Britannia redux

Feb 1st 2007  From The Economist print edition

The birthplace of globalisation in the 19th century is coping well with the latest round, writes Merril Stevenson. But can it keep it up?

The Bridgeman Art Library
To thee belongs the rural reign;
Thy cities shall with commerce shine:
All thine shall be the subject main,
And every shore it circles thine.

“Rule Britannia”, Britain's unofficial national anthem dating from 1740, celebrated not only Britain's military might but its commercial prowess as well. A century later Britain had fully risen to the advance praise. This was the high-water mark of its influence in the world, which coincided with the last great wave of globalisation. The first country to industrialise, Britain was soon turning out more than half the world's coal, pig-iron and cotton textiles. In 1880 its exports of manufactured goods accounted for 40% of the global total, and by 1890 it owned more shipping tonnage than the rest of the world put together.

Less than a century on from those glory days Britain had become the “sick man of Europe”, infamous for wild swings in inflation and growth and for confrontational trade unions. Shorn of its empire and a late and reluctant arrival in the European Community, Britain was grappling with the prospect of irreversible decline. 

Now its fortunes are looking up again. Steady economic expansion for the past 14 years has pushed its GDP per head above that of France and Germany. Its jobless figures are the second-lowest in the European Union. Inflation has been modest, and sterling, the Achilles heel of governments from Clement Attlee's to John Major's, is if anything too strong for Britain's good.

Much of this transformation is due to a quarter-century of profound policy change at home. The Conservatives in government tamed the unions, freed financial markets and unloaded a host of state-owned enterprises. A wrenching decade resulted in a more flexible and competitive economy, though also a more unequal and less cohesive society. A Labour government under Tony Blair sensibly built on its predecessors' work but tried to combine free markets with social justice. 

Yet globalisation too has played a big part in defining the Britain that is emerging now. Barriers to the free flow of goods and services, labour and capital are being pulled down around the world, aided by huge improvements in communications and transport. Most countries are embracing market capitalism, including titans in the developing world. It is not just their tennis shoes and computers that are conquering the globe but, increasingly, their software and services, and indeed their capital. Most important, perhaps, they have vast pools of relatively cheap and increasingly skilled workers who put pressure on jobs and wages in rich countries. 

Allied with technology, globalisation increases competition and exposes inefficiency. It tends to lessen inequality among countries and increase it within them. In short, though the overall effect is positive, there are losers as well as winners. 

Britain's response to all this is worth especial study. As a relatively small trading nation without much in the way of natural resources, it must compete and innovate to make a living. It retains a post-imperial habit of thinking and investing globally, and it is home to the world's most important international financial centre. All this makes it a testing ground for globalisation.

Britain's economy is one of the most open among the big rich countries (see chart 1). Britons have long been avid investors overseas, and now foreign investors are returning the favour: last year Britain was second only to America as a destination for foreign direct investment.
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Britain is a little ahead on restructuring its economy too. Its dire economic performance in the 1970s forced an early cure: from the 1980s it de-industrialised with a vengeance, freeing the labour market and strengthening competition. Today Britain does little of the mass manufacturing that countries such as Italy are struggling to defend against lower-cost competitors, and its workforce is much more flexible than France's or Germany's. Much of what is left of its industry is in high-tech or research-based fields such as aerospace engines and pharmaceuticals, where its world-class firms are more than holding their own. Companies were early into outsourcing and offshoring, too. Most importantly, Britain's deregulated financial markets and business services are doing a roaring trade as other countries become more internationally minded. 

So the question is not whether Britain is successfully riding the current wave of globalisation: the answer to that is yes. It is whether it can keep coming up with the new products and services it needs to sell to pay for the food and the shoes it no longer produces. And here a few doubts set in. 
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The first is that Britain is raising its taxes just when other countries are cutting theirs, and is introducing more red tape. But these things have happened only recently and could easily be reversed. 

What will be harder to put right is another deficiency regularly flagged up by the OECD: education and skills. Other countries are rapidly moving up the value-added ladder in manufacturing. And thanks to the internet, many more sophisticated services too can now be offered from afar, including legal advice, medical diagnosis, consulting and accounting—just what Britain's educated professional middle class is selling around the world. Universities in India, China and elsewhere are pouring out graduates increasingly capable of doing them. Yet in Britain, for all the talk of the “knowledge-based economy”, secondary schooling and vocational training are in a state of permanent upheaval and universities are underfunded.

That is a particular pity, because a more coherent educational system might help to deal with another problem too: a growing social malaise and lack of cohesion. Globalisation is undermining the old certainties in lots of ways: employment is less secure, communities less rooted, the gaps between rich and poor, skilled and unskilled, young and old, are wider, and immigration has risen sharply in recent years. All this has created vibrancy and buzz, but also dislocation and often a sense of grievance. The discovery of substantial pools of home-grown Islamic terrorists has added a frisson of fear. 

Britain is in some ways a halfway house between America and the rest of Europe. It more closely resembles its transatlantic cousin in its open and flexible markets, but it shares its commitment to social safety nets with other EU members. At every turn the choice lies between openness and protectionism, between multiculturalism and nativism, between engagement and isolationism. Which way will it go? 
A lost opportunity

Feb 1st 2007 From The Economist print edition

A golden decade has transformed the economy less than it should have done

“IN 1997 the challenges we faced were essentially British,” Tony Blair told the Labour Party conference last September. “Today they are essentially global...The question is not about our competitiveness in the last ten years but in the next ten.”

To be fair, Gordon Brown, the chancellor and Mr Blair's likely successor as prime minister, has had his eye on global competitiveness all along, as a heap of initiatives attest. Macroeconomic stability, coupled with microeconomic measures such as tax incentives and a stronger competition regime, was to sort out the familiar British complaints of low productivity, low business investment in research and development (R&D) and fitful innovation. He largely achieved his macroeconomic goals and did well enough with his microeconomic policies, as far as they went. 
Mr Brown was lucky to inherit an economy in which much of the heavy lifting had already been done. The financial markets were flourishing. Margaret Thatcher's union-bashing in the 1980s had resulted in a more flexible labour market. Foreigners had responded to Britain's improved prospects by investing piles of money, which often lifted standards of management and productivity (as Japan's Nissan and Honda did in carmaking). And though the Conservatives failed to avoid two recessions and a humiliating eviction from Europe's exchange-rate mechanism in 1992, they learned from their mistakes. When Labour came to power, it took over a growing economy with a current account that was moving towards balance, a budget heading towards surplus, and a Treasury that had been using an explicit inflation target to steer monetary policy for five years.

Mr Brown built on that success. His boldest move was to give the Bank of England freedom to set interest rates to meet the government's consumer-price inflation target, currently set at 2%. He also managed to keep Britain out of the euro. 

Average annual economic growth since 1997, at 2.8%, has been above its post-war trend rate of 2.5%, despite slowdowns in 2002 and 2005. Some 2.5m extra jobs have been created, pushing the proportion of the workforce in employment to its highest level since the 1970s (though the number of jobseekers has also increased with immigration and higher participation among older workers). Under the Bank of England's guidance, price increases were kept close to the Treasury's target, at least until dearer fuel helped to push consumer-price inflation to 3% in December. Confidence that inflation would be contained also muted pay rises. In his pre-budget report in December, Mr Brown forecast that growth in the coming fiscal year would be around 3% and that inflation would move back towards the target.

Temporarily supercharged

But the economy has been helped by three special factors that cannot be expected to continue indefinitely. The first is that the government has been spending well above the rate of economic growth since the end of its first term in office. Spending on education, transport and the National Health Service doubled. At first that did not seem unreasonable, because the economy had been weakened by the collapse of the dotcom boom. But revenues repeatedly fell short of forecasts, so the public sector swung into a big deficit in the fiscal year to March 2002 and has stayed there ever since. Moreover, some big liabilities, such as private-finance initiatives to build schools and hospitals and prisons, are not fully reflected in the accounts. The same is true for public-sector pensions. 

The second boost to growth has been a debt-propelled consumer boom sustained by house prices that have almost trebled in a decade. Household debt has leapt from around 100% of disposable income in 1997 to 160% in 2006. Interest rates have been raised three times in six months. At some point the consumer is bound to stumble. 

The third factor has been an enormous influx of immigrant workers—around 600,000 from new members of the European Union alone since May 2004 (though some will have left again). The National Institute of Economic and Social Research, a think-tank, estimates that new immigrants have boosted output by more than 1% since 2004 (and by over 3% since 1997). But as other EU countries open their labour markets, the flow to Britain may dwindle.

Yet despite more than a decade of unprecedented stable growth, two problems in particular remain unresolved. One is productivity, about which more below. The other is the persistent deficit in the current account of the balance of payments.

Like most advanced economies, Britain has seen its share of world exports decrease as that of industrialising countries with lower costs has risen. It successfully sells high-value-added products such as pharmaceuticals, telecommunications and aerospace engines, but sterling's strength has not helped. The deficit worsened as Britain grew faster than its main trading partners in Europe. Exports began to pick up last year along with growth in Europe, but the deficit in goods topped £82 billion in the year to September 2006. 

The surplus on services filled more than a third of that hole, and net investment income from abroad about another third. The question is whether this bonanza can continue. Britain's liabilities abroad officially exceed its assets, to the tune of 18% of GDP in the 12 months to September, and the gap was bigger than the year before. Are British investors just better at wringing a return from their money? 

Stephen Nickell, until last year one of the economists on the Bank of England's Monetary Policy Committee, puts forward a couple of explanations. One is that the British tend to go for equity-type investment whereas foreigners go for debt. Equity investment is riskier, so returns tend to be higher. Second, much of British investment abroad is direct—ie, buying companies, starting new ones, reinvesting the profits—and that is harder to value than portfolio investment. He thinks that if official figures reflected the market value of direct investments, Britain's assets would be worth a lot more than its liabilities.

Reasons not to be complacent

The dangers are that returns on equity may not always exceed returns on debt as handsomely as they do now; that the continuing appreciation of sterling will diminish the value of British assets abroad and increase that of its liabilities; and that as Britain itself attracts more foreign direct investment, its traditional surplus on that score may be eroded. Foreigners are buying British firms in droves. The cheekiest offer has come from NASDAQ, an electronic exchange in America, for the heart of the City, the London Stock Exchange.

Productivity, the biggest single component of competitiveness, is a second area where progress has been disappointing. Historically labour productivity has been low in Britain: on average, its workers turn out less per hour than their opposite numbers in France, America or Germany (see chart 2). Though the gap has narrowed in recent years, the differences remain large. 
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This is puzzling, because Britain's steadily growing economy, stable prices and competitive markets ought to have brought substantial gains in the past decade. The most important reason may be poor skills. Yet it is not the only one: the British workers who make cars at Honda's plant in Swindon are as productive as their opposite numbers in other countries. 

Another factor is the increasing weight of the state. The current Labour government has added around 700,000 public-sector jobs to the economy—just over a quarter of all the new jobs created. Productivity in the public sector is hard to measure and often poor.

Fairly full employment may also play a role. If almost everyone is working, less skilled and motivated people also get jobs, reducing overall productivity. That might explain some of the differential with France and Germany but not with America, which also has high employment. 

Another explanation is that productivity is usually higher in businesses where employees work with machines or technology. The service sector, which is less capital-intensive, employs a bigger share of the workforce in Britain than it does in Germany, for instance—but again that does not explain the gap with America.

However, two other things might. First, America has made particularly big productivity strides in retailing, where big firms such as Wal-Mart have been able to open sprawling warehouses and superstores around the country. Britain's shopkeepers do not have the luxury of space and looser planning rules to put a handful of workers in charge of acres of goods, so retail productivity gains have been much lower. Second, British companies operate with lower capital stocks than many of their competitors, and their lorries have to drive on heavily congested roads. They often invest respectable sums in computers and information technology but do not seem to reap the same productivity gains from it as many American firms, according to John van Reenen and Nick Bloom of the Centre for Economic Performance at the London School of Economics.

In a study with John Dowdy of McKinsey, a consultancy, Mr van Reenen concluded that British managers are partly at fault. Britain has a lot of family-owned and family-run businesses, more than Germany (where family-owned businesses are usually professionally managed) and many more than America. Britain's multinational companies have good productivity levels, and the best domestic firms are not far off, but smaller ones often struggle. 

Perhaps because of blinkered bosses, Britain has a history of underinvestment by both business and government, especially in research and development. Again, that may reflect the sort of businesses that dominate the economy rather than a lack of spending by specific firms (GlaxoSmithKline, for example, is the world's third-biggest pharmaceutical investor in R&D). But it does affect overall productivity.

At the same time heavier taxes and more regulation are beginning to weigh on firms. In the past ten years the tax burden has risen from 34.8% to 37.3% of GDP, higher than in America, Japan or even Germany. And the British Chambers of Commerce estimate the direct cost to businesses of complying with rules brought in since 1998 at more than £50 billion.

Britain is never far from the top in various league tables that measure competitiveness, but it has recently slipped a bit. The World Economic Forum in Switzerland demoted Britain from ninth to tenth last year, citing the burden of government compliance among other weaknesses. Such slight slippage does not constitute a trend. But more red tape and higher taxes, if unchecked, risk clipping the wings of Britain's high-flying firms.

Living by their wits 

Feb 1st 2007  From The Economist print edition

Sharpened by competition 

CANARY WHARF rises sleek and shining from the banks of the Thames as the river winds through what were once derelict docklands. This is now the eastern outpost of the City of London, the traditional square mile of banks, brokers and insurers around the Bank of England. Together, the two make up the centre of Britain's financial dealings, and much of the world's besides.

At Barclays Capital's investment-banking floors in South Colonnade, the trading desks are humming. Numbers spool across 5,700 screens as dealers buy and sell swaps, options and much more with counterparts in New York, Hong Kong or Zurich. A low babble is broken by heavily-accented screams of delight or anguish: more than half of Barcap's staff worldwide are foreign. At Birley's sandwich shop downstairs, Antonio, Tomasz and Karim slice salt beef for their customers.

The City of London is globalisation in action. It is, first of all, thoroughly international, handling more of the world's deals in over-the-counter derivatives, global foreign equities, eurobonds and foreign exchange than any other financial centre (see chart 3). Second, its firms specialise in innovative, high-value-added products. Third, the City is living proof that clusters work in the way that economists claim. Capital can move like mercury. The main reason why international finance has made London its home is that everyone is there, making it easier to do complicated deals and to trade quickly in large quantities. The City offers a cluster of talent—financial whizz-kids, lawyers and due-diligence accountants—that is second to none, and self-renewing. It helps that English is a near-universal second language and that London's time zone makes it possible to trade in a (long) working day with both Asia and America. Regulation is mainly deft but not lax, and the taxman takes a hospitable view of foreigners' personal earnings.
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Fourth, it turns out that the biggest all-round powerhouses are not British but American, German or Swiss. This has come to be called, with a hint of ruefulness, the “Wimbledon effect”. As in tennis, Britain hosts the tournament where the world's best compete, but it rarely goes home with the cup. 

Bowler hats to running shoes

London was not always the hustling, bustling place it is now, though it has long had form in finance. Its first institutions—the Bank of England, the insurance market at Lloyd's—were created three centuries ago. In the 19th century, when Britain dominated world trade, the City was the most important financial centre anywhere. London's fortunes later slipped with those of Britain's economy, though international business picked up again in the 1960s. 

What transformed the City two decades ago, however, was the sudden arrival of all-out competition. Big Bang in 1986 blasted open a cosy London Stock Exchange, abolishing restrictive practices and opening the way to a creative free-for-all. Banks and other financial firms poured in, many from America, Germany, Switzerland or Japan, to take advantage of a freedom they did not enjoy at home. After a difficult decade the City blossomed. First, London stole the new euro markets from under the nose of Frankfurt; then America overdid the regulation after the scandals at Enron, so many firms seeking listings chose London instead. 

“The government, under Labour and the Conservatives, gives itself too little credit for making financial institutions grow up and have to compete with the best in the world,” says Bob Diamond, the American boss of Barclays Bank's investment-banking and investment-management divisions. The eventual strength and stability of the British economy was helpful to firms like his that were trying to make their mark in this globalised business. So was the willingness of Barclays Bank's top brass to pay the high-flyers at its capital-markets fledgling more than their seniors in the commercial bank.

The advent of the euro in 1999 at first seemed a mixed blessing. Sterling did not join the common European currency, so big British banks could have been sidelined had not British corporate clients given them mandates to raise money for them in the new currency. Barclays, for one, has never looked back. It now does more international bond deals than any other firm.

What could challenge London's pre-eminence? Terrorism, for a start. The City proved resilient in the face of the London bombs on the morning of July 7th 2005: full share-trading resumed that same afternoon. But the financial community knows that London is an important target for Islamist terrorists, and worries about it. 

There are commercial threats as well. American politicians are preparing to lighten regulation at home to lure companies back to New York. Some business is being switched from London to lower-tax jurisdictions such as Ireland and the Caribbean. Back-office operations are drifting off to places where costs are lower, such as Glasgow or Bangalore. And new competition is on the way. Dubai's international financial centre is likely to grow stronger on oil revenues in the region, and Shanghai, with China's expanding economy behind it, could attract a growing share of international business. 

But for now, the City generates a fifth of all corporate-tax revenues in Britain, according to Oxford Economics, a think-tank, and it does so with fewer than 350,000 direct employees. Many of these people get paid a lot. Fat pay packets have helped London house prices to triple over the past decade. London traffic remains sticky, despite the congestion charge. London has become one of the dearest cities in the world, and the young and the middle classes working outside financial services find it ever harder to get a foothold. 

The rush of money to London has also increased two other gaps. The first is between rich and poor. Income is distributed more unequally in Britain than in almost any big rich country except America. Over the past decade the move to even greater inequality has been slowed by government policies such as the minimum wage and various benefits for the poor. Even so the pay of the very top earners has rocketed whereas the disposable income of average households has risen only modestly. 
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The second gap is that between London and the south-east on one hand and the rest of the country on the other. After decades of mine and factory closures the regions are growing, thanks in large part to a surge in central-government spending and employment there. Some cities, such as Manchester, Leeds, Newcastle and Glasgow, are managing to restructure their physical and economic base, regenerate their inner cities and attract business-service firms, and encourage science and technology parks around their universities. But London and the south-east are growing even faster (see map), drawing in bright young people and contributing to awful housing and transport bottlenecks.

From wonks to widgets

For all the growing dominance of the service sector, Britain still makes and exports things. Manufacturing has grown steadily, if less rapidly than services. For a smallish post-industrial country, Britain has a surprising number of giants. Vodafone is the world's biggest mobile-phone company by revenue; GSK is the second-largest pharmaceutical; Rolls-Royce is one of three makers of aero engines; JCB's earth-moving equipment is made and bought around the globe. Smaller firms too are looking abroad for suppliers and markets. A recent survey of firms of all sorts and sizes by the Institute of Chartered Accountants of England and Wales found that three-quarters of them were involved in international business of some sort. 

For Sir Christopher Gent, the chief executive who made Vodafone a world-beater (and who has since become chairman of GSK), the firms that succeed are those that have an international outlook to start with. “It goes back to our history as a trading nation and to the free-trade movement. And we have a very open economy, particularly in my industries, which are technology- and science-based,” he says.

Telecoms had its own Big Bang in 1986, a month after the City did, when the European Commission decided on GSM as the first digital standard. This opened up a mass market on an international scale. Vodafone soon looked outside Britain for partners. Two takeovers gave it a global role. The first, in 1999, was of America's AirTouch, which came with the rights to operate in a number of countries. The second was of Mannesmann, a big German rival. Vodafone's profits have since come down to earth as competitors have turned equally global.

For GSK the international dimension was important too: both Glaxo Wellcome and SmithKlineBeecham were global businesses even before they merged. GSK spends 40% of its £1.3 billion R&D budget in Britain (where it makes only 5% of its sales) and the rest mainly in other European countries and in America. Much new development, however, is going to India, Singapore and China. 

Britain's creative industries are no global slouches either. Film and television exports in 2005 were sharply higher than four years earlier. Britain's WPP, an acronym behind which lurk names such as J. Walter Thompson and Ogilvy, is the largest advertising agency in the world. Sir Martin Sorrell, its chief executive, explains why creative firms are doing well: “Many of them were relatively newly formed and didn't have so many legacy issues. People get into senior positions earlier. New technology also had a bigger impact on our business than on some others, so that encouraged change.” WPP's core clients were going global and wanted their advertising agency to do the same. These days only 15% of the firm's business is in Britain—and it is the market leader in Asia. 

Britons have bought up foreign firms and expanded abroad for years, where local rules permitted them to. But foreigners are now shopping even more enthusiastically in Britain, because national champions are not protected. Foreign firms own everything from London's water supply to its airports and are about to pocket what remains of Britain's steel industry. 

Time was when that would have caused a lot of upset. Richard Lambert, the director-general of the Confederation of British Industry (CBI), recalls that in the 1980s, when Pilkington, a big glassmaker, received a hostile bid, there were marches and protests in St Helens, the firm's home town in north-west England. Then Pilkington itself went global. When a Japanese firm took it over early in 2006, no one raised an eyebrow.

There were whimpers when Rover, the last British-owned mass carmaker, was finally dismantled by Chinese creditors in 2005, but the government paid out only £15m to help the workers, and that was just before an election. Britain, after all, is still exporting 1.3m cars a year under American, French and Japanese labels. Sir Callum McCarthy, head of the Financial Services Authority, says the last time a foreign takeover in the financial sector caused a stir was in 1999, when the Bank of Scotland launched a hostile takeover bid for England's National Westminster Bank. 

In a global economy with mobile capital it can be hard to say where ultimate ownership lies anyway. The real test is whether a foreign buyer manages the investment in Britain well and improves productivity. “I don't mind if Spain owns Terminal 5 [at Heathrow airport] because they can't take it back with them,” says Sir Digby Jones, a former boss of the CBI. 

Hiring, not firing

“In future we'll live by our wits. We have no real natural resources,” says Ian Barlow, senior London partner of KPMG, an accounting firm. But wits are harder to find than they were. Businessmen give the government credit for good economic management and the promotion of free trade. What many worry about, beside transport, taxes and red tape, is talent. With some 1.2m manufacturing jobs gone in the past ten years, some employers are beginning to feel the culling may have been overdone. Rolls-Royce is having to hire engineers in Germany and elsewhere because it cannot find people with the right skills at home. Indro Mukerjee, the chief executive of C-MAC MicroTechnology, is worried about the drop in students taking degrees in engineering, “something that has such a great British pedigree”. 

Barclays' Mr Diamond, too, says that his company is now hiring heavily overseas, especially in India, and the quality is “absolutely jaw-dropping”. So what is to be done? “Above all, skill the people,” says Sir Digby. “Everyone has to go up a notch.”

When Mr Blair came to power almost ten years ago, he put education at the top of his priority list. If education is still in a mess it is because Labour has done too much, not too little. 

Clever stuff

Feb 1st 2007  From The Economist print edition

Education and skills are Britain's weak spots

THE noise in the auditorium at the Lilian Baylis Technology School in south London is excruciating. It is capitalism in full cry. Sixteen students of various hues, all aged around 13, have spent the morning designing and setting up their own virtual businesses. When the whistle blows, they have five minutes to pitch to five independent student buyers. Then another whistle, a session of full and frank criticism (“He charged me £500 for the hotel room and her only £10”), an award for the student who has sold the most and certificates for all. Afterwards, the participants say that they found it really hard to please customers—but over half of them have decided they want to set up their own businesses when they grow up.

Kennington is a not particularly salubrious part of London. Many of the students at Lilian Baylis come from poor families, a quarter are refugees and most belong to ethnic minorities. This virtual-market exercise was one of a number of events organised for schools by Entrepreneurs in Action, a not-for-profit outfit created to open young people's eyes to possibilities in the business world. In his time its founder, Derek Browne, who did not shine at school, has been an international athlete and an investment banker. “I want to raise these kids' self-esteem,” he says, “and show businesses that there is a lot of talent where they don't always look for it.” He is part of a broader effort to involve businesses more closely with schools, especially in poor areas. 

Lilian Baylis is doing well: in 2005 it ranked in the top 2% of secondary schools in England for “contextual value added”, ie, raising students' achievement above the level suggested by their background and previous attainment. But this is hard to do. The problem, says Gary Phillips, the headteacher, is that mainstream academic exams, which many children find hard to engage with, and teaching other skills, including creativity and problem-solving, do not mix easily. 

Britain seems as far from resolving that dilemma as it was 62 years ago when universal secondary schooling was introduced. Yet striking the balance between technical and academic education, and making sure that both are worth the paper they are written on, is the biggest challenge facing Britain. It matters every bit as much for social peace and cohesion as it does for economic competitiveness. 

At its Etonian or Wykehamist best, British education is superb, but that is not the sort most children are getting. The run-of-the-mill stuff suffers from problems that go back a long time, including poor basic skills, a tendency for students to leave the minute they finish compulsory schooling at 16 and the lack of a coherent and valued system of vocational training. The result, as chart 4 shows, is that Britain has a fairly good stock of graduates but is undersupplied with mid-level skills. 
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Start with basic literacy and numeracy. More than one-third of British adults have left school with no formal qualifications. About one-sixth are functionally illiterate and one-fifth innumerate, meaning they cannot read and write or deal with numbers as well as an average 11-year-old. 

All this is bad enough in itself, but it is especially dire if you are hoping to compete by producing high-value-added, innovative goods and services. According to the OECD, Britain ranks only 13th among its 30 member countries for the share of people aged 55-64 who have completed secondary school. In younger age groups it is doing even worse: for those aged 25-34 it ranks a worrying 23rd. Although more young people are staying on at school, Britain is being outclassed by countries such as Ireland or South Korea. 

The Labour governments of the past decade have been trying hard to improve things. More teachers were hired, and all were told how to teach. Targets were set, a raft of new programmes was launched and lots of computers were put into classrooms. Spending per pupil all but doubled, from £2,000 in 1997 to £4,000 in 2005. Poor students aged 16-19 were given a weekly cash allowance to persuade them to stay on at school. A £40 billion programme to rebuild or refurbish every secondary school in the country over 15 years took off in 2006. 

But a passionate ideological debate about selection in English education (Scotland, Wales and Northern Ireland have their own systems) has got in the way. Politicians have been so intent either to defend or to oppose selection by academic ability that they have failed to set up a system of rigorous and useful qualifications for those whose interests are not academic. Standards have suffered in the name of inclusion, and vocational training has been chaotic. Meanwhile the great divide between public and private education has remained as important as ever. 

With the targets and the cash eventually came attempts to give schools more autonomy, identity and outside sponsorship. Parents were promised more choice. Some schools, including Lilian Baylis, chose to apply for “specialist” school status. Failing schools in poor areas are being replaced by “academies”, sponsored and part-financed by businesses or charities. Following contentious legislation in 2006, all schools will be encouraged to bid for “trust” status, linking with other schools or businesses to create schools with a distinctive ethos and considerable autonomy from local-education authorities. 

At first glance, all this has produced some impressive results. More young people seem to be hitting the targets, taking exams, staying on at school and going on to university. An increase in primary-school skills should eventually improve results all along the line. 

But secondary schools remain a problem. The proportion of students obtaining five good grades in the GCSE exams taken at the age of 16 has risen from 45% in 1997 to 57% in 2006. But of those whose GCSE subjects included English, maths, a foreign language and a science, all once core subjects in the curriculum, the proportion gaining good grades has dropped from 30% five years ago to 26% last year. In other words, students appear to have done better because they have been picking easier subjects. Something similar has happened with A-levels, taken at 18, where a quarter of all exams are now thought to be worth an A, against 12% 15 years ago. 

GCSE entries for foreign languages have fallen by 37% in five years, according to CILT, the national centre for languages. Much of that drop is due to the removal in 2004 of the requirement to learn a foreign language. Interest in single sciences (physics, chemistry, biology) has also plummeted. The number of students taking physics at A-level, for example, has halved since 1988, according to the Centre for Education and Employment Research at the University of Buckingham. Chemistry, too, is on the slide as students choose broader and less rigorous science courses. 

In response to its critics, the government is pursuing reforms in three areas. First, it is overhauling Britain's vocational education. To boost skills and encourage teenagers to stay on at school it is introducing a new system of diplomas, giving 14-19-year-olds the chance to enrol in a work-related course, with a core of basic skills taught alongside. A government report estimates that perhaps 40% of teenagers will abandon GCSEs over the next ten years to study for diplomas instead, offered by secondary schools or nearby colleges of further education. But so far no one seems clear what the courses will entail, and some fear that schools may not have the resources to teach them. Some argue, too, that students should not be shunted off into exclusively vocational training but keep the option to go back into the academic stream. 

A second line of attack is to improve the skills of those already in the workforce. In December a commission headed by Lord (Sandy) Leitch proposed spending more money on training and giving employers a bigger say in what the training should be. 

The third reform is to give able academic students tougher options. A new, more challenging layer is to be added to A-levels, and more state schools will offer the broader International Baccalaureate. 

Awakening spires

Higher education too is in the firing line. It has expanded far faster than the ability of taxpayers to pay for it. Gone are the days when only the elite aspired to university: some 40% of the age group now go on to higher education. Red brick has given way to concrete slab, polytechnics have been granted university status, and the lines between universities and colleges of further education are blurring. 

Britain is home to two of the world's top ten universities, according to the world ranking drawn up by Shanghai's Jiao Tong University. Oxford and Cambridge are the only non-American institutions on the list. To stay there, and to continue to attract, as British universities do, more than 15% of the world's international students in higher education, the sector's finances need reforming. 

Higher education has traditionally been free in Britain. As student numbers increased and government support remained much the same, funding per student fell by 36% in real terms between 1989 and 1997. A tuition fee of £1,000 a year (waived for poor students) was introduced in 1998. Five years later, in a move intended to shake up higher education as well as pay for it, the maximum fee was increased to £3,000 from 2006. Students were offered loans and universities told to provide bursaries for poor students. 

So far, few universities have chosen to differentiate themselves on the basis of the fees they charge, or to charge different fees for different courses. The £3,000 is not enough to allow for much manoeuvring. Universities also get a continuing government subsidy of £4,000 or so per undergraduate, as well as much higher fees from foreign students, money from research contracts and income from endowments. But these do not cover costs at the top universities: Oxford, for example, reckons that on average it takes more than £12,000 a year to teach an undergraduate. 

So universities are racing to find other sources of funds. Alumni who have not heard from their alma mater in years are suddenly bombarded with calls. Alison Richard, vice-chancellor of Cambridge University, taught at Yale and had the opportunity to observe the legendary management of that university's endowment. Cambridge has now smartened up its arrangements. 

Universities need many sources of finance if they are to remain independent and competitive, including profits from commercial activities. Many have established science parks to attract big research contracts and set up “incubators” to encourage small firms to spin off discoveries into commercial ventures. 

The customer is king

As higher education has expanded, it has become increasingly obvious that not all universities, and not all degrees, are equal; and now that students are paying for their education they are beginning to behave more like consumers. At some universities they are demanding more for their money—more hours of tuition, harder assignments. Many also seem likely to choose courses with the largest possible future earnings potential. In the past, a university degree in Britain promised a bigger income premium than in most other OECD countries. Now that its scarcity value has gone, says Anna Vignoles of London University's Institute of Education, initial average returns to degrees are very small. But those who study “hard” subjects such as accountancy, law, medicine, engineering or maths continue to enjoy a premium. That may start a swing back to those subjects. 

A similar invisible hand may also work in the market for vocational qualifications. Until now, most of these have attracted little in the way of extra pay, and some have actively put off potential employers: the Institute for Fiscal Studies, a think-tank, calculates that low-level vocational qualifications actually inflict a pay cut of 5-20% on their holders, who are labelled as dummies. As the financial value of some university degrees sinks towards zero, training as a plumber or an engineer will look more attractive. And such jobs cannot easily be transferred abroad.

Britain, unlike Germany, has never had a coherent system of vocational education, despite all the talk about the importance of skills and human capital. Critics say that new paper qualifications have raised young people's hopes, but have not led either to university or to a job. That is particularly true among some of Britain's ethnic minorities. 

The rose and the thistle

Feb 1st 2007  From The Economist print edition

Not forgetting the leek and the red hand

THE question of identity is complicated by more than just immigration. As globalisation and groupings such as the EU make nation states grow weaker, smaller units command more loyalty.

January 16th was the 300th anniversary of the Act of Union between Scotland and England, when not only the crowns but the countries were joined. Despite the (muted) celebrations, regional elections due on May 3rd are likely to show the strongest support yet for breaking up Great Britain.
In 1998 the freshly elected Labour government in Westminster transferred limited autonomy to Scotland in response to a rising tide of nationalism there, and even more limited powers to a somewhat less nationalist Wales. The idea was to give separatists some of what they wanted and thus preserve the Union. 

Yet an ICM poll in November, and others since then, have found that more than half of the Scots questioned favour an independent Scotland. Support for the Scottish National Party (SNP), which advocates independence, outstrips support for the Scottish Labour Party, now ruling with the Liberal Democrats. 

This does not mean that Scotland is about to say goodbye to an annual subsidy of about £1,300 per Scot from the central government at Westminster and walk out. “Independence” can mean different things to different people, and discontent may have more to do with the way the limited devolution has worked so far and with Labour politicians both at Holyrood, the seat of the Scottish parliament in Edinburgh, and at Westminster. 

The problem for Labour is that it cannot win Britain without Scotland; and more English folk seem to be noticing that Scottish members of Parliament at Westminster get to vote on matters affecting England, whereas English MPs no longer vote on matters affecting Scotland. The West Lothian Question, as this is arcanely known, has no simple solution. 

In Wales few want full-fledged separatism, but devolution has grown popular. In the 1997 referendum a bare majority was in favour, but in a recent survey the Welsh agreed by a healthy margin that devolution had improved the way their country was run. Now there is pressure to shift more powers to Cardiff.

Nationalists all

The strangest development is the growing strength of English nationalism. The English used to be a laid-back lot with no interest in a separate assembly. But the same November poll that found a majority of Scots for Scottish independence also found nearly half of English people supporting independence for England. 

In Edinburgh and Glasgow it is easy to see that devolution has put a spring in people's step. Glasgow has become Britain's third most popular tourist destination, after London and Edinburgh, and is building up a base of financial firms. The two cities are even toning down their long-standing mutual animosity. 

Cardiff is less ambitious, and friendlier. Its residents would particularly like a convention centre to get in ahead of Bristol. But Wales has recently managed, against stiff competition, to attract IBM to a £50m development at the Institute of Life Sciences at Swansea University. Rhodri Morgan, the first minister for Wales, notes that this is the first time a leading global technology firm has come not to manufacture or assemble but to develop intellectual property in Wales. 

And then there is Northern Ireland, where devolved government has been in suspension since 2002. The road to resolving the centuries-old struggle between Catholics and Protestants has been long and rocky, with unpalatable compromises along the way. A deal now looks likelier, if only just. Great credit is due to Tony Blair for persevering.

The changing of the guard

Feb 1st 2007  From The Economist print edition

How Brown's Britain will be different from Blair's 

PRIME MINISTERS do not usually hand in their house keys. From the moment when Mr Blair announced that he would not lead his party into a fourth election, the only question that mattered was when he would leave. Since then power has ebbed from Labour's most successful prime minister towards the man who thinks he should have had the job all along. 

The partnership between Mr Blair and Mr Brown—brothers in political arms from their early days in Westminster, then rivals for the top spot—was always odd. That it worked at all, let alone lasted for ten years in office, is remarkable. For all the rivalry, the two broadly shared a view of what needed doing, both at home and abroad. So although Mr Brown was in charge of economic policy, Mr Blair of foreign policy, and the two overlapped on many matters at home, Mr Brown is unlikely to do anything very different from the man with whom he co-authored New Labour. 
Mr Blair's big domestic idea, when he got round to articulating it, was investing in and reforming Britain's underperforming public services. Customer choice—of schools and hospitals, for example—was to encourage competition and improve standards. He lavished money and effort on education and health, rarely pausing long enough to see if the last lot had worked. 

In foreign policy, Mr Blair began by balancing Britain's two key alliances more carefully than either of his two immediate predecessors. He engaged enthusiastically enough in EU matters to claim with some plausibility that Britain would be “at the heart of Europe”, at least until Dutch and French voters turned down the prospect of a European constitution and let him off the hook. At the same time he managed to create a close working relationship with Bill Clinton and later with George Bush. 

What upset that balance, more than anything, was the invasion of Iraq in 2003. This decision, opposed by Britain's third party, the Liberal Democrats, hijacked his reform agenda along with his domestic popularity. He may have believed passionately in the cause, but the intelligence on which he sold it to the nation was wrong. And as the aftermath of war turned ever bloodier, there was a growing sense that Mr Blair's foreign policy had ceased to serve British interests. 

Mr Brown is not yet beyond challenge. But assuming that he succeeds Mr Blair, perhaps in June or July, what difference will that make to the way Britain is governed? Much of the debate turns on his style and personality. 

For most of his time in office Mr Blair was a popular leader. He has the rare gift of being able to speak naturally and even intimately to the masses. Mr Brown, by contrast, can come over as craggy and brooding. His friends say he is great fun in private, but he does not convey warmth or ease to the electorate at large. His brains and tenacity are widely noted, along with the fact that opponents rarely get the better of him. When Charles Clarke, home secretary until May 2006, called him a “control freak”, few disagreed.

But the chancellor comes with an important hinterland. He has a sense of the sweep of history and of the institutions on which the nation is built. He feels tribal loyalties—to Scotland, to Old Labour—which the temperamentally inclusive Mr Blair lacks. That creates some awkwardness. Mr Brown's son-of-the-manse Scottishness is an essential part of who he is. That was no drawback for a chancellor but may be for a prime minister. 

As for the Old Labour associations, the chancellor is no closet left-winger. Yet his desire for equity is more pronounced than Mr Blair's, who sees little wrong with wealth as long as everyone can have a bit of it. He is a tinkerer, too, which is one reason why even businessmen who approve of his economic management have reservations about him. And he may be less committed than Mr Blair to unleashing competition in public services.

But Mr Brown is certainly a champion of globalisation. “I come from Kirkcaldy in Fife where Adam Smith wrote 'The Wealth of Nations'. I know the place where he was born and brought up. He saw a hundred ships coming in every year and saw that trade held, through the division of labour and specialisation of labour, the key to future wealth and prosperity,” says Mr Brown. So as prime minister would he move Britain up the competitiveness league tables?

Mr Brown has correctly identified many of the things that need to happen if Britain is to hold its own in the world: productivity and skills must be improved, entrepreneurship and innovation should be encouraged. Yet such matters are not susceptible to a quick fix, and as prime minister he will have little more power in these areas, except perhaps in education, than he has had for a decade as chancellor. What is within the government's control is taxation and regulation, and on this count Mr Brown has been a nuisance.

The tricky bit for Mr Brown as prime minister will be to find some way of differentiating himself from his predecessor. That will be hard, because Labour has had its revolution and Mr Brown was at the heart of it. Oddly, his best chance of success may be in the area where he is seen to be least experienced.

Cabinet colleagues say Mr Brown was opposed to going into Iraq, which will prove useful as he tries to draw a line under the past. And he has made it clear that he intends to take a more independent line with America. Mr Brown, like Mr Blair, sees the relationship as resting on shared values. He is an instinctive Atlanticist, and though he may not be a natural soulmate of Mr Bush's, he knows that he will not have to cultivate him for long. Besides, Mr Brown is no sandal-wearing pacifist: he was quick to back replacing Britain's independent nuclear deterrent. But there will be a change of tone. Whereas Mr Blair sees Britain's role as a bridge between America and Europe, for Mr Brown Britain is not so much a bridge as a beacon, for example in areas such as foreign aid. 

Closer to home, Mr Brown is less Europhile than Mr Blair, but then the EU has changed too. The European Commission is now run by José Manuel Barroso, a liberal, pragmatic Portuguese, and the new member states are more inclined than some of the older ones to admire America and favour free markets. But a new attempt to revive parts of the defeated EU constitution has just been launched. Ceding sovereignty to Europe is a political hot potato in Britain. It could be awkward for Mr Brown as the country moves towards its next general election, which is due by May 2010. 

The biggest difficulty for Mr Brown is that just as one great communicator in his life is moving offstage, another one is attracting the spotlight. David Cameron, who celebrated his first anniversary as Conservative leader in December, is not yet a Tony Blair, but he has the same ease, the same ability to speak as if he means it, with just a sprinkling of glamour. And he has clearly drawn lessons from how Mr Blair made his party electable.

Mr Cameron's biggest error to date has been his decision to take Tory members of the European Parliament out of the main centre-right grouping and establish a more Eurosceptic alliance. When respectable allies proved hard to find, he postponed the move. Europe remains a bitterly divisive issue within his party. The Tories' relations with America, by comparison, are straightforward and for the most part cordial. 

“The tragedy of the last ten years”, says Mr Cameron, “is that we had strong economic growth from 1993 and could have made ourselves the Hong Kong of Europe, with low taxes and reformed education. We missed the chance.” But it is not clear that, given the opportunity, he would pursue policies that are all that different from Mr Blair's or Mr Brown's. 

Crowded middle ground

And that, in a sense, is Mr Blair's lasting legacy. New Labour's particular blend of free-marketry and social justice is now widely seen as the natural path of British politics, and few politicians of any stripe would dare to veer far from it. 

Mr Brown dismisses Mr Cameron as a lightweight, but has some reason to fear him. Polls in January showed the Tories leading Labour by five to seven points. That may not be enough for them to win the next election outright, but it puts them in with a chance.

If neither party wins an overall majority, the balance will be held by Britain's third party, the Liberal Democrats, led by Sir Menzies Campbell. As the two main parties have scrambled for the centre ground, the Lib Dems have emerged as the real opposition on issues such as Iraq and civil liberties. The last time the Liberals were part of government was during the Lib-Lab pact of 1977-78. At that time a Liberal-Conservative alliance would have been unthinkable. But if Mr Cameron gets more votes than Mr Brown, the Lib Dems will have to put their thinking caps on. 

Full steam ahead

Feb 1st 2007  From The Economist print edition

What Britain must do to maintain its momentum
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THE man in Victorian London's street was in favour of open markets, and his descendant today still shares his instincts. In a survey last year by the German Marshall Fund, a think-tank, respondents in Britain supported freer trade, approved of foreign direct investment and valued the contribution of immigrants in greater numbers than those in other big developed countries (see chart 6).

International integration has brought Britain huge gains in the form of lower prices and interest rates and greater prosperity all round. These benefits are hard to quantify, but America's Peterson Institute for International Economics puts the bonus from globalisation in that country at over $1 trillion, or almost 10% of GDP. In an economy such as Britain's, which is more open to the outside world, the advantage is likely to be even bigger. 

Nor is the effect only economic. Britons' lives have been vastly improved by the availability of affordable foreign goods, from food and clothing to films, as well as by an influx of people to challenge their insularity and greater opportunity to travel and live abroad. But, allied with technology, globalisation has also brought strains, through dislocations in the job market, pressures on social services and a trend towards greater inequality.
There is nothing to say that globalisation will continue indefinitely. The previous wave ended in war and depression in the early part of the 20th century. What could make it fizzle out this time? 

Enemies of promise

One possibility is a surge in terrorism, another the growing concern over global warming. A third might be a backlash against globalisation among people in rich countries. Britain was less keen to admit workers from the latest EU entrants, Bulgaria and Romania, than from countries that joined earlier. And the Doha round of world-trade talks has stalled. 

A fourth risk is resurgent economic nationalism as countries such as Russia and China—and indeed America—race to secure and exploit scarce raw materials. The German Marshall Fund survey also showed a strong drop since 2005 in the share of respondents, particularly in Britain, who believed that globalisation was likely to lead to world stability and peace. 

But it is getting harder to stop international economic integration, because at each stage of the production process firms are more intertwined than they were. And business done over the internet cannot easily be policed.

Globalisation does not mean the end of nation states, though it does restrict their freedom of action. Governments still have an important role to play: they must invest in things that improve productivity—eg, transport, health and education—but they must do so effectively or risk overburdening their citizens with taxes. 

“What we need to do on skills, productivity and enterprise is fairly obvious,” says Mr Blair. “We just need to get on and do it.” Of this trio, skills are the most important and, in time, most likely to have a beneficial effect on the other two. A coherent, high-quality education system is not only the way to hone the competitive edge that a country living on its wits is going to need. It also offers the best chance to bring together disparate communities and let them develop a common identity. Perhaps reassuringly, Mr Brown recently declared education to be his main priority (though Mr Blair said the same when he started in his job, and has produced mixed results). 

Can Britain go on doing as well as it has done in the past decade? “The genius of England is universally admitted to be of an eminently enterprising and speculative character,” maintained Once a Week magazine, a popular Victorian rag. In the 19th century its enterprise produced splendid results. The wind in Britain's sails slacked off a bit after that, but it has picked up again in recent years. From the reinvigorated City of London to innovators like Sir James Dyson, there are plenty of signs that Britain can be creative and successful, “as long as we get things right,” as Mr Brown puts it. Let us hope that he can. 
http://www.economist.com/specialreports/displaystory.cfm?story_id=E1_RVRNNQD

