance with
each other, who have constructed a global economic environment in which they have surrendered some of
their national policy discretion in order to be able to claim to their electorates that international treaty
obligations, such as those associated with the General Agreement on Trade in Services, make deflationary
disciplines and the deregulation of markets inevitable and irreversible. In short, some nation states have been
the authors, not the victims, of globalisation.

10. In the UK, as a result of these choices and the competitive pressures they have unleashed we have
seen massive job losses from manufacturing industry, increased job insecurity, the deskilling and
intensification of many forms of work, and the potential to lose 0.75 million jobs because of oVshoring.

11. Many of the roots of contemporary globalisation, and the pressures it has placed on companies to
shed and relocate jobs, can be found in decisions and choices made by governments. Therefore, in our view,
if suYcient political will and support can be mobilised the negative results of globalisation can be halted and
reversed. We believe trade unions in the UK and abroad have a key role to play in that process.

12. Some in government and the labour movement argue that unions should respond to globalisation by
focusing on equipping their members with new skills. We agree that many workers in the UK need and want
to improve their skills. PCS has been involved in the Skills for Life project since 2002, and we have
established a Computer Learning Centre at which members can receive training in the latest IT skills.
However, we share the concerns of many other trade unions that the government’s voluntarist approach to
skill formation across the UK economy, with a narrow focus on supply-side policies, is an inadequate
response to a problem rooted in the short-term pursuit of profit and deregulated labour markets.

13. In the context of attempting to halt job loss and the steady erosion of labour’s bargaining power
across much of Western Europe and North America, we do not believe acquiring new skills is enough. The
primary focus of trade unions must be on informing and organising their members, building real grassroots
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solidarity among trade unionists around the globe, and placing pressure on national and supra-national
state institutions to implement measures that increase the democratic accountability of those who make
policy and investment decisions.

Globalisation and public services

14. Globalisation has had negative implications for many of those who work within and use our public
services. Following decisions by policy makers in the UK, USA and elsewhere to deregulate global finance,
there are now powerful pressures on many national governments to enhance the value of financial assets
within their borders by pursuing monetary and fiscal policies regarded as credible by international investors,
and as being consistent with attaining and securing low-inflationary growth. In part, this involves ensuring
levels of public spending and debt are kept within limits considered by investors as sustainable and
conducive with internationally competitive rates of taxation. To this end the present government has
introduced a range of measures and rules intended to promote the credibility, transparency and external
validation of its macroeconomic policies.

15. This approach, while admired by institutions such as the IMF and World Bank, has presented
domestic policy makers with a significant dilemma. On the one hand, there is considerable public pressure
to increase the quantity and quality of public services. On the other hand, policy makers have chosen to
adopt policy rules, such as the Code for Fiscal Stability, which make it diYcult to satisfy public expectations.

16. In the context of the civil service the government has sought to resolve this dilemma by hoping that
new technology, combined with the deskilling and intensification of work, will sustain service levels while
costs are cut by means of privatisation and massive reductions in staV numbers. In many parts of the civil
service, such as DWP and HMRC, the impact of this strategy on staV morale and service quality has been
disastrous. It is no coincidence that levels of industrial action and instances of service failure have increased
markedly since the Chancellor announced his intention to implement Sir Peter Gershon’s “eYciency”
programme.

Globalisation and offshoring

17. In the context of privatisation and competition for government contracts there is a clear incentive for
companies to attempt to cut costs and increase their profitability by oVshoring some forms of work to low
wage nations. Having established a policy framework within which the work of some civil servants is now
performed by profit-maximising firms, we do not accept the argument advanced by some in politics and
business that decisions to oVshore work should not be a matter for government to regulate.

18. Some work is vulnerable to oVshoring. However, much work is not. In general, the extent to which
work requires high levels of skill, local knowledge, quality control and confidentiality will tend to determine
how vulnerable to oVshoring it may be. In addition, the extent to which labour costs comprise a significant
proportion of total production costs varies across sectors and product markets. While employers will always
tend to want to minimise how much they need to pay to obtain the quantity and quality of labour they need,
their overall cost structure may make oVshoring unnecessary. Furthermore, some firms need to remain close
to key suppliers, distributors and markets, in the context of which oVshoring becomes commercially
impractical.

19. It is therefore important that trade unions and policy makers avoid taking a simplistic view of
globalisation that acts to spread fear and uncertainty by overstating the potential for movement overseas,
while remaining alert to the fact that some jobs are at risk.

20. Our members have cause to be concerned about oVshoring for a number of reasons. Firstly, job
designs rarely remain static. The continuous search for cost savings and competitive advantage means
employers often try to simplify work so that it can be performed by less skilled workers in other places at a
lower cost. In some civil service departments senior managers are currently attempting to deskill work. In
HMRC such attempts, involving the imposition of LEAN principles of work organisation, have recently
provoked industrial action by hundreds of our members. We oppose deskilling, not only because it typically
results in less interesting and more stressful work, but because it makes that work more vulnerable to
privatisation and relocation.

21. Secondly, in the context of current moves to centralise and rationalise “shared services” across and
within departments and agencies, we have been advised that in some areas attempts may be made in the
future to outsource and oVshore work. This could impact on thousands of our members working in areas
such as human resources, finance, estates and procurement. These changes, in common with much of the
Gershon “eYciency” agenda, appear to be driven by a crude desire to cut costs, with little or no regard for
how service quality may suVer.

22. Thirdly, we are concerned that the Services Directive, if implemented, may lead to more oVshoring
of work performed by our members. We are opposed to the Directive. Marketisation and competition are
incompatible with providing high quality and democratically accountable public services that prioritise
meeting social need over increasing private profit. Therefore, we are calling for all Services of General
Interest and Services of General Economic Interest to be excluded from the scope of the Directive. In
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relation to how it may impact on many of our members, there are significant ambiguities and inconsistencies
in the Directive as it is presently drafted which make it diYcult to estimate the full extent to which our
members’ jobs and the services they deliver may be under threat. However, the pro-privatisation and pro-
market agenda of which the Directive is part appears likely to make oVshoring of our members’ jobs more,
rather than less, likely.

23. Finally, in some areas where our members are employed oVshoring is taking place. In 1999, 4,000 civil
servants were transferred to Siemens Business Services (SBS) when it won a government contract to perform
work for National Savings. In 2004, SBS announced its intention to move 240 government contract jobs to
India. PCS campaigned hard against the proposed oVshoring. We argued the oVshoring would generate no
tangible benefit for the government, the taxpayer or those who used National Savings. It was driven solely
by the desire of SBS to maximise the profit it could obtain from an existing government contract.

24. More generally, we made clear our total opposition to all oVshoring of government work. It is not
acceptable for the UK government to seek to directly or indirectly benefit from the inferior pay, conditions
and legal protection of many workers in countries such as India. OVshoring tends to make controlling the
quality and security of work more diYcult. Therefore there is a risk it will compromise the quality of services
available to the public. Furthermore, oVshoring by private contractors, and the significant cost savings then
generated, will make winning in-house bids for contracts involving established staV almost impossible.

25. PCS was unable to prevent the oVshoring on this occasion, but our campaigning and bargaining
managed to secure significant concessions from the company. It was agreed there would be no job losses in
the UK as a result of the proposed oVshoring, and no jobs would be transferred oVshore unless replacements
of at least the same quality were identified and agreed with PCS. Furthermore, the company agreed that
staV in India will be paid above local market rates. StaV in India will have the right to organise in unions
and bargain collectively, and SBS will arrange for PCS reps to visit India to discuss with staV and their
representatives.

26. Despite securing important concessions in this instance, oVshoring remains an important concern.
Recently, SBS has announced its intention to oVshore a further 240 jobs to India. On this occasion the
company has made clear they will not be able to oVer alternative employment in the UK, and therefore
redundancies are anticipated. In addition, there are plans by the OYce of National Statistics to outsource
the digitisation of over 250 million records of UK births, deaths and marriages to companies overseas. PCS
will campaign and bargain hard to prevent oVshoring and any involuntary job losses that may be planned.

Conclusions

27. In our view, globalisation in the UK has contributed to substantial job losses, work intensification
and deskilling, increased job insecurity, and the under-funding of many public services. This is not welcome,
but nor has it been inevitable. The environment in which these processes have unfolded is one that has in
large part been created by the most powerful states, policy makers and supra-national institutions. It is
within the remit of these organisations and political actors to halt and reverse the damage that is being done.

28. As this submission has made clear, a key concern for our members is the threat presented by
oVshoring. OVshoring has the potential to significantly increase unemployment, poverty and social
exclusion in the UK, and exploit low paid and poorly protected workers overseas. It should be no part of
government policy to attempt to benefit from such conditions, or pursue policies that contribute to
increasing job loss and job insecurity in the UK. To date, oVshoring has taken place in the absence of a full
public debate about the extent to which we wish to see parts of the work performed in our public services
moved overseas. We would welcome the government initiating such a debate.

29. In our view, action must now be taken to any prevent any further oVshoring of government work.
We call on the government to:

— Halt all further privatisation in the civil service and non-departmental public bodies (NDPBs), and
agree to award or renew contracts with private companies on condition that no contracted work
will be oVshored.

— Agree to ensure that any internal restructuring of civil service departments and NDPBs is
consistent with preserving and promoting high-skill and high-quality work for all staV.

— Engage in immediate consultation with PCS about the “shared services” initiatives and agree to a
joint evaluation of each initiative. Give firm assurances that any centralisation and movement of
such services will not involve compulsory redundancies, relocations or the future privatisation and
oVshoring of work.

— Enter into immediate discussions with PCS and the other public sector unions about how the
government interprets and intends to apply the provisions of the Services Directive to civil and
public services.

May 2006
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Memorandum submitted by the TUC

The nature of globalisation and its overall impact on the UK economy

The meaning of globalisation

1. The most widely accepted economic definition of globalisation is increased flows in trade in goods and
services and capital across national boundaries. There is also a case for adding flows of labour, as falling
transport costs and persistent economic imbalances encourage large-scale migration. Globalisation and the
UK, a major Treasury report published at the end of 2005, speaks of “fundamental changes in trading
patterns and in the use of technology, and bringing radical changes to economies across the world”.103

Is this a new phenomenon?

2. Flows of trade in goods and services across national boundaries have been taking place for hundreds
of years, but trade has grown substantially in recent years. The International Monetary Fund calculates that
world trade grew by an average of 7% per annum between 1988 and 1997, and is heading for an average of
6.4% for 1998–2007.104

3. The drivers are trade liberalisation, rapidly falling transport and communications costs, higher
productivity in tradable sectors and an acceleration in specialisation between high labour cost and low
labour cost economies. A major underlying driver has been the internationalisation of production processes.
Multinationals are increasingly locating diVerent stages of the production process in diVerent parts of the
world. Indeed, some estimates suggest up to 50% of world trade in manufactured goods now consists of
movements within companies.

4. Much of the international trade that appears in commonly quoted statistics has not travelled very far.
If we treat the EU as a single trading block, the average of imports and exports from outside that block,
expressed as a share of GDP in 2003 was under 10%, and we get similar proportions for the USA and Japan:

TRADE AS A PERCENTAGE OF GDP, 2003105

EU25 9.3%
Japan 10.0%
USA 9.3%

India and China

5. China and India are playing a fundamental role in the globalisation of the 21st century. Both countries
are investing heavily in skills. China now educates around two million graduates each year (compared to
250,000 in the UK) and more than 200,000 Chinese postgraduate students are expected to graduate in
2005.106 India now produces 260,000 engineers a year. The Chancellor, Gordon Brown, told the TUC’s 2005
Congress that China now produces 30% of the world’s TVs, 50% of the world’s cameras and 70% of the
world’s photocopiers—and consumes 10% of the world’s oil. Furthermore, rapidly developing emerging
economies such as China and India are increasingly investing in technology and Research and Development.
For example, the Chinese Government aims to develop China into a major player in biotechnology.

The impact on UK and global macroeconomic stability

6. Globalisation does not seem to be harming macroeconomic stability in the UK. The Treasury likes to
quote the OECD’s description of the UK economy in its 2005 report, in which it described UK
macroeconomic performance over the last decade as “a paragon of stability.”107 However, whether the wider
economy is enjoying the full benefits of globalisation requires a fuller discussion. For example, other major
European economies have been far more successful in exploiting Chinese export markets than the UK.
Germany, in particular, has nearly doubled exports to China by value since 2000. This is the key reason why
the trade balance with China has worsened for the UK, but improved for Germany, France and Italy
between 2000 and 2003.

103 Globalisation and the UK—strength and opportunity to meet the economic challenge, HMT, December 2005, p 7.
104 World Economic Outlook, IMF, 2006, table 20.
105 Calculated from Basic Structural Statistics, OECD, 2005, for USA and Japan, and European Economy, European

Commission, 2004, tables 39 and 43.
106 Globalisation and the UK—strength and opportunity to meet the economic challenge, HMT, December 2005, p 11.
107 Economic Survey of the UK, OECD, 2005, quoted in Globalisation and the UK ı strength and opportunity to meet the economic

challenge, HMT, December 2005, p 15.
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7. The most obvious UK challenge posed by globalisation is developing a response to the loss of relatively
low-cost, low-skill, low-value jobs, some of which may go to Eastern Europe and others to parts of Asia.
The main opportunity is a refocused UK economy, built on areas of industrial strength. The Treasury argues
for a response that “allows policymakers to look back at past industrial development trends and, as
emerging economies grow and technologies change, to develop an informed view about where the UK’s
future comparative advantage may lie.”108

Businesses

Business investment

8. Earlier this year, the TUC published An Industrial Strategy for the United Kingdom. This called for
recognition of strategic sectors in the UK, which include aerospace, defence, motorcars and motor
components, and pharmaceuticals. Looking to the future, our strength in pharmaceuticals should enable a
positive development into environmental technology. The TUC strategy called for a focus on companies
and sectors which provide high value to the UK economy, provide capabilities that, if lost, would be diYcult
to recreate in the future, and make a major impact locally, providing a high number of quality UK jobs
which benefit a local or regional economy. However, it is also important to remember that globalisation can
increase income and social disparities within countries. As part of the UK’s response, the TUC document
calls for community development funds, administered regionally, to be available to ensure that all employees
are assisted through the process of economic restructuring.

9. The TUC’s industrial strategy sets out an approach for Government in taking forward a UK response
to globalisation. However, in many areas, whilst the Government must put the framework in place, it is the
duty of business to respond. If we are to meet the challenge of globalisation, our companies must be
competitive in relation to other high-skill, high-value economies, yet a considerable productivity gap
remains between the UK and other G7 countries, especially the United States. If that gap is to be tackled,
investment in skills, innovation, and Research and Development, is fundamental.

Innovation

10. The Government has put in place a system of R&D tax credits, which are designed to encourage
business to undertaken innovation. Furthermore, whilst the UK science base is performing strongly, the
challenge is to turn this into rising levels of business R&D and innovation. The Treasury accepts that we
currently lag behind the US, France and Germany in this regard. On skills, as the Treasury also
acknowledges, the UK is constrained by a large stock of low-skilled adults and a relatively poor
international position on intermediate skills.

11. The UK has a number of world-class companies and the TUC applauds their contribution to skills,
innovation and R&D. However, too many companies make insuYcient investment and too many more
undertake no skills or other investment at all. The Government has placed its faith in tax incentives to
promote best practice, but has shied away from compulsion, yet the time has come to question whether this
approach is working. For this reason, the TUC has called for an inquiry into the failure of voluntarism in
the UK, to investigate this problem and to recommend solutions.

The revised Lisbon Agenda for Europe

12. In 2004 the European Council decided to commission a progress report on the Lisbon strategy from
a “high level group”, chaired by Wim Kok. The group’s report, published in November of that year, left no
doubt that globalisation (together with demographic change and EU expansion) was a significant challenge:
“Europe has no option but radically to improve its knowledge economy and underlying economic
performance if it is to respond to the challenges of Asia and the US.”109

13. The TUC agreed with most of the analysis and recommendations, and in particular with the take on
flexibility and de-regulation:

“The call for more reform is too frequently seen as no more than code for more flexibility which
in turn is seen as code for weakening worker rights and protections: this is wrong. The HLG
understands that flexibility is about agility, adaptability and employability for which the key is the
ability of workers constantly to acquire and renew skills, and for a combination of active labour
market policies, training and social support to make moving from jobs to job as easy as possible”110

14. Unfortunately, the “spin battle” that took place after the publication of the report led to its being
presented as a call for deregulation. When, in March 2005 the Lisbon strategy was re-launched, the objective
of growth and employment was singled out; the social and environmental objectives, which had previously

108 Globalisation and the UK—strength and opportunity to meet the economic challenge, HMT, December 2005, p 21.
109 Facing the Challenge: report from the High Level Group chaired by Wim Kok, CEC, 2004, p 12.
110 Facing the Challenge: report from the High Level Group chaired by Wim Kok, CEC, 2004, p 31.
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had equal emphasis, were downgraded. In common with trade unionists across Europe and nearly all
European social and environmental NGOs, the TUC is concerned that the re-launch has unbalanced the
Lisbon strategy.

Outsourcing

15. “Outsourcing” refers to a shift in control of production through the contracting out of existing or
new activities to non-aYliate firms. This is distinct from “oVshoring”, which occurs when a firm moves new
or existing economic activities abroad. Both occur in the context of globalisation. Of course, in a free
market, they cannot be “opposed”, since this would result in protectionism.

16. In fact, the impact of these phenomena has been exaggerated. Decisions to outsource depend on levels
of wages, training costs, transport, available infrastructure and regulatory barriers, along with whether
employees with the required skills are available, in those countries to which an employer might consider
outsourcing. It is often assumed that employers will wish to outsource some production from higher wage
EU15 countries to lower wage EU10 ones. In fact, Eurostat figures show that foreign direct investment from
the EU15 to the EU10 amounted to 6.7 billion euros in 2003, but between the EU15 it was 183.7 billion
euros.111

17. That is not to say, of course, that outsourcing is not diYcult for those experiencing it. Furthermore,
some employers use the threat of outsourcing to keep down wages and conditions of employees. In order
to protect economic and social cohesion in communities where jobs might be under threat, we recommend
a positive recognition of the role of trade unions as social partners. Specifically, the role of Information and
Consultation, so that the costs and benefits of outsourcing can be properly explored, is vital.

Business taxation

18. It is sometimes claimed that globalisation forces OECD economies to moderate public spending as
a share of GDP in order to provide a more conducive low tax business environment for footloose multi-
national business. The OECD rejects this view:

19. “International economic integration is compatible with a large public sector, since public spending
exceeds 50% of GDP in a number of OECD economies that are very open to international trade. There even
appears to be some tendency for government spending to be higher in the OECD countries where trade is
largest relative to GDP.”112

20. A Congressional study of America’s tax competitiveness showed that, of the large advanced
economies quoted in the study, only Germany and some Canadian provinces had a lower rate of
corporation tax:113

RATES OF CORPORATION TAX IN LARGE ADVANCED
ECONOMIES, 2003, MAIN RATES

Country Rate

USA 35% (plus state rates, varying from 0% to 12%)
Spain 35%
France 34.33%
Italy 34%
Australia 30%
Japan 30%
UK 30%
Germany 27.9575%
Canada 24.6–38.6% (includes provincial rates)

Households

Employment

21. The UK is a major nation when considering globalisation in terms of international investment, but
much less so when it comes to trade. The latest edition of UNCTAD’s World Investment Report114 reports
that developing countries did receive 36% of world FDI inflows, but the number one recipient was the USA,
followed by the UK; China, to some people’s surprise, came third. The UK is also a major supplier of FDI—
almost half of all FDI came from the USA, UK and Luxembourg, in that order.

111 Relocation: Challenges for European Trade Unions, Bela Galgoczi, Maarten Keune and Andrew Watt, European Trade
Union Institute, 2005, p 2.

112 “Trade-adjustment Costs in OECD Labour Markets: A Mountain or a Molehill?”, Employment Outlook, OECD, 2005, p 48.
113 How Competitive Is The US Tax System?, Joint Economic Committee, US Congress, 2004, table 1.
114 World Investment Report, UNCTAD, 2005, p 4.
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22. It is quite a diVerent picture when we come to trade. In recent years UK trade in services has grown
very strongly, but trade in goods has actually declined in importance to the UK economy (this is unusual):

UK TRADE AS A PERCENTAGE OF GDP, 1990–2004115

Merchandise trade Trade in services
(% GDP) (% GDP)

1990 2004 1990 2004
41.2 38.1 10.6 15.4

23. What these figures mean is that it is unlikely that globalisation of trade in goods is to blame for more
than a small proportion of the jobs being lost in UK manufacturing (currently shrinking at a rate of more
than 100,000 jobs a year)116 or the increasing inequality of original incomes. Numerous studies reinforce this
lesson; the 2005 edition of the OECD’s Employment Outlook has concluded that the balance of the research
evidence suggests that “trade made a relatively modest contribution to the declining labour market position
of low-skilled workers and have pointed to skill-biased technological change as being a more important
factor. Nonetheless, it is very diYcult to disentangle the causal impacts of these (and other) factors.”117

Employment Outlook studies manufacturing in 15 industrialised countries during the years 1970–2000, and
finds that employment declined 27% in high-international-competition-industries, compared with 16% in
manufacturing overall. This is significant, but the authors add that high-international-competition-
industries only accounted for 4% of employment in these countries, and “aggregate employment
performance does not appear to have suVered in the OECD countries that are most open to trade or where
trade openness has increased most rapidly.”118

24. It is also true that, in a country where international investment is important, UK workers are
particularly exposed to relocation decisions, as UK laws allow employers to make British workers
redundant far more easily than would be the case in most other EU countries. Mass layoVs are often
announced because employers plan to make savings by switching production elsewhere; if they had to share
these savings with the workers, British sites would be on something like a level playing field with the rest of
Europe, and, when firms decided to go ahead, the money could be used to invest in a future for the individual
workers concerned.

Support for those disadvantaged by globalisation

25. Of course, it is little consolation to someone who has lost their job to tell them that, on average, we
are better oV. Recently the Work Foundation published an important follow-up study of what happened
to the workers at MG Rover who lost their jobs. Eight months later a third were still unemployed; over half
were now employed full-time, but on average their new jobs paid them £3,523 a year less than MG Rover,
and almost half thought their new jobs were worse.119

26. The pattern of who gains and who loses is desperately unfair. Jobseeker’s Allowance (£57.45 a week
for a single grown-up with no children) is not fair recompense for facing all the downside risks of
globalisation while the rest of us accept the benefits. The TUC has been attracted to a suggested alternative
that has emerged from the American debate—a scheme of earnings insurance: “. . . for as little as 4 to 5%
of the savings companies realized from oVshoring, they could insure all full-time workers who lost jobs as
a result. The programme would compensate those workers for 70% of the diVerence between the wage rate
they received on the job they lost and the wage rate they received on the new job, as well as oVer health care
subsidies for up to two years.”120

Migration

27. Migration and globalisation are separate but linked issues—it is significant that the first age of mass
migration (from the mid 19th century to the first world war) coincided with the first era of globalisation.
Where migrant workers have skills in short supply among UK workers, their eVect should be to allow the
economy to grow faster than it would do otherwise; the Treasury has suggested that 0.4 percentage points
of 2.75% growth are due to migration into the UK, and the Home OYce has estimated that a 1% increase
in the population through migration would produce a 1.25–1.5% increase in GDP.121

115 World Development indicators 2006, World Bank, table 6.1.
116 Labour Market Statistics, May 2006, table 6.
117 Trade-Adjustment Costs in OECD Labour Markets: a Mountain or a Molehill?, Employment Outlook, OECD, 2005, p 28.
118 Trade-Adjustment Costs in OECD Labour Markets: a Mountain or a Molehill?, Employment Outlook, OECD, 2005, p 30.
119 Life after MG Rover, Kathy Armstrong, Work Foundation, 2006, passim.
120 Exploding the Myths About OVshoring, Martin N. Baily and Diana Farrell, McKinsey Global Institute, 2004, pp 8–9.
121 Quoted in Liberalisation and Globalisation: maximising the benefits of international trade and investment, DTI Economics

Paper 10, 2004, para 2.80.
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28. Many people assume that, because migration is holding down inflation and pleasing employers, it
must undercut pay and job prospects for UK-born workers. But it is hard to find substantial evidence to
back this up: links between immigration and unemployment are weak, and higher immigration seems to be
linked to higher wages for the UK-born workforce (which is what we should expect if immigration is
associated with higher growth). An important report for the Home OYce122 found:

“The main result of the empirical analysis is that there is no strong evidence of large adverse eVects
of immigration on employment or wages of existing workers. In this respect our findings are
consistent with empirical results from international research. There is some weak evidence of
negative eVects on employment but these are small and for most groups of the population it is
impossible to reject the absence of any eVect with the data used here. Insofar as there is evidence
of any eVect on wages, it suggests that immigration enhances wage growth.”123

29. More recently, a DWP paper, which focused on the arrival of workers from the new East European
member states of the EU,124 found that the impact was very modest. Districts with large numbers of
registered workers were very slightly more likely to see unemployment rise, “it explains close to zero of the
variation in the claimant count,”125 and there has been no discernable impact on nominal wage growth.126

Training and skills

30. The Treasury’s analysis has led it to conclude that securing the “right skills profile for the global
economy” is one of the six key policy challenges facing developed countries such as the UK. Globalisation
and the UK recommended that “the first area where there is a particular need for further progress is
therefore to raise the UK skills profile and ensure the workforce has the skills and flexibility to take
advantages of changes in technology and new opportunities oVered by globalisation.”127

31. The Leitch Review of Skills, whose interim report argues that without a step-change in skills
acquisition, “firms may increasingly choose to locate high value-added activities outside the UK, leaving
UK workers with low-paid jobs in low value-added activities”, supports this view.128 One area of weakness
is among the existing workforce, more than a third of adult employees do not have the equivalent of a basic
school leaving qualification, and intermediate and technical skills lag countries such as France and
Germany.

32. The TUC has agreed with most of this analysis, but we do not believe it is possible to act on it without
a genuine post-voluntary framework for skills policy. It should be possible to develop a consensus that
employers have an obligation to train their employees to meet the requirements of their present job. When it
comes to the wider needs of the workforce, employers, employees and government should be seen as having a
joint responsibility.

Resources

The supply and pricing of energy

33. Two recent events—energy prices shocks for both domestic and industrial consumers, and recent
increases in our CO2 emissions129—have marked a fundamental shift in UK energy policy. A new energy
paradigm is emerging,130 following two decades of energy market liberalisation. Since 1999, oil prices have
risen from previous low levels; more recently, with the UK becoming a net importer of gas from 2004, we
have suVered the unwelcome impact of high and volatile gas and electricity prices.

34. This problem cannot be ignored. The International Energy Agency (IEA) forecasts a 1.7% annual
increase in consumption, and a 60% growth in worlds primary energy demand by 2030 has been forecast.131

Among developed countries there has been an increasing recognition of the risks of fossil fuel import
dependency, and the TUC has argued that heightened concerns over security of supply and climate change
require the redesign of energy policy. Energy self-reliance, based on indigenous, often renewable, energy,
makes sense, as does a policy shift towards investment in low- and carbon-free energy sources, such as
clean coal.

122 The Local Labour Market EVects of Immigration in the UK, Christian Dustmann, Francesca Fabbri, Ian Preston, Jonathan
Wadsworth, Home OYce Online Report 06/03, 2003.

123 Dustmann et al, p 49.
124 The Impact of Free Movement of Workers from Central and Eastern Europe on the UK Labour Market, Nicola Gilpin,

Matthew Henty, Sara Lemos, Jonathan Portes and Chris Bullen, DWP Working Paper 29, 2006.
125 Gilpin et al, p 25.
126 Gilpin et al, p 29.
127 Globalisation and the UK—strength and opportunity to meet the economic challenge, HMT, December 2005, p 4.
128 Skills in the UK: the long-term challenge, HMT, 2005, p 28.
129 Statistical Release, DEFRA, 23 January 2006.
130 “The Assessment: The new energy paradigm”, Dieter Helm, Oxford Review of Economic Policy,

Vol 21, Spring 2005.
131 “The investment implications of global energy trends”, Faith Birol, Oxford Review of Economic Policy, Vol 21, Spring 2005.
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The environment

35. The UK remains committed to the goal of a 60% cut in carbon emissions by 2050, which is believed
to be consistent with stopping global temperatures rising more than two degrees above pre-industrial levels.
Performance so far is mixed: the Government appears not to be on track to cut our CO2 emissions by 20%
by 2010, but we are closer to targets in our overall greenhouse gas reductions.

36. While the exact path for future emissions will depend on many factors, the overall trends show that
globally, greenhouse gases will continue to rise for some time. Without concerted policy action,
concentrations may have doubled by mid-century, with the most rapid growth from developing countries.
As the first report from the Stern Review132 has acknowledged, “Stabilisation will require far more
significant reductions in greenhouse gas emissions even compared to global levels in 1990”, the base year
for Kyoto Treaty targets.

37. That is why the TUC strongly supports the UK Governments eVorts for the next stage of the Kyoto
Treaty, with the inclusion of a new energy strategy, as well as international aviation and shipping within its
scope. The EU Emissions Trading Scheme, emerging as the hub of a global scheme to cap and trade carbon
emissions, has the potential to drive up energy eYciency and stimulate low- and carbon free energy. The
inclusion of aviation emissions of flights to, from and within the EU initially is a crucial next step.

May 2006

Memorandum submitted by Dr Mark J Baimbridge, European Economies Research Unit,
University of Bradford, and Dr Philip B Whyman, University of Central Lancashire

Executive summary

This memorandum addresses the Committee’s inquiry into the Government’s adoption of the most
appropriate policies in relation to business and the labour market based on our recent research on the
twin concepts of Foreign Direct Investment and Labour Market Flexibility (Whyman and Baimbridge,
2005a&b). The successful combination of these two economic factors has been identified by HM
Treasury (1997) as key prerequisites regarding the assessment of the UK’s suitability for EMU
membership. Moreover, they are at the heart of the EU’s Lisbon Agenda to make the EU “the most
competitive and dynamic knowledge-driven economy by 2010”. Consequently, this memorandum
reviews the importance of motivational drivers behind FDI within the context of increasingly
competitive global markets.

Firstly, we discuss the significance of business investment to the real economy in terms of its
importance for long-term, sustainable economic growth, job creation and technological innovation.
Secondly, the concept of FDI is examined in terms of its importance to developed economies with
specific emphasis placed upon those disaggregated factors determining its location. Given the necessity
of investment as the life-blood of any economy, the significance of FDI as a critical component cannot
be underestimated. Hence, for the formulation of optimal Government policy in response to
globalisation these determinants must be understood and acted upon. Thus the main body of this
memorandum discusses the essential elements of these demand, cost, national specific and risk factors.

Consequently, it is through consideration of cost factors as a disaggregated determinant of FDI that
we proceed to a discussion of Labour Market Flexibility (LMF) in terms of the concepts of numerical,
functional and wage-cost flexibility. Hence, in our summary of key issues regarding both FDI and LMF
we seek to draw the Committee’s attention to the principal findings of the academic literature when
examining these phenomenon in terms of the crucial forces that both attract and repel. However, we
conclude that a number of significant limitations exist in the sole reliance of FDI as an economic
panacea. Rather a more holistic national/regional policy aimed at developing a “national system of
innovation” would provide a longer-term sustainable enhancement to the UK’s real economy.

The government’s domestic policy response to globalisation

The relevance of globalisation to the Government’s policies on: business investment

Introduction

1. Business investment is a significant determinant of economic success, at least in so far as this
occurs in productive assets—ie investment in manufacturing plant will have greater net benefits to the
economy, in terms of innovation, development of competitive advantage and export-led growth, than
investment in a golf course or hotel complex. It is a major determinant of domestic demand, yet,
uncompensated, its volatility can cause unsustainable booms and avoidable recessions. Moreover,

132 What is the economics of climate change?, Stern Review, January 2006.
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according to both the Solow neo-classical and endogenous growth models (the latter, in conjunction
with human capital formation), investment is a key determinant of economic growth. Investment is a
crucial factor underlying innovation and technological development, whilst its role in determining the
level of productive capacity in the economy has major eVects upon the level of employment (Bean,
1989; Rowthorn, 1995; Ball, 1999).

2. Business investment depends upon the combination of expectations, together with the availability
and cost of capital. Thus, businesses invest on the basis of expected future profitability, and fund much
of this through retained profits (Keynes, 1936: 135–141). Government has sought to influence business
investment through policies intended to raise current profitability (and thereby inflate expectations of
future returns), reduce the cost of capital (through maintaining low rates of interest) and enhancing
the supply of risk capital (through provision of tax breaks for private investment, regulation of the
financial sector to constrain non-productive investment forms and/or provision of public capital
through pension funds and regional development agencies, etc). More recently, as the range of economic
policy instruments being utilised by government has become increasingly limited (due to perceptions
that globalisation has constrained the use of certain forms of regulation and active macroeconomic
policy), the attraction of Foreign Direct Investment (FDI) has become increasingly important. Indeed,
despite the fact that, for most industrialised economies total FDI flows represent only a small
proportion of GDP and are exceeded by domestic investment by at least a factor of nine-to-one, its
significance outweighs this statistic due to the potential for technological and knowledge transfer,
together with its importance in government industrial and regional policy (Weiss, 1998:174; Wren and
Taylor, 1999; DriYeld and Taylor, 2000:93).

Definition of FDI

3. Foreign Direct Investment (FDI) may be defined as capital invested for the purpose of acquiring a
lasting interest in an enterprise, whilst simultaneously exerting a degree of influence on its operations. It is
this combination of ownership and control that distinguishes FDI from other forms of trans-national
investment and/or production, such as portfolio investment and franchising (Dunning, 1979).

4. Trans-National Corporations (TNCs) are estimated to account for more than one-fifth of global
employment in the non-agricultural sectors, with global sales of $19 trillion, double the value of world
exports (Dunning, 1993:15; Scholte, 2000:130; UNCTAD, 2002). Thus, FDI has become an increasingly
significant factor in influencing the level of economic activity in developed, in addition to developing,
nations.

Policy importance of FDI

5. In a world characterised by the free flow of capital, nation states have sought to compete with each
other to attract FDI as a means of attracting inward flows of capital and technology, together with
innovation in management techniques and the organisation of work and distributional networks. FDI may
therefore raise aggregate productivity, thereby facilitating the rising skill level of the workforce through the
provision of high-skill employment opportunities—albeit that the shift in demand towards skilled workers
will occur at the expense of unskilled workers (OECD, 1991; Barrell and Pain, 1997; DriYeld and Taylor,
2000). Accordingly, FDI should improve allocative eYciency, as resources are transferred towards the most
eYcient new entrants to the host market (Dunning, 1988). FDI may additionally produce beneficial
externalities for domestic producers, through spillovers in the areas of technology and work organisation,
together with a positive association with increased investment by national investors (Borensztein et al, 1998;
Aitken and Harrison, 1999; Bosworth and Collins, 1999; DriVeld and Munday, 2000). Furthermore, in so
far as regional regeneration is facilitated through the infusion of new capital, technology and creation of
skilled employment opportunities, FDI would appear to have significant potential in this regard (Young et
al, 1988, 1994; Neven and Siotis, 1996).

6. Balance of payment eVects are indeterminate because the initial inward capital transfer may be oVset
by a reluctance to permit inter-subsidiary competition and/or the reduction in competition arising from the
takeover of an existing producer (Bairoch, 1993:183–4). Thus, the beneficial impact associated with FDI
may be partially or wholly negated by deadweight eVects if FDI occurred through the takeover of a export-
orientated domestic firm, and through the long-term repatriation of profits to the home economy (OECD,
1998). Evidence on this point indicates that only 14% of FDI flows were associated with the establishment
of new businesses (Fallows 1994:481). Consequently, it is not surprising that the capability to induce rising
FDI flows into its economy has become an important policy objective of many governments.

7. In terms of the UK, the importance of FDI inward flows during the past two decades is illustrated by
the fact that, as early as 1989, TNCs employed 40% of the manufacturing sector (Ladipo and Wilkinson,
2002:12–13), whilst FDI is estimated to account for 30% of the productivity growth in UK manufacturing
industry (Barrell and Pain, 1997). Moreover, the productivity advantage over domestic companies
approximates to 20% (Davies and Lyons, 1991). As a result, the attraction of inward investment has become
“the chief instrument of industrial policy in the UK over the past 20 years” (DriYeld and Taylor, 2000:93;
Wren and Taylor, 1999). Furthermore, the importance given to the continued attraction of FDI by the UK
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government is reflected in the fact that it features prominently as one of the Chancellor’s “Five Tests”
established to ascertain the potential impact of participation in Economic and Monetary Union (EMU)
upon key aspects of the UK economy (HM Treasury, 1997).

Factors influencing the location of FDI

8. The international business literature proposes that firms tend to consider FDI once they have
developed certain competitive advantages that they feel they can more eVectively exploit by engaging in a
strategic location of production abroad rather than export goods and services, whilst maintaining their
direct control over the process to minimise transaction costs, retain control over technological and other
elements of the production process, together with organisation knowledge (Morgan, 1997). Assuming
rational action, firms must be responding to, firstly, incentives to locate production abroad rather than
export from their existing home base, and secondly, a separate set of incentives to internalise the
production process.

9. The United Nations World Investment Report (UNCTAD, 1998) argued that FDI arises due to a
combination of, firstly, host country (or locational) determinants based upon the social and economic
factors, together with the attractiveness of government policy framework for the attraction of FDI, and
secondly, the strategic motives of TNCs. Thus, the decision for a TNC to invest in a particular country will
depend upon a composite of variables of demand, cost, national specific and risk factors (summarised in
Figure 1).

Figure 1

Demand Factors Cost Factors National Specific
Factors Risk Factors

- Market Size & Per Capita Income
- Market Growth
- Access to regional & Global Markets
-Structure of Markets
-Country-Specific Customer
Preferences

- Hassle Costs (Related to corruption,
  administrative efficiency)
-Exchange Rates
-Trade Costs & Barriers
-Transaction & Business Costs
- Cost of Borrowing (Interest Rates)
- Raw Materials
- Wage Rates
-Low Cost Infrastructure
-Labour Market & Trade Unions
-Comparative Labour Cost Advantage 

- Entry & Operations Rules
- Competitiveness
- Trade Policy
- Tax Policy
- Investment Incentives
- Other Services
- Raw Materials
- Skilled Labour
- Economies of Scale
- Technological Assets
- Infrastructure
- Supplier Networks & Clusters

Labour Market
Flexibility

Supply Side
(Skills/Quality,

Numerical
Flexibility

Labour Costs
(Unit Costs) Functional

Determinants of FDI

- Economic Stability (Growth, Inflation
  etc)
- Social Stability
- Political Stability
- Policies on structuring & functioning
  of markets
- International Trade & Investment
  Agreements
- Privatisation
 

(Source: Whyman and Baimbridge, 2005a).

Demand factors

10. These factors, in aggregate, appear to be the strongest determinants of the location of FDI, with the
size and growth rate of national markets being the most significant element, since it is primarily to serve this
market by localised production, rather than export from the home nation, that FDI occurs (Culem, 1988;
Jost, 1997; Pain and Lansbury, 1997). Evidence tends to suggest that investors prefer nations with relatively
liberal trade regimes. However, whilst anecdotal evidence would suggest that membership of the EU’s Single
Internal Market would be a particular advantage in this regard, the evidence here is rather more mixed than
might be anticipated (Whyman and Baimbridge, 2005a&b).
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Cost factors

11. FDI is influenced by the relative cost of production and distribution within potential host nations.
This is determined by the quality and reliability of physical and communications infrastructure, relative unit
costs, the cost and ease of access to raw materials and the cost of capital. The latter could be eased by
monetary policy maintaining a relatively low rate of interest and/or full integration within international
financial markets. Macroeconomic policy targeted at maintaining high levels of capacity utilisation may
additionally induce lower average unit costs. Labour costs can be aVected by a number of variables,
including the design of institutions and patterns of wage bargaining, labour market policies designed to solve
skill shortages and thereby remove inflationary employment bottlenecks, together with the overall
macroeconomic stance of the government. The latter may involve a tight monetary and fiscal policy,
designed to restrain wages and inflation, which may in the process improve national competitiveness. It may
equally pertain to the maintenance of a high level of aggregate demand, intended to sustain high rates of
industrial capacity, thereby encouraging future investment in capacity and reducing unit costs as these are
borne by a larger volume of output. Finally, it may also involve exchange rate management to attempt to
maintain competitive unit costs through currency appreciation or devaluation, as necessary.

12. The evidence of the eVects of labour costs on FDI is mixed, but tends to indicate a negative association
(Cooke and Noble, 1998; Head et al, 1999; Floyd, 2003). Nevertheless, it remains the case that four-fifths
of the world stock of FDI is located in the high-wage and relatively high-tax nations, primarily the USA,
UK, Germany and Canada, where this proportion has increased by 12% over two decades (Weiss, 1998:186).
Alternative evidence suggests that labour costs are not ranked very highly amongst other determinants of
FDI (Traxler and Woitech, 2000). Indeed, a majority of UK-owned TNCs do not even bother to collect
data on overall labour costs and labour productivity (Marginson et al, 1996), whilst a sizeable (and growing)
diVerences in unit labour costs, amongst EU nations during the 1980s, failed to result in significant
diVerences in FDI (Erickson and Kuruvilla, 1994).

13. Finally, the fact that 81% of global FDI stock is located in high wage, high tax OECD nations,
indicates that cost reduction is not the overwhelming factor causing the globalisation of production (Weiss,
1998:186).

14. Intrinsically linked to the concept of cost factors is the key issue of labour market flexibility, which
can be identified with the concepts of numerical, functional and wage-cost flexibility (Burchell et al, 1999;
Weiss 2001; Monastiriotis, 2003; Whyman and Baimbridge, 2005a&b). Numerical flexibility is associated
with the supply of labour, functional flexibility with the adaptability of working practices, demand factors
with potential product demand, risk factors with perceptions of instability and protection of property rights
and cost variables dependant upon government policy and labour markets.

15. Rigid regulation of the labour market is generally perceived to be a disadvantage for a nation seeking
to attract FDI, and particularly so for those industries subject to a greater than average risk of failure,
whereby exit costs from a particular market becomes increasingly important. Flexible labour markets
characterised by low closure costs may therefore attract FDI, although it may equally facilitate outward
disinvestment during periods of economic downturn (Bentolila and Bertola, 1990; Dewit et al, 2003).
However, evidence on this point is mixed. Labour market regulation is generally perceived to be a
disadvantage for a nation seeking to attract FDI (Bentolila and Bertola, 1990; Cooke and Noble, 1998;
Haaland et al, 2003). However, other studies found no statistical significance (Leonard and Schettkat, 1991),
and it is a stylistic fact that FDI tends to be higher in countries with stronger employment rights (Kucera,
2002:63). Thus, labour market regulation may, under certain circumstances, reinforce commitment and
loyalty to the employing firm, with the subsequent reduction in labour turnover costs, together with the
maintenance of a trained workforce, oVsetting perceived rigidities (Streeck, 1991). Similarly, the literature
distinguishes between macro and micro flexibility, where decentralised (or workplace centred) wage
formation may provide flexibility at firm level, yet may fail to secure the slower rate of growth in aggregate
real wages, reduced labour turnover and lower rate of industrial conflict often associated with economies
persisting with more co-ordinated wage setting (Bruno and Sachs, 1985; Calmfors and DriYll 1988;
Rowthorn and Glyn, 1990). However, the evidence of the eVects of flexible labour markets is mixed, since
studies tend to associate high labour costs negatively with FDI flows (Schneider and Frey, 1985; Culem,
1988; Friedman et al, 1992; OECD, 2000). Yet four-fifths of the world stock of FDI is located in high-wage
and relatively high-tax nations (Weiss, 1998).

16. Trade union activity and the institutional arrangements facilitating wage bargaining tend to be
insignificant (Floyd, 2003). Hence, the evidence indicates that labour factors are not ranked amongst the
leading determinants of FDI (Erickson and Kuruvilla, 1994; Marginson et al, 1996; Traxler and Woitech,
2000). Nevertheless, to the extent that labour market characteristics can influence inward FDI, the most
important element concerns the level of factor endowments, followed by numerical flexibility and functional
flexibility (Whyman and Baimbridge, 2005a&b).
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Minimising risk

17. TNCs prefer to minimise the risk associated with their investments, and therefore they prefer the
combination of a stable political climate together with a dependable macroeconomic framework (Wheeler
and Mody, 1992). Indicators of the latter include low rates of inflation, budget deficits and government debt,
together with a relatively stable exchange rate. High rates of any or all of these variables threaten to erode
the financial value of the assets purchased or developed by the inward investor, and thereby increase the risk
premium of FDI in that particular nation. Interestingly, given the relevance to the issue for the membership
of the Euro, this does not necessarily imply a preference for a fixed exchange rate, but does indicate a general
dislike of excessive exchange rate variability. Inward investors additionally minimise risk through their
preferences for operating within a secure and transparent legal framework, designed to protect their
property and security of their business contracts. Additional attractive policy-related factors include the
maintenance of a reasonable rate of economic growth, low costs of borrowing, low levels of taxation and/
or the provision of specific investment incentives intended to lower the cost of inward investment.
Furthermore, the potential oVered by privatisation, through potential undervaluing of former state assets
and/or the opportunity provided to purchase strategically valuable assets, has further encouraged increases
in FDI throughout the past two decades.

National-specific factors

18. These include the existence of natural resources, the relative quality of physical and informational
infrastructure, possession of distinctive technology and production methods protected by legal patent, to
which the TNC wishes to gain access (Cantwell, 1989; Caves, 1996; Neven and Siotis, 1996; Dunning, 1988).
Government policy can influence FDI either positively or negatively, and these factors include relative tax
rates, the degree of regulation, provision of location incentives and the existence of labour market rigidities.
Macroeconomic policy can induce FDI, either through the balance of fiscal and monetary policy to lower
the cost of capital and/or stimulate economic growth, the maintenance of a competitive exchange rate to
facilitate international competitiveness and the maintenance of conditions conducive to capital
accumulation. Industrial policy may prove beneficial in so far as it encourages the development of business
clusters and a supportive infrastructure that facilitate innovation and technological development. Labour
market policy can encourage inward investment through investment in human capital investment and
setting a favourable environment that may encourage numerical and functional flexibility.

19. Available evidence suggests that firms with lower risk technology and embracing a low cost strategy
have a relative predisposition towards primarily national factors, such as size of national market, policy-
related variables, including deregulation, tax rates and the maintenance of a low cost of capital, whilst firms
utilising high risk technology and operating a diVerentiated-niche strategy are primarily concerned with the
quality of a nation’s physical infrastructure (Whyman and Baimbridge, 2005a).

Significance for Government policy

20. The material reviewed in this memorandum suggests that it is important for policymakers to keep in
mind the fact that FDI is determined by an agglomeration of multiple individual characteristics, many of
which have the potential to conflict with each other in practice. Moreover, numerous studies have indicated
that it is only with certain of these characteristics that they are primarily concerned. Thus, there exists a clear
potential for a degree of misdirection inherent within policy reforms intended to promote FDI by
strengthening the less significant attractors. Thus, for government policy to provide a wealthy economy, a
high quality infrastructure and facilitating human capital investment are more significant factors in terms
of inducing additional inwards investment flows than policies related to exchange rates, deregulation, labour
costs and wage flexibility, together with maintaining tight legal constraints upon trade unions (Whyman and
Baimbridge, 2005a&b). Consequently, it would appear useful for government policy to seek to identify the
preferred profile for those firms considering UK investment, before determining which factor will prove the
most attractive to the potential investor.

21. However, there are a number of limitations inherent in utilising FDI as an economic policy measure.
For example, the majority of FDI occurs in non-industrial settings and is therefore directed towards less
productive (or speculative) ventures such as golf courses, property (commercial and residential), hotels and
shopping centres (Weiss, 1998:173). Moreover, a large proportion of FDI is used to acquire existing assets
rather than construct new productive facilities and is therefore less eVective in improving competition and
providing additionality to the host economy (Fallows, 1994:481). Furthermore, although FDI is associated
with an increase in the skill intensity in host markets, approximately half of this relationship is considered to
be due to the “composition eVect”, whereby the distribution of TNCs is disproportionately skewed towards
higher-skill industries (Davies and Lyons, 1991). Indeed, studies suggest that TNCs are unlikely to engage
in training skilled workers and prefer to recruit them from existing firms or rely upon ex-patriots (DriYeld
and Taylor, 2000). Consequently, it is unlikely that FDI, in and of itself, can solve problems of long term
unemployment amongst unskilled workers.
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22. Consequently, a more rounded industrial and regional policy would not focus almost exclusively
upon the attraction of FDI, but would seek to develop a “national system of innovation” through
establishing eYcient institutions and networks of support for the real economy, which can be extremely
successful in developing international competitive advantage (Dunning, 1988; Cantwell, 1989; Porter, 1990;
Patel and Pavitt, 1991).
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Executive summary

This paper seeks to contribute in two ways towards the inquiry, made by the Treasury Select Committee,
into Globalisation and its impact upon the real economy.

Firstly, it provides a discussion of the variation in the definitions of globalisation (and
internationalisation), and why these are important in terms of the development of national economic policy.
Primarily, the paper claims that “strong” definitions of globalisation lead to claims of the impotence of
national governments relative to Trans–National Corporations, and this results in a caution in the design
and exercise of economic strategy which is not necessarily borne out by the evidence. Through a brief review
of the data concerning trade and capital flows, the paper presents an argument that most of the evidence
points towards an increasing internationalisation (not globalisation) of the world economy. Moreover, in
so far as globalisation does in fact exist, it is little more advanced in many respects than during the Gold
Standard era; the primary diVerence between the two periods relating to the composition of long–term
capital flows—ie FDI in the contemporary period rather than portfolio investment in the early years of the
last century.

The second feature of the paper relates to the impact of globalisation upon national economic policy, and
specifically it considers claims of the “death” or “retreat” of the nation state. The paper argues that, whilst
increased internationalisation has increased certain of the constraints experienced by national governments,
it has certainly not undermined the eVectiveness of many of the main economic policy instruments.
Moreover, the disappointing record of financial crises and resultant macroeconomic destabilisation
throughout many diVerent nations, together with the relatively poor record of the neo–liberal era, indicates
that a more active economic policy strategy, based upon a proper appreciation of the role of aggregate
demand management, would produce superior outcomes.

The nature of globalisation and its overall impact on the UK economy

Globalisation and economic policy

The Meaning of globalisation

Definition

1. Globalisation is quite possibly “the most contested concept in contemporary social science” (Grant,
2002:41), being “invariably over–used and under–specified” (Higgott and Payne, 2000:ix). Indeed, the
imprecision that often accompanies debate surrounding globalisation prompted Wiseman (1998:1) to claim
it to be “the most slippery, dangerous and important buzzword of the late 20th century”.

2. The internationalisation of economic activity refers to the international expansion of trade, labour
mobility, sourcing of components, product marketing and development, together with the dramatic increase
in capital flows (Scholte, 2000:16). Nevertheless, according to this definition, production remains primarily
national (or regional).

3. Globalisation, by contrast, concerns “macroeconomic unification” (Glyn and SutcliVe, 1992:77; Amin
and Thrift, 1994:4; Hirst and Thompson, 1996). Transformation of production occurs as trans–national
corporations (TNCs) lose their former national identity, become truly footloose in terms of location of
production and their international management owes no residual alegience to the interests of any individual
nation state. Technological advances that have produced transaction cost reductions in transport
and communications facilitate the development of a “weightless”, information–knowledge–based,
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service–centred sector of the economy, together with a greater geographical diversification of corporate
production and associated innovation in strategic, organisational and operational corporate behaviour
(Katz, 1988; Carnoy et al, 1993). Hence, the OECD (1996:9) characterises globalisation “evolving [a] pattern
of cross–border activities of firms involving international investment, trade and collaboration for purposes
of product, development, production and sourcing and marketing”.

The extent to which the recent phase of globalisation is a new phenomenon for the world economy

Evidence for globalisation

4. The evidence for internationalisation is uncontested. Between 1970 and 1991, world GDP doubled,
global exports nearly tripled in real terms and FDI quadrupled, with rates of real increase exceeding 25%
per annum during the latter half of the 1980s (UNCTAD, 1993:17). In 1991, world exports of goods and
services were valued at US$4 trillion, one–third of which was intra–firm trade, whilst exports represented
approximately 19% of global GDP (Lazar, 1996:274–5).

5. In terms of international capital flows, the ratio of foreign assets relative to world GDP from 17.7%
in 1980 to 56.8% in 1995 (Crafts, 2000:27). Short term capital has increased substantially, with the daily
volume of trading across the major foreign exchange markets rising from $18 billion in 1977 to US$2 trillion
by 1999—a figure approaching one hundred times the equivalent value of international trade, easily exceeds
the world’s entire $1.5 trillion oYcial gold and foreign exchange reserves and represents a value one third
greater than the UK’s annual GDP (Cotty, 2000:283; Eatwell, 2000:349). The vast majority of financial
market transactions are speculative, and have no relation to the real economy—a reversal of the situation
in 1971, when 90% of all financial transactions were made to facilitate international trade and long–term
productive investment (Eatwell, 1995:277; Watson, 2002:205). The result is a dramatic reduction in the
timescale over which financial transactions take place, with less than 1% of net global foreign exchange (FX)
transactions have a maturity of longer than one year (Palley, 1998:178–9). Moreover, the acceleration in
currency trading has increased instability in exchange rates, tripling the monthly volatility of G7 exchange
rates and producing far greater increases in volatility for developing nations. Ironically, more money is
traded on the world financial markets in six hours than has been lent by the World Bank during its entire
history (Clark, 1999:1).

6. Evidence for globalisation is mixed. It is estimated that the largest 500 TNCs perform a majority of
world trade, with the 40,000 corporations with headquarters in more than three countries accounting for
two–thirds of world trade, and with half this amount occurring internally and therefore not being subject
to external competitive market pressures (UNCTAD, 1995; Martin and Schumann, 1996:112; Lazar,
1996:274–5). The largest TNCs dominate many global industries, including consumer durables, air travel,
recorded music, electronic components, steel, automobiles, aerospace, oil, personal computers,
semiconductors, credit cards, visual media, insurance, chemicals, telecommunications, accountancy, and
global merger and acquisitions. The aggregate stock of foreign direct investment (FDI), which facilitates the
internationalisation of production, was estimated to be US$180 billion in 1991, with the largest one hundred
TNCs controlling half of this amount (Dunning, 1993:15; UNDP, 1999:67; Scholte, 2000:129–130).

Globalisation or internationalisation?

7. The evidence for an increase in international economic inter–connectedness does not, by itself, prove
the globalisation thesis, because much of the available data can arguably sustain distinct claims of
internationalisation and/or regionalisation of economies, but where principal economic units remain
essentially national (Petrella, 1996; Vandenbroucke, 1996:10). Indeed, whilst regional economic integration
has been documented, with 109 regional agreements reported to GATT between 1948 and 1994 (for example
EU, NAFTA, ASEAN), this points towards a “triadisation” of international economic development, not
globalisation (Rugman, 2000, 2005).

8. It is therefore plausible to describe the process of internationalisation as a recurrent historical trend,
complete with alternating phases of globalisation and fragmentation that has been repeated on a number
of occasions in the history of the modern nation state (Clark, 1997). By contrast, other theorists propose
the existence of a linear (not cyclical) trend towards increasing globalisation, but locate the emergence of
the phenomenon anywhere from 100 to 500 years ago (Porter, 1986:42; Chase–Dunn, 1989:2). Moreover,
caution should be exercised when responding to claims of globalisation, because seemingly permanent
economic trends can be quite rapidly reversed, and therefore advocates of the globalisation thesis may suVer
from a lack of historical perspective (Hirst and Thompson, 1996:37–8). It is naive to project the continuation
of current trends as if this were an irreversible inevitability.

Is globalisation new?

9. There is a growing literature that indicates that, proportionally at least, levels of international trade,
migration of labour and international flows of investment capital were higher in the late nineteenth century
than the comparable situation at the end of the twentieth century (Zevin, 1992; Wade, 1996). For example,
the UK’s international trade accounted for 44.7% of GDP in 1913, and after a dramatic decline between
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1914 and 1945, it had only risen to 40.5% by 1993. Similarly, France remains beneath its 1913 levels of
openness (35.4%), with Germany only narrowly surpassing its 1913 figure of 35.1% by 3.2% in 1993, and
with Japan recording a sharp fall from 31.4% in 1913 to 14.4% in 1993 (Hirst and Thompson, 1996:60;
Bairoch, 1996:176). Western Europe exported 18.3% of its GDP in 1913, only slightly higher than the 21.7%
recorded in 1992, whereas comparable figures for the USA were 6.4% and 7.5% of its GDP and Japan 12.5%
to 8.8% of its GDP; the latter experiencing a decline in the importance of international trade (Bairoch and
Kozul–Wright, 1996:6). Thus, although the volume of trade has increased substantially over the seventy
years covered by these statistics, the international economy does not seem demonstrably more open today
than during the gold standard era (Hirst and Thompson, 1996:37–8).

10. Capital mobility was a feature of the gold standard period, with one estimate calculating that the
stock of FDI was around 9% of global output in 1913 (Bairoch and Kozul–Wright, 1996:10). Moreover,
the growth in portfolio investment, particularly from France, Germany and the UK, exceeded expansion
in output, and financed the industrial expansion of North America, Argentina, Australia, South Africa and
Nordic European nations like Sweden. The UK exported an average 4% of its GDP between 1870 and 1914,
with the absolute annual figure having risen to an incredible 9% of GDP by the end of the gold standard
epoch (Hirst and Thompson, 1996:37–8). Capital movements were estimated to represent 5.3% of global
GDP at the end of the gold standard epoch, whereas this figure only averaged 2.3% of world GNP between
1989 and 1994 (Taylor, 1996; Obstfeld and Taylor, 1997). Thus, when compared to relative GDP, capital
flows are smaller today than they were seven decades ago, indicating that perhaps capital markets are not
as tightly integrated as is typically perceived (Rodrik, 1996:4). One diVerence between the two time periods
concerns the fact that most capital flows took the form of portfolio investment in 1913, rather than foreign
direct investment (FDI), with the debt typically issued by governments and utilised to finance infrastructure
investment, including railway construction, harbour development and telecommunications (O’Rourke and
Williamson, 1999:211–2).

Why do definitions matter?

11. The importance arising from varying definitions of globalisation relates to their ability to condition
perceptions of reality—particularly concerning the constraints globalisation imposes upon macroeconomic
policy. For example, the hyper–globalisation thesis claims that an increasing integration of financial
markets, the rising importance of TNCs in global manufacturing production, and their use of Foreign Direct
Investment (FDI) to expand their control into an increasing number of national markets, has weakened the
ability of the nation state to regulate capital and utilise traditional economic policy instruments to secure
progressive policy goals (McGrew and Lewis, 1992:22; Held et al, 1999). It claims that his has caused a
“crisis” and “retreat” of the nation state, where evasion of regulation and increased capital mobility has
“hollowed out” state authority (Strange, 1996; Sassen, 1997).

12. Adherents to this theoretical position claim that Keynesian demand management policy is fatally
constrained by capital mobility weakening the ability for government to tax mobile resources, therefore
forcing down tax rates upon skilled labour and capital, and in the process undermining social policy and
welfare state provision (Reich, 1992; Sachs and Warner, 1995; Veseth, 1998:137–8). Thus, Gray (1996:32)
claims that globalisation makes the “distributional goals of social democracy unachievable, at least by
traditional social democratic means”. Furthermore, the assumption that TNCs possess credible exit threats
and can use this leverage to force concessions from nation states to their advantage, may cause governments
to pursue “international regime competition” to secure inward flows of capital investment, and in the
process reduce the burden of taxation and regulation upon capital, with negative consequences for
inequality and the financing of the welfare state (Cerny, 1990; Garrett, 2000:455).

13. This theoretical position is, however, contested. For example, a regionalist perspective holds that
traditional economic programmes and policy instruments remain viable at the supernational level, whilst
an intergovernmentalist perspective proposes that nation states retain considerable autonomy in economic
policy–making and capital can still be regulated at national level (Hirst, 1999; Baker et al, 2002:411–414).

The impact of globalisation on UK and global macroeconomic stability

The death of the nation state—has it been exaggerated?

14. One aspect of the postulated weakening of state power relates to financial deregulation providing
additional exit options for private capital, leading to global tax competition, where corporations threaten
to relocate (or FDI will not be attracted) unless governments reduce corporate tax burdens, and in any case,
tax can be avoided through transfer pricing (Dicken, 1992:391). The implication is profound for progressive
economic policy, since reducing taxation on mobile capital either requires it to be redirected onto less mobile
labour, thereby increasing social inequality, or being forced to reduce public expenditure and with it prized
welfare programmes. However, though broadening of the tax base, through closure of loopholes and greater
reliance upon indirect taxation, tax revenue as a proportion of GDP has remained relatively constant.
Indeed, studies have found a positive and statistically significant associated between capital mobility and the
eVective tax rate (Kopits, 1992; Swank, 1998). Furthermore, the evidence does not indicate an unequivocal
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convergence towards a neo–liberal, market–orientated model of capitalism (Perraton and Clift, 2004).
Indeed, the resilience of these arrangements may indicate the existence of “institutional comparative
advantage” (Garrett, 2000:457; Chang, 2003).

15. A second argument concerning the “retreat of the state”, as governments bargain with TNCs over
their conditions of operation rather than regulate their activities, neglects the fact that markets are not
natural phenomena, but are always established in some form of legal and institutional context that defines
the conditions under which transactions occur (Stopford and Strange, 1991). The power of the nation state
therefore creates the conditions for markets to operate—ie legal and institutional framework. Indeed, if
China can cause Google to self–censor their search engine and the UAE can frustrate the operation of Skype
within its jurisdiction, national regulation remains eVective—even for the supposedly “borderless” world of
the internet. Hence, the World Bank (1997:41) disputes the “overloaded government” thesis and advocates
states enlarging their role in protecting and correcting markets.

16. When discussing the net benefits to host economies from attracting inward FDI, it is important to
realise that, for most industrialised economies, FDI flows represent only a small proportion of GDP and
are exceeded by domestic investment by at least a factor of nine–to–one (Glyn, 1994; Weiss, 1998:174). The
majority of FDI finances non–manufacturing assets such as golf courses, property (commercial and
residential), hotels and shopping centres, whilst a large proportion of FDI occuring in the industrial sector
is used to acquire existing assets rather than construct new productive facilities, and is therefore less eVective
in improving competition and providing additionality to the host economy (Fallows, 1994:481). Moreover,
the fact that 81% of global FDI stock is located in high wage, high tax OECD nations, indicates that cost
reduction is not the overwhelming factor causing the globalisation of production (Weiss, 1998:186). In
addition, most TNCs concentrate 70–75% of value–adding activities in their home nation, indicating that
they are more accurately national (or perhaps regional) firms which operate internationally (Wade,
1996:101; Hirst and Thompson, 1996:96). Thus, a study of the world’s largest 100 TNCs reaches the
conclusion that “not one of these can be dubbed truly ‘global’, ‘footloose’ or ‘borderless’” because no firm
has overcome its dependence upon its home base (Ruigrok and van Tulder, 1995:168–9).

17. The integration of world financial markets is claimed to increase the cost of domestic stabilization
policies (Kapstein, 1994). Financial markets typically prefer mildly deflationary policies as this preserves the
value of financial assets (Palley, 1999:106). Fear of triggering capital flight and resulting currency crisis has
resulted in governments seeking to appease financial markets—the Greenspan approach (Reich, 1992; Sachs
and Warner, 1995). In the absence of a more active economic policy, nation states have indulged in
“regulatory arbitrage”, where domestic policy is re–orientated towards the interests of mobile capital—ie
liberalisation of the labour and financial markets, lowering corporate taxation, resisting tougher
environmental regulation (Cerny, 1990, 1997). The experience of the UK (1976), France (1981), Sweden
(1991) and the ERM crisis (1992) are often used to justify this position—however this is a gross
simplification (Callaghan, 2000:102–8; Schmidtke, 2002:8; Whyman, 2006). In all cases, policy mistakes led
to the economic problems that precipitated speculative attack upon national currencies, whereas a
combination of tougher financial regulation, “dirty” floating of the exchange rate and a reorientation of
macroeconomic policy would have provided a superior solution.

National macroeconomic management—a viable alternative?

18. Passive adaptation to perceived dictates arising from globalisation is not a sustainable position.
Globalisation has failed to produce a self–regulating world economy, characterised by high and more
equally shared growth rates, as predicted by neo–classical economic theory, but is instead associated with
rising inequality and increased instability. Financial integration and the increase in short–term liquidity,
through financial capital flows, has increased the probability of contagion from financial crises elsewhere in
the international community. Indeed, the world economy has experienced 69 banking and 87 currency crises
between 1975 and 1996 (Kapstein, 1994; UNCTAD, 1997:65–6; Stiglitz, 2002). Solow (1997) is suYciently
concerned by these trends that he recommends that globalisation be slowed down “until we can be more
vigilant in compensating the losers”.

19. Fortunately, the state retains substantial capacities to govern global economic activities (Rodrik,
1996; Mann, 1997; Weiss, 1998). The vast bulk of a nation’s resources are immobile, including physical and
human capital, and therefore governments can invest in education, infrastructure, targeted industrial
support and facilitation of the development of business networks in order to enhance the advantages of
immobility and proximity for firms (Bleeke and Ernst, 1993; Wade, 1996:108; Diwan and Walton, 1997:2).
The “embeddedness” of corporations in national institutions facilitates informational resources and
co–ordination to secure common objectives, whilst the development of a cluster of skilled labour and a
technical supply chain specialising in the specific activity of the firm reduces uncertainty arising from a
dynamic business environment (Hirst and Thompson, 2000:306; Zysman, 2000:120–3). Thus, a “national
system of innovation” can be extremely successful in developing international competitive advantage
(Dunning, 1988; Porter, 1990). Indeed, business networks suggest that the advantages of the maintenance
of a strong home base may be stronger than ever (Patel and Pavitt, 1991; Weiss, 1998:186).
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20. Rodrik (1996) has demonstrated that, far from those economies that are the most integrated into the
world economy suVering a convergence of economic policy and institutional arrangements resulting in a
“shrinkage” of government, there is actually a positive correlation between openness and the share of
government expenditure in GDP, due to the ability of government to act as an insulator against external
shocks. Moreover, there is little convincing evidence to indicate that globalisation has undermined the
eYciency of institutional frameworks within which economic policy operates (Garrett, 1995).

21. Review of the available evidence indicates that “strong” definitions of globalisation, and claims of
the paralysis of the state, are overstated (Boyer and Drache, 1996; Berger and Dore, 1996; Watson, 1999a).
However, propagation of the hyper–globalisation thesis may be “politically convenient” since it disciplines
expectations and provides a “convenient post hoc rationalization” for a neo–liberal policy shift (Hay and
Watson, 1999a:155; Watson, 1999b; Grant, 2002:49). Accordingly, the image of globalisation may be “so
powerful that it has mesmerized analysts and captured political imaginations” (Hirst and Thompson, 1996;
Hirst, 1999:88). Thus, the so–called crisis of social democracy is based upon a combination of “political
fatalism”, a “lack of confidence” and “a lack of political imagination” (Hay, 1998:529; Whyman, 2006).

22. This is not the forum to develop detailed policy design, however the management of aggregate
demand is a necessary through not suYcient condition for the achievement and maintenance of full
employment alongside a reasonable rate of economic growth. There is a large and growing literature
suggesting that aggregate demand impacts directly upon the real economy through its impact upon the rate
of investment, which in turn changes the stock of capital, thereby aVecting productive capacity and
employment (Bean, 1989; Rowthorn, 1995; Ball, 1999; Alexiou and Pitelis, 2003:628).
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Memorandum submitted by Professor Eric Neumayer

What is globalisation?

Globalisation has many facets. Most people have economic aspects in mind when they talk about
globalisation, particularly the increased openness of countries to foreign trade (both imports and exports)
and foreign investment (both inward and outward). I will concentrate on these, giving only brief thought
to the political dimension of globalisation (policy convergence, spread of multilateral environmental
agreements, concerted action by civil society groups).

International investment and environment

Environmentalists are mainly concerned about two issues related to investment and environment:
pollution havens and regulatory chill.

Pollution havens

Public opinion seems to have it that any country with less strict environmental standards than one’s own
country is guilty of providing a pollution haven. But such a definition would be misleading as countries
cannot, in general, be expected to have the same environmental standards all over the world—independently
of whether or not they want to attract foreign capital. What is clear is that countries are guilty of providing
pollution havens if they either deliberately set ineYciently low environmental standards in order to attract
foreign capital or set eYcient standards, but fail to enforce them. (Loosely speaking, eYcient environmental
standards are those in accordance with the preferences of people living in a country.) There are several
reasons why, on average, this may be the case in some, particularly developing, countries:

First, pollution beneficiaries can influence the political process and will be able to do so the more
undemocratic the country. All developed countries are democracies, whereas many developing countries are
not. Second, if the political system is characterised by corruption and is easily amenable to manipulation by
powerful and wealthy special interest groups, then the beneficiaries of pollution are likely to be more
influential than the comparatively less wealthy environmental pressure or consumer groups. On average,
developing countries are more corrupt than developed ones. Third, bias against environmental preferences
can stem from political-institutional failure of a country. There is evidence that a country’s overall
institutional environmental performance as measured by environmental awareness, scope of policies
adopted, scope of legislation enacted, control mechanisms in place and the degree of success in
implementation is positively correlated with its income per capita and the development of its legal and
regulatory system.

Surprisingly, despite the expectation that pollution havens should be a widespread phenomenon, there is
very limited empirical evidence that they are. Why? Possible reasons include:

1. Some of the dirtiest industries cannot migrate as they are dependent on being close to their
consumer markets, for example, electricity generation.

2. The costs of environmental compliance might be too low to play a significant role in investment
decisions. Potential environmental cost savings might very well be too small to induce foreign
investors to move to pollution havens for two reasons. First, because migration itself is costly
because of dismantling, transportation and new establishment costs. This applies much less to new
investment, however. Second, because the recipient country might have disadvantages in other
respects, for example, poor infrastructure, political instability, badly trained workforce and so on.
Doing business carries many more risks in developing as opposed to developed countries.
However, there are two caveats to keep in mind. First, how high pollution abatement expenditures
are varies substantially from sector to sector. Second, should environmental compliance costs in
high standards countries rise further in the future, then things could dramatically change from
what they were before.

3. Even where environmental compliance costs are significant, international investors might not be
deterred, as long as the environmental standards provide clear and reliable rules that apply equally
to everybody. What investors dislike most is uncertainty about the future and unreliability of
policy makers.

4. Rational forward looking investors might anticipate that environmental standards in currently
low standards countries might very well increase over time.

5. If MNCs have similar plants in both high standards and low standards countries, then it might
be cheaper to install the same pollution abatement technology as in the high standards countries
everywhere.

6. Foreign investors might fear for their international reputation if they are perceived as
cenvironmental villains exploiting low standards in developing countries. In investing in these
countries, it might therefore be worth while to voluntarily exceed local environmental standards.
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There are several policy options for dealing with the elusive phenomenon of (potential) pollution havens:
Harmonization of environmental standards; minimum environmental standards; enforcement agreements;
trade and capital restrictions; eco-labels; non-binding declarations; assistance for political-institutional
capacity-building and local empowerment. Judged against a set of criteria (measures should be eVective,
politically realistic, development friendly, closed to abuse and not unnecessarily restrictive), Neumayer
(2001: 56–66) argues that eVorts at promoting capacity-building and local empowerment come on top.

Regulatory chill

If policy makers in developed countries fear that high environmental standards will induce internationally
mobile capital to move to low standards countries then they might themselves lower their standards to keep
this capital or—perhaps more realistically—at least fail to raise environmental standards by as much as they
would otherwise do over time. This is the “regulatory chill”—hypothesis: developed countries fail to raise
standards over time because of feared capital flight. Four points to note:

1. For the “regulatory chill”–hypothesis to hold it does not matter whether pollution havens in
developing countries are real phenomena. It is suYcient that policy makers in developed countries
believe that pollution havens exist to potentially scare them away from raising environmental
standards—and in spite of its shaky evidence they actually do seem to believe in pollution havens.

2. Policy makers in developed countries might see capital flight into other developed countries to be
the much more relevant danger. Therefore they might fail to raise environmental standards if other
developed countries do not also raise environmental standards simultaneously.

3. One would expect “regulatory chill” to be more prevalent with respect to environmental standards
concerning pollutants aVecting the so-called global commons, such as the global climate, the ozone
layer, and biodiversity.

4. Because the hypothesis refers to the absence of something that would otherwise have happened
(namely, the raising of environmental standards) it makes in eVect a counter-factual claim for
which systematic statistical evidence is, almost by definition, diYcult, if not impossible, to gather.
There is anecdotal evidence, however, that regulatory chill prevents policy makers from taking
more decisive action against climate change.

There are several policy options for dealing with (potential) regulatory chill problems: Harmonization of
environmental standards; minimum environmental standards; enforcement agreements; multilateral trade
restrictions; border tax adjustements; subsidies. On the basis of the same set of criteria as introduced above
regarding pollution havens, Neumayer (2001: 72–78) argues that no policy option comes out clearly on top,
but harmonization and multilateral trade sanctions are relatively preferred.

Trade and Environment

Environmentalists are mainly concerned about two points with respect to the links between trade and the
environment. The first one is that trade liberalisation might lead to an increase in environmental degradation
if strong environmental policies are not in place. The second one is that the multilateral trade regime is
insensitive to environmental concerns and makes the enactment of strong environmental policies impossible
as they would clash with countries’ obligations under the multilateral trade regime.

Trade liberalisation and the environment

Both theoretical reasoning and empirical evidence show that trade liberalisation can lead to a global
increase in resource depletion and to a global increase in environmental pollution. These eVects are more
likely to occur and are more likely to be stronger if property rights over resources are ill defined and if the
environment is not optimally managed (ie standards are ineYcient or eYcient, but not enforced). There is
ample evidence that, especially in many developing, but also in developed countries, environmental
management is non-optimal and property rights over natural resources are ill defined. As concerns the so-
called global commons (for example, the climate), property rights are practically non-existent and open
access prevails leading to excessive resource depletion and pollution. In sum, trade liberalisation can indeed
exacerbate the existing high levels of environmental degradation.

The World Trade Organisation (WTO) and the environment

The WTO has done much less to hinder or damage environmental protection policies than its critics
believe. WTO jurisprudence has become increasingly environmentally friendly over time:

1. The WTO agreements put few restrictions on environmental regulation of consumption
externalities, which refer to damage to the environment or human health connected to the
consumption of goods. The one important exception is if the damage is highly uncertain and
somewhat speculative. Otherwise as long as these restrictions are applied fairly, even-handedly and
without discrimination against foreign producers, they are compatible with WTO agreements even
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if they completely ban a certain product. Where WTO disputes have decided against measures
aimed at consumption-externalities, this has been because the measures served more to protect
domestic industries than the environment.

2. Production externalities refer to damage to the environment or human health connected to the
production of goods. Panels used to decide against regulations aimed at so-called process and
production methods (PPMs) outside the regulating country’s own proper jurisdiction. The latest
jurisprudence changed things fundamentally, however, in ruling that regulations aimed at PPMs
in foreign countries need not necessarily violate WTO rules as long as the country imposing the
restrictions has undertaken good-faith eVorts at reaching a multilateral agreement, has applied the
restrictions in a fair, non-arbitrary and non-discriminatory manner, giving aVected countries some
flexibility in how to achieve the aim of natural resource protection.

3. WTO rules have so far not hindered, let alone blocked, any multilateral environmental
agreement (MEA).

4. Where trade exacerbates environmental degradation, the fault lies with non-existing or
insuYciently ambitious environmental protection measures. However, the WTO cannot be
blamed for this. Much of the anger and frustration of environmentalists is wrongly channelled at
the WTO and its representatives, whereas policy makers in the WTO member countries are truly
to blame.

5. Two valid criticisms raised against the WTO is that it currently does little to actually promote
environmental protection and that it fails to adequately integrate the precautionary principle into
its agreements. This is unlikely to change due to political resistance by developing countries and
the United States.

Other aspects of globalisation and the environment

Non-economic aspects of globalisation have typically received less attention, despite the fact that many
of these are likely to have a positive impact on the environment. There is, for example, policy convergence
typically toward the better practice types as policy makers find it easier to learn from the experience of other
countries. There is a trend toward dealing with international environmental problem with the help of
multilateral environmental agreements, even though their eVectiveness is somewhat questionable. Lastly,
civil society groups can communicate and co-operate with each other, thus exerting concerted pressure on
policy makers and business groups. Arguably, civil society pressure has had a major impact on the WTO’s
willingness to take environmental considerations more seriously.

Further reading

Eric Neumayer (2001): Greening Trade and Investment: Environmental Protection without Protectionism.
London: Earthscan.

October 2006

Memorandum submitted by Oxford Analytica

For more than 20 years, Oxford Analytica has been providing daily assessments of economic, political
and public policy developments across the world to a clientele of leading corporations, governments and
multilateral organisations.

Oxford Analytica’s reputation comes from its ability to harness the expertise of the academic community
to the needs of decision-makers in business and government by providing timely and authoritative analysis.
Drawing on its network of over 1,000 scholars at leading universities and research centres around the world,
Oxford Analytica objectively assesses trends and oVers a forward-looking perspective that is rooted in an
understanding of the antecedents of events. Our analysis often challenges the consensus that can easily build
up in both the public and the private sectors.

In our work, and particularly in the Oxford Analytica Daily Brief, the impact of globalisation—
understood primarily but not exclusively as an economic process—has been the subject of continuous
analysis since the early 1990s.The Oxford Analytica Daily Brief is designed:

— to explore the implications of major trends, developments and events for business and
governments around the world;

— to answer the question: “what next?”; and

— to ensure that there are “no surprises” for our clients.
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We achieve these goals through a rigorous system that each day brings together senior academics in
Oxford, our full-time professional team of editorial analysts, and our global network of scholar experts. The
result, each business day, is eight analytical articles, each one 2–3 pages, on developments of major
significance around the world, together with a tour d’horizon of events from the previous 24 hours.

Recent coverage of globalisation and its impact includes articles on:

— Foreign direct investment. We analysed the recent UN report on globalisation trends, which
showed East Asia and India becoming increasingly significant sources of FDI in coming years.

— Trade multilateralism. We examined the longer—term consequences of a Doha Round collapse for
the future of the international trading system.

— China’s role in Africa. China’s demand for raw materials and its global export drive are already
having a significant impact on Africa, where they are largely welcomed. However, there may well
be negative implications for economic governance in the medium term.

— Economic nationalism. The developed world is erecting new barriers to cross-border mergers and
acquisitions and this is encouraging governments in the developing world in their questioning of
the merits of economic openness. Globalisation has clearly become harder to sell politically, but
for local and idiosyncratic reasons rather than systemic ones.

Consultancy practice. Our consultancy practice helps clients assess risks and exploit opportunities by
providing custom-tailored, high value-added analysis. Recently completed projects include:

— Global scenarios. For a leading international law firm, we developed scenarios for the world in
2015, and examined the implications of each scenario on the market for legal services. The
scenarios considered the interaction of over forty political, economic and social trends and
uncertainties. The implications were then debated in a facilitated workshop with members of the
firm’s senior management team.

— India and Britain in 2020. Undertaken for a government department, a study of the relationship
between India and Britain in 2020 examined the key trends shaping the development of both
countries, developed a vision of an ideal future relationship in 2020, and assessed the risks
and obstacles to achieving such a relationship. The report presented a series of policy
recommendations on how to achieve the desired relationship.

— Oil market outlook. For a North American financial institution, Oxford Analytica provided a
10-year outlook for the global oil market.

— Innovation systems. For a government agency we assessed the ten-year outlook for the innovation
systems of India and China.

— Global energy sector. For a government agency we commissioned two experts to address the same
set of questions independently. These questions focused on the five to 10 year outlook for the
global energy sector, and how that outlook will impact diplomatic relations between key producer
and consumer countries.

— Middle East scenarios. For an international engineering company working in the oil and gas
industry, we developed global scenarios for the future of the Middle East, and assessed their
implications for business in the region.

— UK Confectionery Industry. For a leading international food company we have developed
scenarios for the UK confectionery industry, examining, among other things, the impact of social
and political factors such as spiraling health costs and obesity.

October 2006

Memorandum submitted by STEERglobal

Executive summary—steer towards environmental and energy sustainability

STEER is a proposal to stop chasing consumption higher by starting to invest:

(a) against climate change;

(b) for global energy stability via renewable energy; and

(c) by returning substantial funds equally across the world.

A new “VAT style” tax could be placed on sales of imported products and the funds generated invested in
projects adapting and mitigating against climate change. Uniquely, the proposal is to return an equal share of
the funds to the producer nations who would otherwise be unable to aVord those projects. The tax proposed, the
Environmental Tax on Imports (ETI) could realise in excess of $500 billion pa and be a major stability fund.
This could be an opportunity for comparatively free energy.
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“All of the world would get all of the benefit against everybody’s climate change problem”. See
“Proposal” background summary and “chart” (s) attached.133

Outline: practical reasons for an environmental tax on imports (ETI)

1. Such a proposal is justified because of the diVerence between the values of currencies. Technology is
therefore unavailable to poor countries without vastly increasing debt burdens, whereas with ETI in place,
essential energy could be made available. It is also justifiable because of the lack of reflection into the
international sphere of national taxation systems and the greater and greater global needs. It is necessary
because:

1.1.1 Sea level rise and energy shortages will aVect the global economy, hitting the poorest hardest, but
with substantial eVects on the finance industry.

1.1.2 It is still not widely understood how imminent this threat is because of the cushioning eVect of
floating ice which has been melting in Arctic regions adding nothing to sea levels. In the next 30
years it is estimated that the increase in sea levels will increase significantly134, yet national budgets
are already stretched in meeting sea attack.135

1.1.3 Meanwhile global energy supplies previously dependent on fossil fuels must undergo a transition
towards clean renewable energy, without over-reliance on bio-fuels because of the land take that
bio-fuels would require (estimate: 20% of UK land area needed for 10% of emissions to be
absorbed). [Bio-fuels would not reduce climate change, because they displace other vegetation
which absorb CO2].

1.1.4 The growth in consumption of fossil fuel that would occur from China and India joining in the
consumer revolution indicates that we, as a global community, must think again to maximise
sustainability, since the Chinese appear to be rushing headlong into the unsustainable Western
growth model.

Progress

2. The line of thinking that we must take may now have been relatively well accepted by the UK
government at least, judging by the progress in spring 2006:

2.1.1 Proposal from incoming Environment Minister, David Miliband: “We need an Environmental
Contract which will be as important for the 21 Century as the Social Contract was for the 20th
Century”. (Referring to poverty reduction in Britain, the successful Health Service, Welfare State,
etc which laid the foundation for successful periods, post WWII in UK and was a model for the
world).

2.1.2 Appointment of an Environmental Diplomat in the Foreign OYce to work around the world.
(Yet the UK government thinking may be based on the lower sea level rises than those in the
Treasury data, Stern in January 2006).

2.2 The good work of the UK’s Stern Review in calling for input to the world wide climate change
problem, and in publishing the STEER proposal on their website along with a number of international
contributions should be recognised. With STEER it should be possible (now that this way of funding the
research and implementation of projects on a global scale has been suggested) for quicker acceptance of the
necessary change to national and international law and taxation. STEER could be politically attractive
because the proposal would eventually lead to comparatively free energy and therefore extend the life of oil
and gas supplies, improving the outlook for the majority of businesses. How could this be done? By
investment in conservation, renewable energy and sustainable transport via incentives using the ETI.

133 Not printed.
134 IPPC have the politically sensitive job of declaring the levels and are delaying. But the University of Birmingham suggest

that the cycles are natural (if accelerated by man) and likely to lead to:
Climate change—the predictions
— 90% of the world’s coral reefs may be dead in 50 years.
— If all the ice in the world melted, the sea level would rise by 75 metres.
— We would have already committed the Greenland ice sheet to melting, which would cause an estimated seven metre rise in

sea level. Current climate models predict a global temperature rise of 1.4–5.8 degrees centrigade by 2100. (Ed: Any rise
of this magnitude could lead to unprecedented changes in climate).

— By 2100, the level of CO2 in the atomsphere will probably be twice that of the pre-industrial period. (Ed: Might this
trigger further feedback of greenhouse gasses from tundra and ocean floor, ultimately leading to an over-hot Venus like
atmosphere?)

135 In the Katrina incident alone that devastated New Orleans, “one year on” in August 2006 the figure spent is $107 billion,
yet 300,000 residents are yet to return, half the hospitals are still closed and 76,000 homes have no electricity. Many UK
areas are vulnerable and the costs could be greater, borne by a much smaller nation.
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2.3 In a similar way to the action of President Hoover in the USA in the 1930s by constructing hydro-
electric power, following boom and bust and the Wall Street crash in 1929, large-scale investment today (first
in clean transport and renewable energy to reduce the human impact on the atmosphere, then in suYcient
sea barriers or other measures to control the sea) on an international basis is necessary to solve the climate
change and energy problem. Such investments should consist of:

2.4.1 Funding for conservation by insulation and energy eYciency (see reference 1).

2.4.2 Subsidised funding of micro-generation of renewable energy, increasing flexibility and reducing
transmission losses (see our case study) “free energy”.

2.4.3 Increases in pumped storage (to collect wind and solar [PhotoVoltaic power] energy from those
micro sources) and in hydro-electric power, wave, tidal power etc Hydro-electric is relatively the
most reliable and cleanest energy source, well proven and widely used in many countries.

2.4.4 Greater subsidy for sustainable mass transit for medium cities and larger towns and to improve
rail networks.

In these ways the longevity of oil and gas can be extended and the future protected.

2.5 Without such an investment program we believe the market will be too slow to turn towards
sustainability because of the lack of incentives, and with the rise in energy costs there would be further
problems. There is also the problem that with the pace of globalisation, exchange rates could tend to equalise
or the “Eurodollar” or “globaldollar” could come about reducing the obviousness of currency diVerences
between countries as a justifiable reason for taxation. If this happened the window of opportunity for
acceptance and implementation of the ETI might close.

2.6 The need for an integrated approach to the above problems has prompted the STEER proposal for
environmental and energy sustainability. By implementing an entirely new, global “green” tax, demand and
inflation would be moderated in favour of sound investment and a greater return to the environment made
in both rich and poorer countries with benefits to global security. A green import tax like this can be justified
(if the suggested return was made) because developing countries would otherwise be unable to invest against
climate change due to their currency disadvantage and their resulting debt problems. ETI is specific.

Further reasons for the international green levy, ETI

3.1 As well as the impending rise in fuel costs, it is well documented that motor transport could be under
pressure due to growth in Asia coupled with the decline in easily available oil. We do not believe that raising
fuel prices much beyond 50% increase on UK 2006 levels is practical, given the impact that would have on
a business world that has grown dependent on road transport. Yet crude oil has more than doubled and a
figure of eight fold cost of extraction has been quoted for some reserves. Further points:

3.2.1 The “West” (or others with power in the current economic system) are seen by the “rest” as
exploitative, greedy and manipulative. Implementation of the STEER projects with substantial
funds returned via projects to producer nations and using local involvement, design and labour
would increase stability and global well-being.

3.2.2 the “problem” of “aid” could be more geared to emergencies (there would be fewer of them if the
investments were made against climate change/sea barriers).

2.4.5 there are advantages for the West in slightly deterring the relocation of manufacturing industry,
hardly aVecting existing production in poorer countries.

2.4.6 Reduced need for “protectionism” encourages more innovation by poorer countries in supply
of goods where there are clear advantages (deterring undesirable agribusiness, or shifting
populations). Investing via a mechanism frees the system from direct political intervention
(see recent proposals in the UK by the Chancellor, Gordon Brown. STEER could therefore be a
good adjustment to the trade mechanism).

A restructuring of data collection, systems analysis, further research, development and allocation relating
to global resources can be justified if all the above points are considered. The end of oil and gas is only one
of the future diYculties—the most immediate one. The ethics of business and the economic system in use
have been called into question recently (eg FT report on US Treasury investigation into manipulation
4–10–06) . There have also been calls for a convention on resource use and a code of protocols between
countries and companies.136 Certainly the time appears to be now that co-ordination of the climate change,
energy and taxation issues described above needs to start—an integrated approach. Although STEER might
initially sound idealistic, the prospect of reducing the future cost of transport and energy137 for both
domestic use and businesses across the world must make such a proposal an imperative, a popular
investment for stability.

136 Quakers and Business annual conference, November 2005.
137 The recent doubling of energy costs for householders in UK might result in fuel poverty for very many aVecting a wider

section of the community. Yet without STEER we estimate that there could be a further doubling within three years and
again inside five years—an eight fold increase altogether, which would be beyond the means of the bulk of the population.
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The way forward

Some opposition from certain vested interests is likely, so further collaboration between those with
suitable knowledge and experience would be needed to work with government and to press for the change
in the law to provide the ETI tax (see chart).138 While this is going on increased subsidy levels can be
announced to accelerate the provision of insulation and renewable energy to reduce man’s impact. Later the
actual barriers against the sea can be researched, tested, developed, planned and deployed while measures
such as hydrogen fuel gradually become a reality.

October 2006

138 Not printed.

Printed in the United Kingdom by The Stationery OYce Limited
10/2007 348721 19585




