Annex B

HM Treasury's response to the Migration Advisory Committee’s consultation on the

level of an annual limit on economic migration to the UK

This note provides HM Treasury's response to the Migration Advisory Committee’s
consultation on the level of an annual limit on economic migration to the UK, through
Tiers 1 and 2 of the Points Based System.

Our submission focuses on the following areas:

Page 2 Migration and GDP growth

Page 14 The public finance effects

Page 21 The potential impact on trade policy



1. Migration and GDP growth

To examine the impact of possible changes in tier 1 and tier 2 net migration on

economic growth, this section considers the following:

(1) estimates of the direct impact on GDP growth through the impact of changes in
tier 1 and tier 2 net migration on growth of the 16+ population. For these
estimates it is assumed that a change in tier 1 and tier 2 net migration
corresponds to a one-to-one change in net migration flows, with subsequent
levels of emigration and net migration of other groups held constant and no
displacement into other routes to migration. This approach also makes no
allowance for specific productivity and employment characteristics of tier 1 and
tier 2 migrants;

(2) the direct impact on growth once we try to account for the specific employment
rates of tier 1 and tier 2 immigrants;

(3) the direct impact on growth once we try to account for specific productivity
levels of tier 1 and tier 2 immigrants;

(4) a discussion of other possible effects of changes to tier 1 and tier 2 immigration,
including any impact on return migration and net migration of other groups
and; the impact on the capital stock; the possibility of productivity “spillovers” to

native workers; and possible displacement effects on the native labour force.

It should be noted that the impact of changes in net migration on growth are subject
to very significant uncertainties. The estimates presented here should therefore be
interpreted as indicative scenarios which could vary significantly depending on the

underlying assumptions and approach used.
Overview of recent trends
Office for National Statistics estimates of long-term net migration flows have fallen back

from 212,000 in the year to June 2007 to (provisionally) 176,000 in the year to June
2009 before picking up to 196,000 in the year to December 2009. Applications from



AB8/10 nationals to the Workers' Registration Scheme have fallen back sharply with the
number of applications in the year to June 2010 just over half the level in the year to
June 2008, while National Insurance numbers allocated to non-UK nationals in the year
to March 2010 fell by around 17 per cent on the year to March 2009.

Net migration and trend growth

One way to examine the impact of lower Tier 1 and 2 on the economy is to consider its
impact on the economy’s trend or potential rate of growth." Arithmetically, the

economy’s trend rate of growth can be decomposed into four components:

= Productivity (output per hour) growth
¢ Average hours growth
¢ Employment rate growth

« Population growth (16+ basis)

A. Direct effects

Impact on trend growth through impact on population growth

The most direct way in which changes in net migration will affect trend growth will be
through the rate of population growth. All else equal, a change in the rate of
population growth will affect the growth rate of the potential labour supply and
therefore the trend rate of growth. Other things equal, a given percentage point
change in the population growth rate will translate one for one into a change in the

trend growth rate.

The growth of the 16+ population can be decomposed into two components: net

migration and natural change (i.e. growth of the 16+ population in the absence of net

' The economy's trend, or potential rate of growth, is the rate at which the economy can grow on a
sustained basis without exerting upward or downward pressure on inflation.
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migration).” By combining ONS projections of natural change® with net migration
scenarios it is possible to examine the impact of different net migration profiles on 16+
population growth, and therefore their impact on trend growth through this channel:
All else equal, a reduction in 16+ net migration of 50,000 would reduce growth of the
16+ population by approximately 0.1 per cent, although the exact proportionate effect

would reduce marginally over time as the size of the population increases.

Table 1 sets out the impact on trend growth of various net migration scenarios through
their impact on population growth. In each case the reduction in net migration relates
to a reduction in 16+ net migration relative to total tier 1 and tier 2 applicants and
dependants in 2009. The scenarios should therefore be interpreted as a reduction in the
level of 16+ tier 1 and tier 2 net migration. However, total tier 1 and tier 2 applicants
and dependants in 2009 will also include dependants under the age of 16. Therefore
the proportionate reduction in total tier 1 and tier 2 net migration (relative to 2009)
resulting from a given reduction in the level of 16+ tier 1 and tier 2 net migration will
vary depending on how many dependants are under the age of 16. The relationship
between changes in 16+ nel migralion and Lolal nel migration is also relevant for the

impact of changes in net migration on GDP per capita (see below).

For these estimates it is assumed that the reduction in tier 1 and tier 2 net migration
corresponds to a one-to-one change with overall net migration flows with subsequent
levels of emigration and net migration of other groups held constant; this also assumes
that Tier 1 and Tier 2 migrants do not apply through other routes or other routes of the
Points Based System, i.e. that there is no displacement into other routes (see page 11

for a further discussion of these assumptions).

? Net migration and natural change of the 16+ population are not entirely separable over time as a
change in net migration in one year will have some effect the size of the starting population in the
following year, which will in turn have a bearing on the level of natural change in that year. Such effects
would be relatively small (and would take time to materialise) and would not have a significant bearing
on the estimates presented here,

? A profile for natural change of the 16+ population can be derived from the annual change in the 16+
population implied by the ONS' 2008-based zero net migration variant population projection.
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For the purpose of these scenarios the level of total tier 1 and tier 2 applicants and

dependants in 2009 is calculated as the sum of:

¢ Out of country main applicants (55,275)
« Out of country dependants (42,006)

e In-country extensions (104,370)*

Changes out of country main applicants and out of country dependants can be
expected to affect total inflows of migrants, whereas changes to in-country extensions
may be expected to affect total outflows. As the scenarios below correspond to changes
in net flows, both out of country and in country applications have been included in the
baseline, although changes to out of country extensions may take longer to achieve.
Taken together, this implies total tier 1 and tier 2 applicants and dependants of
201,650 in 2009.

The scenarios illustrate the impact on trend growth of reductions in 16+ net migration
of around 50,000, 100,000 and 150,000 by 2015, corresponding to proportionate
reductions of 25 per cent, 50 per cent and 75 per cent in total tier 1 and tier 2
applicants relative to the level in 2009 (201,650). For each total reduction two possible
trajectories are shown: a gradually phased reduction over 5 years, so that the annual
reduction is increased (linearly) each year; and a trajectory where the total reduction is

achieved immediately in year 1 and maintained in subsequent years.

As set out in Table 1, the impact of a reduction in net migration on trend growth in any
given year can be scaled up or down in a broadly linear way, with annual reductions in
16+ net migration of around 50,000, 100,000 and 150,000 corresponding to annual
reductions in trend growth of around 0.1 per cent, 0.2 per cent and 0.3 per cent
respectively. As would be expected, the reduction in trend growth in earlier years is less
pronounced when the reduction in net migration is phased in gradually compared to

the case when it is achieved immediately.

“ Home Office (2010): Control of Immigration: Quarterly Statistical Summary, United Kingdom: January-
March 2010, London, Home Office.



Table 1: Net migration scenarios: impact on trend growth through impact on

population growth
2011 2012 | 2013 2014 2015
Scenario 1: (25% phased reduction)
| Change in net migration (000s) 1041 | 202 | 302 | -403 | -50.4
"Impact on trend growth (pp) 002 | 004 | 006 | 008  -0.10
Scenario 2: (25% reduction by year 1)
Change in net migration (000s)' 504 | -504 | -504 | -50.4 | -50.4
Impact on trend growth (pp) -0.10 | -0.10 | -0.10 -0.10 | -0.09
Scenario 3: (50% phased reduction)
Change in net migration (000s)’ -20.2 | -403 | -605 | -80.7 | -100.8
Impact on trend growth (pp) -0.04 | -0.08 | -0.12 | -0.15 | -0.19
Scenario 4: (50% reduction by year 1)
Change in net migration (000s)' -100.8 | -100.8 | -100.8 | -100.8 | -100.8
Impact on trend growth (pp) -0.20 | -0.20 | -0.19 | -0.19 | -0.19
Scenario 5: (75% phased reduction)
Change in net migration (000s)' -30.2 | -60.5 | -90.7 | -121.0 | -151.2
Impact on trend growth (pp) -0.06 | -0.12 | -018 | -0.23 | -0.29
Scenario 6: (75% reduction by year 1)
Change in net migration (000s)’ -151.2 | -151.2 | -151.2 | -151.2 | -151.2
Impact on trend growth (pp) -0.30 | -030 | -029 | -0.29 | -0.29

"6+ basis

GDP per capita

In these estimates, the reduction in net migration brings about an identical

proportionate adjustment in employment and output, implying no change in GDP per

worker. However, there is a small implied effect on GDP per capita growth reflecting the

fact that the change in net migration relates to a change in 16+ net migration. In

particular, for a 50,000 reduction in net migration GDP per capita growth will fall by

6




around 0.02 per cent based on the approach outlined above.” However, this effect
occurs simply as an arithmetic consequence of the fact that the scenarios above
consider only the impact of 16+ net migration. If net migration among those under the
age of 16 were to move proportionately with 16+ net migration then the implied

impact on GDP per capita would be zero.
Other trend growth effects

(i) Employment rates

The scenarios presented in Table 1 only consider the impact of changes in net migration
on trend growth through its effect on population growth, and do not account for
specific labour market characteristics of these migrants, including employment rates
and productivity levels. All else equal, if migrants were to display lower (higher)
employment rates then this would reduce (increase) the impact of a given reduction in

migration on trend growth.®

Data provided by the ONS indicates that the non-seasonally adjusted 16+ employment
rate for those born outside the UK was 59.3 per cent in the three months to June 2010
compared with a non-seasonally adjusted total (i.e. including UK-born and non-UK
born) 16+ employment rate of 58.1 per cent (note that these are not the employment
rates quoted by the ONS in their monthly labour market statistical bulletin, which are
defined on a 16-64 basis). Taking this difference into account would have a negligible

effect on the size of the impact on trend growth from different migration scenarios.

However, this considers those born outside the UK as a whole and does not take into
account the potential specific characteristics of Tier 1 and Tier 2 migrants. Taking this

into account could alter the potential size of the impact on trend growth. According to

* Since around 80% of the population are over the age of 16, a 0.1 per cent reduction in the 16+
population would imply a reduction in the total population of 0.08 per cent. As GDP has also fallen by
0.1 per cent, the impact on GDP per person would be 0.1-0.08=0.02 per cent.

® In particular, the impact on trend growth from a given reduction in net migration would be equal to the
impact on population growth multiplied by the ratio between migrant employment rates and total
employment rates













































