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Commissioners’ Introduction

Last year we welcomed the fact that the National Minimum Wage (NMW) is now widely accepted,
but noted too that its effects need to be constantly monitored. The twelve months since then have
justified our cautionary words: they have been challenging for the economy and the labour market.
It has been more important than ever to ensure our recommendations are grounded in a careful
assessment of the evidence, and to look carefully for any evidence that the lengthening period of
low economic growth may give rise to new or different impacts of the NMW.

Although the NMW itself continues to be widely accepted, the range of beliefs about appropriate
rates has if anything widened. Falling real incomes have reinforced the opinions of many who favour
substantial increases. Difficult trading conditions, subdued consumer spending, and squeezed public
sector budgets have strengthened the views of those calling for caution.

Remit

This is the thirteenth Low Pay Commission report. Our remit from the Government asked us to
monitor, evaluate and review the NMW and to report to the Prime Minister and the Secretary of
State for Business, Innovation and Skills by the end of February 2012 on the following matters,

taking account of the economic and labour market context, including pension reforms:

e the level of each of the different rates of the NMW with recommendations on the appropriate
levels from October 2012;

e® the labour market position of young people, including those in apprenticeships and internships;

® the scope to simplify the NMW, and the effect of the proposed abolition of the Agricultural Wages
Board for England and Wales;

® how to give business greater clarity on future levels of the NMW, and

@ whether any of the other recommendations could be introduced more promptly.

Vi



Commissioners’ Introduction

Evidence

In addressing our remit we have gathered a great deal of information through written and oral
consultations. We are again very grateful to all those who have taken the time and trouble to provide
us with evidence about the impact of the NMW. This substantial and wide-ranging body of evidence
has been essential to our development of recommendations. A list of those who responded to our
call for evidence can be found in Appendix 1.

As in previous years, we commissioned several new pieces of research to inform our work. Details
of the research projects and a summary of the findings are set out in Appendix 2. The survey of
apprentice pay conducted by the Government in the summer of 2011 has been a valuable source of
evidence. Our recommendations also draw on the best available economic evidence and we have
worked closely with the Office for National Statistics to obtain a comprehensive and consistent
database on earnings and employment.

We also visited employers, workers and others with an interest in the NMW in the four countries of
the United Kingdom. This is an invaluable part of our process, and we are grateful to all those who
gave us their time and shared their views. We visited Belfast, Blackpool, Glasgow, Lincoln, London
(twice), Newquay and Truro, Southampton, and Swansea.

We met formally as the Low Pay Commission seven times during the year. We also participated

in a research workshop at which the research commissioned for this report was presented and
discussed. This year we met in January for two days to review and assess the evidence relevant to
our remit and to reach a decision on all of the recommendations contained in this report.

Conclusion

We have assessed all the evidence thoroughly and reviewed the issues and arguments very
carefully in coming to our recommendations. We have included as much of the evidence as possible
in this report so that the basis for our conclusions and recommendations is clear to the reader.
These conclusions and recommendations represent the unanimous view of all Commissioners.
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Executive Summary

Chapter 1: The Economic Context to the October 2011
Upratings

1

Our thirteenth report, like the twelve that have preceded it, sets out the detailed evidence
upon which we have based our recommendations for the different minimum wage rates and
their operation. In the remit for this report, the Government asked us to monitor, evaluate and
review each of the different minimum wage rates, with particular reference to previously
identified groups and sectors, and make recommendations for October 2012. We have taken
this as referring to small firms, our previously-defined low-paying sectors and those groups

of workers who we have identified in earlier reports as most likely to be low-paid. We were
also asked to review the labour market position of young people, including those in
apprenticeships and internships. In addition, our remit asked us to consider whether the
National Minimum Wage (NMW) Regulations could be made simpler and easier to administer,
and the implications of the proposed abolition of the Agricultural Wages Board for England
and Wales. We were also asked to consider the best way to give business greater clarity

on future levels of the NMW and whether any of the other recommendations could be
introduced more promptly. In making our recommendations, the Government asked us to
take account of the economic and labour market context, including pension reforms.

In our last report we had expected the economy in 2011 to continue its recovery from the
longest and deepest recession since the 1930s. Revised data have led the Office for National
Statistics to estimate that the 2008-2009 recession was much deeper although not as long as
first thought. The recession lasted for five quarters, the same length as the 1980s and 1990s
recessions but output fell by over 7 per cent, considerably more than in those previous
recessions. However, employment and hours continued to be much higher than would have
been expected from the experience of the two previous recessions.

The UK economy has weakened considerably since the third quarter of 2010. By the end of
the third quarter of 2011 gross domestic product was just 0.5 per cent above that of a year
previously. This sluggishness in growth led to a downturn in many measures of the labour
market. Employment fell and both the ILO definition and claimant count measures of
unemployment rose. Vacancies were flat.
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According to pay settlements and Average Weekly Earnings (AWE), wage growth turned out
close to our expectations albeit a little lower than had been anticipated in January 2011.
However, data from the Annual Survey of Hours and Earnings (ASHE) suggested that wage
increases had typically been less than 1 per cent, much lower than indicated by AWE.
Inflation, on the other hand, had been much higher than expected. Thus, the relatively
subdued average wage increases had led to large real wage cuts for many workers. But the
uprating in October 2011 appears to have at least maintained the value of the adult rate
relative to the average wage. This is a similar story to that recorded last year for the 2010
minimum wage upratings.

Chapter 2: The Impact of the National Minimum Wage

5

The adult rate of the NMW has now increased by nearly 69 per cent since its introduction.
That is faster than both average earnings and prices. Since October 2006, however, the
increases in the minimum wage have broadly been in line with average earnings, though
below inflation. As a consequence the bite of the minimum wage at the median (the
minimum wage as a proportion of median earnings) increased from 45.7 per cent in 1999
to 51.0 per cent in 2007 but then remained just under this level between 2007 and 2010.
However, the growth in median hourly earnings in ASHE in April 2011 was just 0.4 per cent
and this has led to an increase in the bite to nearly 52 per cent.

Although the bite stabilised in the economy as a whole between 2007 and 2010, it continued
to rise in micro and other small firms, and in nearly all of the low-paying sectors. The bite rose
again in these areas in 2011. However, despite the increased bite, the low-paying sectors
have to date performed better in terms of employee jobs than the economy as a whole.

The number of employee jobs in the low-paying sectors has increased since the end of

the recession, while still falling in the economy overall.

Many of the groups of workers that are most likely to hold minimum wage jobs fared
relatively well during the recession and in the subsequent recovery. In terms of the labour
market, women have fared better than men, ethnic minorities better than white people, older
people better than the prime aged (those aged 35-54), and disabled people better than those
without disabilities. Young people and those without qualifications have fared particularly
badly since the onset of the recession, though these groups were already doing less well
before it.

Our research programme for the 2012 Report has added to the existing literature on the
impact of the NMW on earnings, employment and hours. Taking all of this knowledge
collectively, we conclude that the lowest paid had received higher than average pay rises,
and the research, on balance, generally finds little or no significant adverse impact of the
minimum wage on employment. Some further evidence has been gathered for this report to
suggest that the minimum wage may have led to a modest reduction in hours but this finding
is still not consistently robust enough across time and datasets to be definitive.
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Chapter 3: Young People, Interns and Apprentices

9

10

11

12

13

Between 1999 and 2007 average earnings of young people increased roughly in line with
those of adults, as did their minimum wages. Since 2007, earnings of young people have
increased at a slower rate than those of adults, even though their minimum wages rose
roughly in line with the adult rate and the general rise in wages. As a consequence, the bites
relative to the median of the 16-17 Year Old Rate and the Youth Development Rate have
continued to increase, to about 73 per cent and 80 per cent respectively. There is also clear
evidence that greater use is being made of the youth rates of the minimum wage.

As we noted in our 2011 Report, the labour market position of young people has been
deteriorating for some time. It became much worse during the recession and the subsequent
recovery. An increasing proportion of 16-17 year olds have remained in full-time education
(FTE) rather than entering the labour market. The proportion of all 16-17 year olds
unemployed or inactive has remained fairly constant since 1998. For 18-20 year olds, there
has also been an increase in the number staying in FTE, and there are now more 18-20 year
olds in FTE than in employment. The proportion of all 18-20 year olds in employment has
continued to fall and the proportion unemployed has continued to rise, even as the economy
has come out of the recession.

Some of the research we commissioned for this report focused on young people. The
research found that in the post-recession period wage differentials between age groups had
narrowed slightly, but productivity differences between age groups had widened, suggesting
that young workers’ wages had increased by more than their productivity contribution would
warrant. Other research on the impact of the NMW on the labour market outcomes of young
people found that local youth wage rates did not affect the main education or labour market
activities that young people undertook between the ages of 16 and 19. This suggests that
marginal changes in the youth rates of the minimum wage would be unlikely to directly affect
the main activities young people undertake.

Opportunities to undertake training or work experience can be an important first step for
young people entering the labour market. We were once again asked to consider the position
of those young people undertaking internships. While such opportunities continue to
increase, the majority of evidence we received again emphasised that unpaid internships limit
access for many young workers unable to afford to undertake them. The Government told us
of the measures it was taking to promote fairer access and greater social mobility.

The total number of UK apprenticeship starts continued to rise in 2010/11. This rise was
across all age groups, although particularly driven by an increase in England among those
apprentices aged 25 and over. For this report, we were able to access improved pay data on
apprentices, and also the results of our commissioned research on the introduction of the
Apprentice Rate.

Xi
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14

We have previously stated that the Apprentice Rate was introduced at a relatively cautious
level, and the evidence for this report confirmed that to date the overall impact appeared
minimal. However, there was evidence that the rate had more of an effect on particular
employers and groups of apprentices, such as those in the low-paying apprenticeship sectors
and the youngest apprentices. We also found evidence that a substantial proportion of
apprentices may not have been paid their minimum wage entitlement. We see
apprenticeships as an area where action is needed to improve NMW guidance and raise
awareness of the rules. We have commissioned further research to gain a better
understanding of the impact of the Apprentice Rate.

Chapter 4: Compliance and Operation of the National
Minimum Wage

15

16

17

18

Compliance remains the cornerstone of the NMW regime. Achieving and maintaining a high
level of compliance requires widespread awareness and understanding of the wage
arrangements, and also effective enforcement. We have made a number of
recommendations in the past on enforcement and the Government has, on the whole,
responded positively to these.

We are pleased to see that good progress continues to be made with regard to improving the
enforcement regime. Allocating resources to risk and making better use of intelligence are
moves in the right direction, as is increased reporting in the media of HM Revenue &
Customs’ NMW activities. This is important in raising awareness both of enforcement activity
and of the minimum wage itself. But more can be done in this area and, linked to the recent
research which indicated a lack of awareness among employers, we have recommended that
the Government should more actively communicate both the rates themselves, and rights
and obligations under the NMW. We do not believe these communication activities should be
subject to the Government's marketing freeze.

We also support the new policies that have been put in place to penalise employers who do
not comply and to name those who show a wilful disregard of the rules. These are important
policies, but they need to be used. We are disappointed by the failure to date to name any
employers, and have recommended that the Government should make frequent use of
naming.

Our remit asked us to consider whether NMW regulations could be made even simpler and
easier to administer. We considered this carefully and, in the light of evidence we received,
concluded that there are no regulatory simplifications whose benefits would outweigh their
drawbacks. However, stakeholders gave us a clear message that improving the official
guidance, to aid both employer and worker understanding of the existing regulations, would
be a valuable simplification measure. We have, therefore, recommended that the
Government commits itself to having effective, clear and accessible guidance in place, and
first undertakes a complete review of the existing guidance. We have highlighted a number
of specific areas where improved guidance is needed.

xii
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Executive Summary

Stakeholders have again raised concerns over a number of operational issues, including the
accommodation offset, piece rates and interns. The evidence received on these issues has
not led us to make any further recommendations at this stage, apart from those outlined
above for improved guidance and awareness raising, but we will be keeping these issues
under review. We have, however, stated our intention to review the accommodation offset
provisions as part of our 2013 Report.

Our remit also asked us to consider the implications of the proposed abolition of the
Agricultural Wages Board for England and Wales (AWBEW). The timing of abolition is not
yet settled but the research we commissioned, and evidence received from stakeholders,
highlighted areas where existing AWBEW provisions differ from those provided under the
NMW framework. It is clear to us that once a date for abolition is agreed, the Government
will need to ensure all those affected are aware of the implications. We wiill continue to
monitor this and will undertake further research as necessary.

Chapter 5: Setting the Rate

21
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23

The UK economy weakened markedly in 2011 after a period of relatively strong growth in
2010. As a result, by the time of our meeting in January 2012 forecasters had adjusted
downwards their growth expectations for 2012 to a consensus view around 0.4 per cent.
Of the key drivers of growth, the outlook for trade and investment had weakened, while
that for consumer and government spending, already weak, appeared to be under further
downward pressure. It is not clear, therefore, what factors could drive growth this year and
continued weakness in the economy must be expected.

After a prolonged period of inflation growth above the Government'’s target, there is now a
strong expectation that Consumer Prices Index (CPI) inflation will fall in 2012 towards 2 per
cent or even slightly below by the end of the year. Similar pressures suggest that Retail
Prices Index (RPI) inflation will also fall, to around 3 per cent. We noted a slight pick-up in
median settlement levels in late 2011 and this seemed to have been carried through into
early 2012 awards. However, it is not clear that this will be maintained and settlement
medians are likely to return to a 2.0-2.5 per cent range later this year. Average earnings
growth continued to be subdued reflecting the weak state of the economy. The
Government's public sector pay policy will continue to be a downward pressure. The
consensus forecasts for 2012 as a whole show average earnings rising by 2.4 per cent,
slightly ahead of the 2.3 per cent recorded in 2011.

In line with forecast weak economic growth, the UK labour market is expected to deteriorate
in 2012, with forecasters factoring in some fall in employment and a rise in claimant count
unemployment. Separate surveys indicate a longer-term positive outlook for private sector
employment with the public sector bearing the brunt of job losses. In the short-term,
however, private sector job creation is unlikely to fully compensate for losses elsewhere

and unemployment levels are expected to rise for some time as a consequence.
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The evidence we gathered for this report continued to show that the NMW holds a mid-table
position when compared in exchange rate or purchasing power parity (PPP) terms with the
minimum wages of comparator European Union and Organisation for Economic Co-operation
and Development countries, or when the bites relative to full-time median earnings are
compared. In national currency terms, growth in the NMW was faster than minimum wage
growth in most countries between 1999 and 2011, but lower than most from 2007. Since
2007 growth in PPP terms has been much lower than all comparators, mainly as a result of
the depreciation in sterling since that time.

Stakeholder views on the appropriate level for the adult rate fell roughly into two camps.

A large number of employer representatives, especially those from small businesses, called
for a freeze, citing the uncertain economic outlook and the pressures businesses were
currently under. They felt there should not be an increase until we were in a period of
sustained growth. Some, however, saw room for a modest increase although they urged
caution given the fragility of the labour market.

On the other hand, worker representatives all wanted to see an increase. They said that the
economy was recovering, albeit slowly, and that a large increase was necessary to offset the
fall in the real value of the minimum wage caused by inflation. Some wanted to see an
increase in line with inflation (CPI or RPI) and others saw a living wage as the ultimate aim,
so wanted to see a substantial increase this year, as a first step towards this.

Similar views from employers and worker representatives were expressed about youth rates.
Some argued for a freeze, given the deterioration in the youth labour market, while others
either wanted a single minimum wage paid from age 16, or a substantial increase in the
current youth rates. Views on the Apprentice Rate were also mixed. Employers’ organisations
generally urged caution, often calling for a freeze, so as to avoid discouraging employers from
taking on apprentices. Trade unions and those organisations representing young people called
for an increase, generally either at least in line with a rise in the adult NMW or at a higher rate
in order to close or narrow the differential with the other NMW rates. These organisations
argued that the existing rate had not damaged the supply of places and so there was scope
to increase it. This would also improve incentives to undertake and complete apprenticeships.

In assessing the arguments we faced an especially challenging task this year because of the
uncertain economic environment, and the difficulty in judging the likely accuracy of the
forecasts available to us. Growth is expected to be weak until 2013, and the timing and
strength of the upturn are uncertain.

We reviewed the different arguments and the evidence very thoroughly, and debated them
at length. After a good deal of discussion we concluded that in the current difficult economic
circumstances caution is essential. Our recommendation for the adult rate is one which we
expect to maintain the relative position of the lowest paid and which we believe business,
including small businesses, will be able to afford. We recommend that the adult rate of the
National Minimum Wage be increased by 11 pence to £6.19 an hour from 1 October 2012.
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Executive Summary

We intend to review the accommodation offset arrangements as part of our 2013 Report,
and have found no reason this year to adjust the offset relative to the minimum wage.
We recommend that the accommodation offset be increased by 9 pence to £4.82 a day
from 1 October 2012.

The labour market position of young people has continued to worsen in 2011. Employment
of young people has continued to fall, and unemployment to rise. However, there is debate
about exactly how far pay is a factor. Employment of young people is more sensitive than
that of adults to the economic cycle. With this in mind we reluctantly recommend freezing
the rates for young people, which may increase their relative attractiveness to employers.
Accordingly, we recommend a Youth Development Rate of £4.98 an hour and a 16-17 Year
Old Rate of £3.68 an hour from 1 October 2012.

In 2010 we were prudent in our first recommendation for the Apprentice Rate. Last year we
saw some scope to increase it, to £2.60 an hour, while preserving the differential between
it and the 16-17 Year Old Rate. In 2010/11 apprenticeship starts have increased for all age
groups, and we believe there is a room for a further, smaller increase. We recommend that
the Apprentice Rate be increased by 5 pence to £2.65 an hour from 1 October 2012.

We have no presumption in respect of our decision next year, when we expect to have

a larger evidence base which we will review carefully.

We have examined a number of ways of indicating what rate recommendations might be
expected in the future. A substantial majority of consultees, from across the spectrum of
employers and workers, opposed these ideas. We agree with them that the disadvantage of
constraining ourselves to positions which by definition cannot be based on timely evidence
outweighs any benefit in increased clarity, particularly in the present uncertain business
environment. On a separate point, stakeholders did indicate strong support for the publication
of our report and the Government'’s response as soon as possible.
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Recommendations

National Minimum Wage Rates

We recommend that the adult rate of the National Minimum Wage be increased by 11 pence to
£6.19 an hour from 1 October 2012 (paragraph 5.83).

We recommend a Youth Development Rate of £4.98 an hour and a 16-17 Year Old Rate of £3.68
an hour from 1 October 2012 (paragraph 5.86).

We recommend that the Apprentice Rate be increased by 5 pence to £2.65 an hour from 1 October
2012 (paragraph 5.87).

Accommodation Offset

We recommend that the accommodation offset be increased by 9 pence to £4.82 a day from
1 October 2012 (paragraph 5.84).

Simplification

We recommend that in order to make operating the National Minimum Wage as simple as possible
for all users, the Government puts in place, and maintains, effective, clear and accessible guidance
on all aspects of the minimum wage particularly where there is significant evidence of ignorance or
infringing practice. As a first step, the Government should undertake a review of all existing guidance
(paragraph 4.54).

Compliance

We recommend that the Government should not only have a process for naming infringers but
should also make frequent use of it. The Government should also actively seek other publicity
opportunities which will help to signal that those who infringe the National Minimum Wage get
caught and punished (paragraph 4.94).

We recommend that the Government should more actively communicate both the rates themselves,
and rights and obligations under the National Minimum Wage. Communication activities about the
minimum wage should not be subject to the Government’'s marketing freeze (paragraph 4.117).

xvi
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Chapter 1
The Economic Context to the
October 2011 Upratings

Introduction

1.1

In this chapter we consider the economic context in which the minimum wage rate
recommendations we made in our last report came into effect, on 1 October 2011. Chapter 2
assesses the impact of the minimum wage since its introduction but with particular focus on
the 2010 upratings. In Chapter 3 we review the labour market position of young people,
interns and apprentices before going on in Chapter 4 to discuss the operation of the
minimum wage, with an emphasis on simplification, compliance and enforcement.

We conclude our report in Chapter 5 by taking into account the prospects for the economy;
setting out stakeholder views; assessing the implications of pension reform; and considering
what we can do to give business greater clarity on the future direction of the minimum wage.
We then set out and explain our main recommendations for the rates of the National
Minimum Wage (NMW) from October 2012. In this report we draw on data available up to

19 January 2012, when we met to discuss and agree our recommendations.

2011 National Minimum Wage Upratings

1.2

1.3

We start by looking back at the recommendations in our 2011 Report and the reasoning
behind them. We noted that the economy was in better shape than it had been for two years
and all the forecasts pointed to continued steady improvement. But the UK was still
recovering from recession with business confidence fragile, the effects of the fiscal freeze
yet to be fully felt, and risks remaining to the global economy. We favoured an approach that
recognised the continued economic uncertainty while protecting the lowest-paid workers
from falling further behind the average. Accordingly, we recommended that the adult rate rise
by 15 pence an hour, or 2.5 per cent, from £5.93 to £6.08.

Further, we noted that there had been a continuing decline in the labour market position of
young people. It had become evident that, since 2007, young people’s earnings had been
rising more slowly than those of adult workers. While this had been happening, the youth
rates of the NMW had increased broadly in line with the adult rate. Consequently, the bite of
the minimum wage for young people had continued to increase while the bite 