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Introduction

1.
The Economic Research Institute of Northern Ireland (ERINI) welcomes the opportunity to respond to the public call for evidence issued on behalf of the Independent Review of Economic Policy (DETI and Invest NI).  We were disappointed that the Institute was not approached directly by the review panel given our standing remit to research many of the areas covered by the review.  It would be very regrettable if the review panel was to incur nugatory expense in attempting to replicate much of the work already undertaken by the Institute and its predecessors, especially in the areas of productivity analysis, enterprise and innovation, and the creation of integrated databases.  All of this material can be made available on request. 

2.
The terms of reference of the review echo many similar studies from Northern Ireland’s past and for other regions of the United Kingdom.  It would indeed be unusual not to take note of the performance of the economy, the effectiveness of policy in stimulating economic growth and additional measures to improve performance in this regard, the structural issues involved in delivering policy and the targets set by the government of the day.  These are what would be expected of a conventional review and will no doubt reach many of the conclusions we have been used to in the past.  The re-emphasis of policy here and there, the consolidation of functions previously dispersed or vice versa (the re-creation of a specialised small business agency is an odds on favourite) is standard in these circumstances.  

3.
ERINI has a mission to think more radically.  We start from the evidence that from the point were credible data exists, stretching back half a century or more, Northern Ireland has been and remains amongst the poorest regions of the United Kingdom.  In terms of aggregate productivity measures we have for decades been below four-fifths of the United Kingdom average.  During all of this time the economy has been the subject of a huge range of policy interventions supported by expenditure now measured in billions of pounds sterling and backed up by many attempts at institutional reform.  There are, we think, lessons to be drawn from this record.

Productivity

4.
Consider first the issue of productivity that is commonly seen as crucial to the success of the economy and that is a central target in DETI's Performance Delivery Agreement (PDA).  Aggregate productivity figures have been analysed far beyond the point that is justified by the quality of the available data both for the economy as a whole, and from the perspective of individual sectors.  The result is that we do not know much more from a policy perspective than that historically some sectors are more productive than others and that it would be a good thing to have more of the former and less of the latter. Moreover, aggregate figures tend to obscure the underlying causes of growth.  It is well established that pure productivity growth, that is, increasing the efficiency of those in employment is but one component of the overall picture.  Growth at the ‘extensive margin’, that is, increasing the actual numbers in employment regardless of their productivity makes a powerful contribution to increasing output, indeed this factor was responsible for 40 per cent of the performance of the Irish economy during the ‘Celtic Tiger’ years as opposed to 38 per cent from pure productivity improvement (growth at the ‘intensive margin’).  The remainder was attributable to the natural growth of the population.  The fact that Northern Ireland’s participation rate is very low in both a UK and an international context suggests that there is a significant untapped resource available to boost output and that policy should have proper regard to this opportunity.  

5.
As Paul Krugman and others have noted, productivity (or competitiveness by another name) is an issue for firms not economies, and certainly not regional economies.  That is why ERINI has moved on from aggregate studies to try to understand what makes companies successful.

Competitiveness

6.
Northern Ireland has many successful companies whether in the indigenous sector (an increasingly ambiguous classification) or in the form of foreign direct investment, but not enough to break the historical trends.  Why companies are successful remains elusive partly because of the direction of causation (a typical example is: are companies successful because they export or do successful companies export?).  There are also differences between sectors which cannot be explained by productivity differences alone.  For example, manufacturing has historically been able to increase productivity much faster than services but manufacturing employment has been in decline for several decades (though output has held up well) whereas service employment has been growing.  What matters, of course, are the comparative dimensions of competitiveness and this is why ERINI has devoted resources to maintaining a competitiveness index which looks at the relative position of the economy compared to a range of regions in the UK and Europe.  What emerged from this work is that our comparative advantages tend to lie in lower labour costs and lower commercial property prices.  Although this may look a rather common place result it is in fact quite instructive.

7.
Consider Northern Ireland from a trading perspective, that is, as a consumer of imports and a seller of exports.  Other things being equal this trade will depend on the prices of imports and exports which in turn will reflect the relative efficiency with which they are produced and the exchange rate.  For all practical purposes Northern Ireland is totally at the mercy of an exchange rate that is externally set. Our ability to compete, that is, to sell exports to pay for imports is therefore down to the domestic price that exports can be produced for. If we were highly efficient in production that would keep the unit cost of production down and our exports competitive.  The competitiveness index suggests that this is not the case. Instead the factor that adjusts to keep down the domestic price of exports is labour costs.  Even then these costs cannot bring the trade account into balance and we require a substantial external injection of aid to maintain living standards.  If this aid did not exist trade would be brought into balance through a brutal fall in the demand for imports and very large increases in unemployment and poverty.  The imperative for policy, therefore, is to find ways of substantially improving the non-wage elements of competitiveness.

Drivers

8.
The standard approach to improving non-wage performance is to break the issue down into so called ‘drivers’ and to examine these individually.  In the UK there are usually five drivers identified but one of these is a national issue so in Northern Ireland the list is usually confined to four.  These are: enterprise; skills; innovation and infrastructure. There is an extensive literature on all of these and one (skills) might be thought to be outside the remit of the review so only a few comments might suffice.

Enterprise

9.
Northern Ireland is a small firm economy and there is a great deal of experience in assisting new start ups and small firms generally.  The general picture which characterises this sector is the low volume of what economists refer to as ‘churn’, that is, the rate at which existing firms expire and are replaced by new entrants allied to the fairly early attainment of an upper limit on growth.  Policy probably needs to have a more aggressive stance in graduating small firms into the export arena and perhaps encouraging mergers to secure greater mass.  A more fundamental question is whether resources should be expended on encouraging mass start ups with a high attrition rate or be more focused, albeit with much smaller numbers.

Innovation

10.
Innovation has generally been taken to be synonymous with research and development (R&D) partially because expenditure on the latter is much easier to measure than other concepts of innovation. It is almost universally accepted that R&D is key for improving the competitiveness of companies in the medium to long-term but there are difficult policy issues here that have not been properly thought through.  For example, both the UK and the European Commission promote a range of policies to encourage companies to invest in R&D so it is by no means clear that there is a uniquely Northern Ireland policy that can be more effective.  Indeed because the benefits of R&D can leak away quite quickly from small open regions the cost effectiveness of financial aid for specific projects is perhaps questionable.  On the other hand investment in higher education R&D while more locally anchored is often some way removed from commercial application.  The review may wish to give these issues further thought.

Infrastructure

11.
Since there are substantial public goods elements in infrastructure investment it has normally been down to government to provide the resources for roads and other basic communication networks.  Northern Ireland now has an ambitious strategic investment programme which is supposed to spend around £20 billion over the next decade.  From the start, however, there have been some doubts about the degree of fit of this programme with the primary objective of growing the economy.  In addition the programme has encountered difficulties in funding because the value of disposals has been hit by falling property markets.  There is an opportunity therefore for the review to look again at the balance of this programme as between social and environmental investment on the one hand and on the other investment more directly connected with improving competitiveness such as that earmarked for networks.

Policy and Delivery

12.
At several points we have alluded to the limitations of policy making in the regional environment. Now it is time to be more explicit about the implications of these limits.  Apart from the non domestic regional rate the NI Executive have no tax powers of any consequence for economic policy.  An attempt to secure some ability to adjust corporation tax locally was forcefully rebuffed by the Treasury.  Trade policy, monetary policy and most other policy frameworks for business are made elsewhere.  That leaves expenditure as the main instrument available to the Executive for supporting the economy. But here too there are limitations partly because the relatively generous public expenditure environment is coming to an end and the debt accumulated in fighting the recession threatens a very difficult future for the public finances.  Restrictions on State Aid will from 2010 onwards greatly limit the assistance that can be given to larger companies through Selective Financial Assistance (SFA).  Since SFA is our primary financial instrument for attracting Foreign Direct Investment (FDI) this is a very serious prospect for Northern Ireland.

13.
In the light of such limitations it is perhaps time to face the fact that almost all industrial policies in Northern Ireland are essentially minor variants of policy created in Great Britain and that the idea of an independent policy making role for the Executive is largely an illusion.  There really are no unique Northern Ireland policies within our gift that could, in short order, transform the economy.  Moreover by focusing inward there is a real danger that we are not keeping up with thinking on industrial policy in Britain and how we could exploit this for our own advantage.  In the longer-term our best prospects lie in creating a first class education system and a sustained effort to lift the level of skills in the workforce.
14.
If we cannot gain competitive advantage through crafting our own policies then we must seek in through sustained improvement in delivery.  That would mean a shift in culture and the relative power of DETI and its agencies.  The distinction between the department being the policy making body and the agencies the policy deliverers is less clear when it is delivery that is the primary goal and policy an adjunct.  We hope that the review will give this some thought as it is critical for optimising the structures for economic development.

An Invitation

15.
These are merely a few preliminary thoughts that the review may find helpful   We have also appended a short list of publications that you may wish to consult.  However, there would be considerable merit in the review team meeting collectively with the ERINI researchers to explore the issues the review is considering.  We would be happy to facilitate such a meeting at your convenience.
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