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.. \How Social Security Reform affects the poverty trap
; Married man and Ms non-working wife, with tws ehlidres of
X accommedatioa

primary school age, living in rented for which they
mnudﬂlnmn‘n&udﬂ;v.

£v pe'r week
7000 85.00 100.00.815.00 130.00 145.00

107 557 1007/ 1457 1907 23.57
49 595 900. 1035 1170 13.05

2923 2261 1740 1099 459
14.00 1400 1400 14.00 14.00
6.01 432 298 133

Wage

Less: Tax
Nat. Insurance

Plus: Family Credit
Child Benefit

14.00

T used to be said: “ Every
I dark cloud has a silver lin-
ing.” But this useful adage
has been reversed by profes-
sionally gloomy financial com-
mentators, who predicted the
end of the world when the price
of oil shot up in 1978-74 and
197980 and are again predicting
the end of the world now that
Opec is collapsing.
My own view is that the two
earlier oil price explosions did
set off the prolonged bout of

“stagflation” from which many
! - Business Sehool cxpects that

l

countries have been suffering,
although they were not its fun-
damental cause. Similarly the
collanse of the Opec cartel is
the best world economic news
we have had for many vears.

Interestingly enough. the two
most optimistic — but also
realistic—appraisals come from
two different sides of the poli-
tical spectrum: from the Simon
and Coates Economics Analyst,
whose staff is headed by a for-
mer - Callaghan economic
adviser,. Gavvn Davies: and
from the F Il Review edited
by Lawrence Kudlow,  adyiser
to the former Republican US
Budget Director, David Stock-
man ’

Bo'lh tmﬁhuise supply side "

effects. With much - lower
the ue of woFKeérs" output
should increase, thereby moving
real wages nearer 10 market-
clearing levels. UK Hon-oil
trading profits, which have
already shot up rapidly _since

|

Hosng. Benefit

Net income after
White Paper

11327 114.41

115.31 116.40 117.82 122.38

Net income, current

system

117.42

116.90 114.19 114.44 117.26 122.38

Source: Andrew Dilnot and G. K. Stark; Fiscal Studies, feb 19868

o8y (BTP expected by Simon
and-Coates to rise by a further
16 per cent in 1986 and another

flecting lower oil prices and
partly the recent depreciation
of sterling.

There are also immediate
worldwide benefits on the con-
junctural front with less infla-
tion and more output for any
given growth of nominal
demand Mr- Kudiow has now
raised his ‘1988 real growth
forecast forthe US to 5 or 6 per
cent and shaded his inflation
forecast down 1o 5 per cent.

The more * cautious: London

OECD. economic. recovery “now
three years old" will be pro
longed into 1986 and reach a
growth peak in 1987 on account
of lower oil prices (as well as
the fall in the dollar and the
trend to lower nominal interest
rates already in the pipeline).
It is scarcely credible that the
specific problems of oil-produc-
ing developing countrics, or Us
banks which have lent to the
energy sector, cannot be kept
.at bay by some stretching out
of interest payments and lender.
of 'last resort operations, The.
US has always looked after
Mexico and will continye to do
o i

. Fears (if that is the right

expression) that oil pri il
enem’prlces, both profits and ,f mf : b
va

to the level of inarginal
extraction costs are misguided
and alarmist,
. It is irrational 1o extract oil
:beyond “.the,, point wlere its
value in the ground js likely to

10 per cent in 1987, partly re-

interest. Taking these factors
into account the “competitive”
oil price’ls estimated by Jeremy

- Hale (also a Simon and Coates

analyst) to be between $11 and
$16 per barrel, with a bias to-
wards the lower figure.

There are thus the supply
side and conjunctural gains.
But to offset them, the UK as a
net oil exporter, whose exports
a 0 over 2 per cent of
GNP, stands to lose. It will also
need a Térms-ol-trade reduction
to sell nire non-oil products
overseas. IT is a reflection of '
the craziness of the British
labour market that these‘
aspects, which ought 1o be,
adverse, may actually be bene-
ficial to output an% employ- |
R |
~Because of the oil price fall,
some of the real depreciation of
sterling, expected to occur very
gradually as North Sea produc-
tion tails off, has been com-
pressed into the last few weeks,
giving UK manufacturing
exports and import substitutes
a boost. Moreover, hecause of
the oil price crash, the normal
inflationary effects of a loweﬂL

exchange rate have been held in
abeVance.
" THe UK is not yet out of the
wood on interest rates and sterl- |
ing. Shou e fall in sterling '
get out of phase with the fall
in oil prices, base rates will
have'io rise, however hot under
thé Collar industrialists and
politjcians get.. So will they if
next month’s bankipg figures

suggest that bank credit and |

v = property prices are once more
,on‘ﬁ?‘ﬂmz!—“ e

rise faster than the rate &i° .

The point about not looking
at one month’s figures in isola-
tion applies just as much when
they are good (as in the case of
the January monetary and
reserve numbers) as when they
are bad.

The same applies to the un-
employment figures, The
December and January rise may
be a statistical blip (after the
earlier falls in underlying un-
employment), the beginning of
2 new severe adverse move-
ment. or simply indicate that
over the past six ta_12 monthe

unemployment has been rising
by about 6,000 a month. If [
were the Chancellor I should
fell much more handicapped by
having to finalise my Budget

after one more month's
unempﬁ%‘rﬂ“ﬁxumam
after ‘only one more month's’
money supply statistics,

Even if base rates do not
rise further than their present
12} per cent, they already rep-
resent at that level a real (but
pre-tax) interest rate of 8§ per
cent, if one takes seriougly
inflation forecasts of 4 per cent
or less. British real short-term
rates are about 6 per cnt above
German real interest rates and
make sense only if it is thought
that sterling will continue to
depreciate in real terms against
the mark at that rate.

The Chancellor might be
tempted to raise his PSBR tar-
get both on the grounds of “a

lmFe Reaganomics™—that is off-
setling stringency,
with fiscal ease—and on grounds

of smoo!hlg_:uwe effects of




nuch:;lirng_nﬂ reyenues. :
The Tast stated objective for

the 1986-87 PSBR was £7ibn,
published in last year's version
of the Financial Strategy. The
estimated outturn for 1985-86
is £8bn.

Nevertheless a PSBR objec-
tive of £7bn to £8bn will already
represent a dose of Reaganism.
This is because it embodies an
estimated £4¥bn of asset sales,
compared w) 1bn of such
sales in 198384, and £2{bn in
the current ﬁnanciel year.

e nat
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These assel, >awes aiv s
wicked even when made to
Americans, and we can Aforget
the aristocratic collectivism of

the “family silver.” Neverthe- -

less, they represent ways of
financing the Budget deficit and
not Téducing it; and if you want
to rieasure the figeal stance on

.Budget Pay forget the PSBR
'l'hi\dglook instead at the PSFD
‘(Pablic
Deficit). -

The heavens will not neces-

Sector Financial

sarily fall in if the Chancellor
borrows an extra f£lbn. The
market reaction will depend far
more on international financial
forces, the vaggries of UK bank
lending and the Government's
general political standing than
on fiscal arithmetic. Moreover,
tax concessions which encourage

‘structural change — above all

more jobs and lower pay settle-
ments—will “Be better received

‘than generalised largesse.

. It would be foolish, however,
to throw away the potential
gains in lower inflation — and
even more lower inflationary

expectations, with the possibili-
ties the laiter hold of a virtuous
clrtcle to!_ lower prices and higher -
output — by, raising petrol
duties or ot .ﬁxdirect pttaxes
simply to m room for in-
come-tax cuts,’ ey T
—The actual, fax burden would
be no lower. 2 switch from |
direct taxation,.. Such a course .
would be to répeat in a minor
key, and on :the inflationary
downswing, . the error of the
Thatcher government's first
Budget in 1979, which mistak-
enly raised indirect taxes to
finance an unappreciated reduc-
tion in the basic rate.

TAX THRESHOLDS ARE OUT OF DATE

THE CAMPAIGN
launched

tax thresholds rather than a
hasic rate reduction shows a

characteristic fallure to catch
up with changes taking place
in the real world, namely the
consequences of the Govern-
" Security
reforms, whlch,,ye._ planned

ment's  Soclal

for 1988.

As a result, tax changes will
make virtpally no difference
to familles of modest means
over a very wide range of

Incomes.

The table above shows that

* the old poverty trap, under
which increases In pay led
literally to lower income, has

. gone, .But there is a “ new
poverty trap” over a wider
rangé” of gross income from
ahout £70 to £145 a week for a
typical family, in which take-
home Income rises very little

with earnings.

Such high marginal rates
are an unavoidable outcome
of the desire to concentrate
help on those in most ‘need,

.~,b§lng
by - :some. . Tory
“wets” for an -increase in

combined with the desire to
limit net outlays.

The esscnce of the new
system Is that entitiement to
benefit depends on net income
after tax. This means that a
reduyction Im income - tax,
which had no eflect under the
old system, will under the new

-regime . _reduce -entitlcment, .

both to family ecredit and
housing benefit. The result is
that families in the poverty
trap region will gain very
little ddrom a reduction in
income tax, however hrought
about. A family in receipt of
hoth Family Credit and Hous-
ing Benefit, which was taken
out of income tax completely
by an increase in thresholds,
would see Its
marginal “ tax ' rate fall only
from 96 to 94 per cent.

Whereas an increase in al-v

lowances previously gave
more proportional bhenefit to
poor tax payers than to other
hasic rate payers, the position
is now reversed. Tory “wets”
please note,

But not only * wets.” Pre-

whether transferable (as the |

Chancellor favours) or net.

cisely the same objection ap-
Both would be an improve-

plies to the reintroduction of

implicit :

a lower rate tax band, sald to
be favoured by the Prime
Minister. She might note that
this was a TUC idea, imposed
over the not qul(eddead bodd',\'
of the Treasury during the M
Jdast Labour Government .in. -married. gllowance; and tbis
return for hoped-for wage
which of course
It was

restraint
never materialised.
rightly abolished by
Geonffrey Howe in 1979.

To reintroduce it

the benefit system.

independent

now
would be ersatz compassion,
. with the hulk of the gain go-
ing to those well above any
conceivable lower tax bands.
The one effective way of help-
. ing poor families will be via

There is, however, a techni-
cal case for a modest reduc-
tion in the basic rate. It is
that a freezing of the married
person's allowance Is required
in the transition to individual
allowances,

ment over the present system

which discriminates In favour -

of families with two bread-
winners. A slightly
basic rate would be financed
from the freezing of the

would itself reduce the cost
of moving to transferable al-

lowances. These are matters

on which Inland Revenue
chairman Sir Lawrence Alrey
is presumably working.
If critics 'of Government
economic policy on the back
benches and in the Cabinet
were more on the ball, they
would concentrate neither on
olds mor on jingoistic
anti-Americanism in
trial - policy, but on the
Department of Employment’s
unmerited cold - shouldering
of special measures
gested by the
Employment - Committee for
the lehg-term jobless. 4
Contrary to some reports,

the suggestions would not
cost £3.3bn this year but
that sum phased over three
years. The suggestions are
basically for more community
service projects and for a
subsidy to employers for each
net hiring of longterm un-
employed (I am sceptical of
singling out bullding for
special attention). The aim
would be a job guarantee
for all the long-term unem-
ployed, invqlving some
750.000 extra jobs.

The Committee pulls too
many punches and mis-
takenly urges that community
services should pay the union
“rate for the Job"” (no doubt
to bring in the Labour Mem-
bhers). - Its report makes the
same mistake as many of the
Chancellor's statements in
being too short, without the
supporting argument, calcula-
tions and tables, which may
theoretically already have
been published elsewhere but
which the reader is mos
unlikely to have by his side.

The basic argument is that
for paying people a modest
wage, a little above the dole
to “do something,” ' rather
than the dole for doing
nothing. That is why the pet
Exchequer cost per joh of
special measures has been
estimated at £4,000 to £5,000
a year compared with £25,000
to £50,000 for capital spend-
ing or conw-nli_onll (ax. cuts.

The clue to faster real
growth and more market re-
lated jobs remains. however,
more marketrelated — and
usually lower—growth of
both nominal and real wages.
The Treasury has been say-
ing this in various different
languages since 1944; gnd the
problem is mow .more with
the employers than, the
unions. Y

The task of the Budget is to
send them a decisive signal
that low pay settlements und
more jobs are now preferred
to the opposite and more
comfortable combination.
Comparcd with this need, the
basic rate of tax and the thres-

."holds pale into insignificance.

lower

indus-

sug-
Commons



