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EXECUTIVE SUMMARY

The UK economy emerged from the 200®9 recession with elevated publi@and private
debt and highunemployment. Strong growth and macroeconinstabilityin the ruri up to the crisis
had hidden a budl up of significant imkalancesinfluenced by overreliance on débhance and the
financial sector, and booming asset pricEkeseimbalances need to be addressed to ensure a
sustainableand balancedecovery. The government ipursuing a necessary and wide ranging
programme bfiscal consolidation and structural reforms aimed at achieving stronger growth and a
rebalancing of the economy over time.

A broad basedrecovery started in end 2009, butfacessignificant headwinds during 2011,
which can be mitigated by monetary polig remaining supportive. The planned fiscal
consolidation is needed to ensure that the fiscal position wilb&inable over time. Nonetheleigs
adds to the headwinds from weak real income growth and a fading rebound in global trade. Monetary
policy slhould hence remain expansionary, even if headline inflation is significantly above target, to
support the recovery.

While thegover nment 6s fi scal p fisgah golicyafrachewarke Haweer ms  t
significantly reduced fiscal risks further improvementsto the fiscal framework and reforms to
make the financial sector more robust are needed he government has embarked on an ambitious
and necessary fiscal adjustment and strengthening of fiscal institutions, including the welcome
creation of the Office forBudget Responsibility. Steps towards establishing a permanent fiscal
framework should start to be undertaken as the public finances are returned closer to balance. The
creation of a Financial Policy Committee will strengthen migmnadential policy, butdrther steps are
needed to deal with banks that are fAtoo big to

Reforms to housing policy should aim tancrease affordability and mitigate excessive house
price volatility by enhancing thesupply of available land and reducing the volatility of housing
demand Rigid housing supply and fasising demand haveuelled house pricesreducing
affordability and contributing to macroeconomic dmdhncial instability.Policiesto increase supply
should focus on lowering barriers to access to land fosing and providing sufficient incentives for
local communities to allow development. The current system of housing taxation is regressive,
encouraging excess demand for housing and should be modified to better reflect the value of
ownership.

Further reforms are needed to improve education outcomes in England, especially among
disadvantaged groupsDespite significantly increased resources, education performance in England
measured by PISAcoresremains static and uneveand could be improved by focusimgsources
more on disadvantaged children. The new pupil premium is a step in the right direction, but funding
should be even more transparent. Higher and more equal autonomy across school types, in terms of
hiring and pay, would support efficient deploymhef resources. The quality of vocational training
should be increased. Legislated tuition fee reforms could be taken further to lower fiscal costs and
expand tertiary education.

To meet ambitious climate change targetand reduce emissionshigher and mae consistent
carbon prices are neededClimate change is a global challenge, and working for higher, more
broadly based and stable carbon pricéhiw the EuropeartJnion should be a priorityDomestic
carbon pricing policies need to be harmonised arehstlined in terms of programmes and prices.
More stable conditions for renewable energy providers would support deployment, but more R&D
support for new technologies may be needed. Adaptation planning needs to pratésclis initially
on low regret invstment.



Assessment and recommendations

The economy is recovering but headwinds are significant

1 The global financial crisis and the associated réoesnded a I%earperiod ofcontinuous

growth, rising employment and stable inflati@®ignificant imbalances had developed, however, in
terms of public and external deficits, an excessively leveraged financial sector, high house prices and
low householdsavings The imbalances exacerbated the downturn during the global recession and
contributed to a more pronounced fall in GDP, a lafigeal deficitand highe inflation than in most

of theOECD. A wide range of polies was introduced tsupport the emnomy and the financial
sector, some of which are now being scaled back.

2. The broad based recovethat started in eni2009slowed in the second half of 2010. The
recovery is likely to remain subdued in 2011, asnkcessary fiscal tightening and a fading rebound

in world trade create headwinds, before picking up again in 2012. With general government net
lendingclose t011% of GDP in 2009, a substantial tightening was vital to achieve a sustainable fiscal
position and reassure investors. Fiscal consolidation will impact significantly on government
consumption, investment and household income growth in i2@l1Financial conditions are
improving, but the financial sector continues to benefit from &miglated suport schemes and
ultra-low policy rates which will eventually be withdrawn. Slow real income growth will hold back
household consumption. The responsaeif tradeto the depreciation of sterling and the recovery in
export markets has so far been disapjagn although manufacturing exports have picked up strongly
from a low base. But, as service exports start to recover, relative export performance is set to improve.
Investment has also started to pick up and is likely to grow stronger in responsakmghekcess
capacity in manufacturing and low levels of housing investmalhtin all, a subduedrecovery is
expected over the next two years, largely driverabngbalancing of the economy towarisng net
exportsandincreasing investment

3. The labour market has proved to be comparatively resilient in the recession, although
unemployment has risen. Labour market adjustment comprised a significant fall in real wages due
high inflation, but alsodueto nomin& wage restraint and shorter average working hours. The labour
market recovery is expected to be slow, reflecting a subdued recovery, spare capacity among firms and
shrinking public employmentJnemployment is expected to fgitadually Low skilled workes and

youth have been particularly hard hit during the recession, pointitige tonportance of maintaining
efficient employment services, strengthening work incenewesmproving educational outcomes.

4. Significant global and domestic risks remain to the projection. Household consumption may
be weaker than expected in response to sluggish growth in real incomes, a further fall in housing
prices or fastéthari expected increases in interest rates. Exports may eecslower or faster,
reflecting uncertainty about global demand and the longer term impact of the depreciation of sterling
on exports. Furthermore, the ability of financial sector exports to recover theéaripi® level is
uncertain. Business investmanay, on the other hand, recover more strongly than expected.



5. The government is pursuing a necessary and wide ranging programme of fiscal consolidation
and structural refons aimed at achieving stronger growth and a rebalancing of the economy over
time. As discussed below, reforms to improve educational outcomes and the functioning of the
housing market could raise productivity and long term growth. A simpler wigtfaneft system with

stronger workincentives and stronger support for activation, as outlined in the planned Universal
Credit reform and the new Work Programme, could improve labour market outcomes. Furthermore,

the required fiscal consolidation will imply thativate sector activity will need to lead the recovery.

The government has announced reforms to corpor
The ongoing Growth Review needs to address a range of obstacles to private sector growth.

Needed fiscatonsolidation has started

6. The fiscal position was weak coming into the recession and worsened rapidly as output
dropped and the deficit reachatinost11% of GDP in 2009. In 2010 the fiscal situation started to
improve, with temporary support measures ending, initial steps towards fiscal consolidation taken and
growth resuming. The government has stepped up the pace of consolidation which has significantly
dampened fiscal risks. Altogether, fiscal consolidatioreasured as the improvement in the
cyclicallyi adjusted balance, amounting8®% of GDPFs planned betwee2009/10 an®015/16. Net

debt in relation to GDP ipredicted to peak at just beldi@%. While fiscal risks remain, the
announcement and initial imghentation of the consolidation programstekes the right balance
between addressinfjscal sustainability andthereby reducingtailirisks on the one hand, and
preserving shorterm growth on the other.

7. Althoughthe government is undertaking significant reforms, the economic efficiency of the
tax and spending system could be improved. Uni¢edKingdom has one ofthe least efficient

VAT systems in th®ECD, reflecting widespread application oBduced and zero tes. The

VAT system became even more unbalanced when the standard rate wasdnicoea$7.5% t020%

in Januan2011 while low rates and exemptions remained unchandgadling exemptions and
increasing lower rates would provide a more efficient systenraiad morerevenus, while targeted
measuresshould be directed at compensating poorer househoksther efficiencies and savings
could also be reaped on the spending side liyeading remaining inefficiencies in health care
through addressing excessivemunerations and by increasing competition in health care provision
Although the government has tried to focus public investment on projects with high economic returns,
the large cuts in public investment are a risk to ioagn growth.Channelling moe resources to
public investmentwould be warranted, as long as projects offer a viable rate of return
Efficiencyincreasing fiscal measures should be in line with the existing profile of fiscal consolidation.
The government has announced that the inereaghe state pension age toy&ars will be brought
forward t02020.To deal with rising pension costs, a further increase of the effective retirement age
should be sought, for example by increasing the State pension age further. Given the poliscal cos
related to discretionary changes in the pension age ad@&&SD countries an automatic adjustment

in line with longevity should also be considered.

The work on a permanent fiscal framework should be a
priority

8. TheUnitedKingdombd s pr evi ous e x p e failectoaawert deteriotatioih i s ¢ a |
its structural fiscal position. It is therefore encouraging that the government has instituted a set of
fiscal policy framework reforms. These include a new dlismandate and the creation of an
independent Office for Budget Responsibility (OBR), which is in charge of macroeconomic and fiscal
forecasting and of evaluating whether the gove



supplementary debt targdthe OBR will support the consolidation process, improve the quality and
credibility of information and lay a sound basis for the forwkroking framework.

0. The fiscal mandate of reaching a cyclicalidjusted bance by the end ofralling five-year
horizon sets an ambitious target, while allowing automatic stabilisers to work fully in response to
cyclical fluctuations in activity. Like all forwaidooking rules, the framework could be vulnerable to
back loaded onsolidation, whereby governments follow lax fiscal policies but promise future
prudenceDuring the currentparliamentthis does not seem to lagproblem given froritoaded fiscal
consolidation plansbut a future permanent mediutarm frameworknight besensureconstraintson

a shorter horizon than fivgears as already suggested by the government.

10. In due course, the current mandate aimed at the necessary fiscal consolidation should be
replaced by a permaneiiscal framework.For the permanent fiscal framework thaling fivei year

horizon should be retainedo minimise time inconsistencieshe framework should also include a

larger share of total spending than currently undereapenditure ceilindleavingout only the most

cyclical componentsiand a forwardlooking deficit target. The targethould alsobe set to ensure

longi term fiscal sustainability, for example through a debt level tarffe¢. OBR should continue to

be charged with independently monitong t he consi stency of the gov:
mandate and targets.

11 By setting up the OBR with a remit to produce the official macroeconomic and fiscal
forecasts, the ayernmenthas addressed erelement behind previous fiscal indiscipline in both the
UnitedKingdom and otherOECDcountries T h e  Oedpdnsibility br forecasts and evaluating
whether current policies amdnsistent with the fiscal targets makes it highly involved in the budget
process. In the current setting, the government is responsible for analysing the fiscal impact of new
policies and the OBR for judging whether announcements are sufficiently firm and detailed to
incorporate in their forecast. Given the current divisiotabbur, the OBR seems reasonably staffed.
However, i the remitwas widened or the OBRook a more active role in policy costing, more
resourcesvouldbe needed.

Monetary policy should remain expansionary but inflation
expectations have to be watched elgs

12 Inflation has remained aboteh e Bank of E ntgydetadaridgdntost ¢fBelasy 2 %
few years, initially reflecting rising energy prices and high levels of capacity utilisation and later rising
import prices due to the depreciation of sterling, rising energy prices and changes in thiat¥Allhe
underlying rate of inflation, excluding effects from taxes, reached a triougarly2010 and is now
above2%. Headline inflabn will be boosted all through011 by the VATincrease, but is then likely

to subside and remain below the target thra2@h?.

13. With policy rates close to zero, quantitative easing (QERADbillion (14% of GDP) and
liquidity schemes stilin place, monetary policy is highly expansionary. This is appropriagnghe
large output gap, the modesinderlying inflation rate and significant headwinds frdiacal
contractionand lingering credit constrainSrom this perspective, policy rateBaild rise only slowly
from mid 2011 onwards as long as inflation expectatiais not drift too far from the target
QE should be withdrawn in an orderBnd pré announcedashiononce policy rates have risen from
their current low levelThe BOE will, however, need to reacsoonerif inflation expectationdegin to
rise considerably or feed through to significant wage increases



Despite progress, more financial sector reforms are needed

14. The UK financial systenwas severely affected by the financial crisis, which exposed
weaknesses in the supervisory, crisis management and resolution frameWherkauthorities have
addressed some major weaknesses: the deposit insurance has been strengthened, liquidity management
has been reinforced and a special resolution regime for didpéBig institutions has been
established.

15. The UnitedKingdomwill need to implementhe Basel |ll agreement ariLiropeariJnion
legislationenhaning European supervisory architecture and crisis resolution mechanisaddition,

a new national regulatory framework being put in place giving tH#oE a clear mandate to monitor

risks in the financial system as a whole, along with instruments to efiisaineial stability. A new

Financial Policy Committee in charge of magaudential regulation and a Prudential Regulation
Authority in charge of micrigorudential regulation will be established within the BoE. A separate
Financial Conduct Authorityvill regulate conduct in financial services and markets. These reforms

i mprove the regulatory and supervi sbigitoif &r hhe wc
problem to be addressed. The governiirgppointedIndependent Commission on Bankiifthe

Vickers commission) is due to give recommendations in Septe&@idr on measures to reform the

banking system and promote stability and competition, including the issue of separating retail and
investment banking functionsSeveral instruments can be used tooena a g ebig-téft aviol 0
institutions to take fewer risks, including bank levies and additional capital requireriviores.

radical reforms, such as breaking up major banksbou i | di ng a #@Afirewall 06 b
investment and commercial bankioguldalso be considered.

The new financial architecture needs to be put in place rapidly

16. Financial eforms will be phased in over several years and successfully implementing new
rules will be challenging for regulasnt is essential that the momentum for reform is maintained as
memories of the crisis fade aras lobbying from the financial sectatries to loosen regulations.
Macrd prudential policy instruments will need to be defimad implementedapidly.

17. Limiting leverage, that aggravated the impact of the crisis, should be a priority. Capital
adequacy ratios based on figleighted assets have promoted capital arbitrage, allowing banks to
reduce riskweighted assets ugj offi balance sheet vehicles and derivatives, increasing leverage and
riski taking. The leverage ratio should cover all relevant assets, includingbaltince sheet
exposuresFinancial authorities also need to minimise regulatory arbitrdmyeensuring cosistent
regulation of nohbank financial institutions, such as pension funds and insurance companies. They
also need to react promptly to evolutionstie relations between traditional banking afshadow
banking which have played a prominent role in trgdobal financial system in recent years.

Tight housing supply hampers affordability and increases
volatility

18. A combination of favourable economic and financial conditions and a tight housing supply
led to sharpricreases in real house prices in theted Kingdombetween the midl990s and the end

of 2007. This resulted in a significant deterioration in affordability and high housing market volatility,
which affects the wider economy through various channels. fotish constitutes a volatile and

labouii intensive sector of the economy, which contributed significantly to output and job losses
during the recession. Unsustainable developments in the mortgage market have also put substantial
strains on the financialstem.



More flexible planning regulations and reviewing Green Belt
designation would increase land availability

19. The response of housing supply to demand inUhéedKingdom has been one of the
lowest amongOECD countriesover thelast 20years. Hencemaking the land use planning system

more flexible, more predictable and more responsive to market signals, without compromising its
social and environmental objectives, is essenkakn thoughEngland is a higidensity country,
especially in the Southhere is scope to make more land available for building houses. In particular,
Green Belts constitute a major obstacle to development around cities, where housing is often needed.
Replacing Green Belts by laigse restrictions that better reflect environmental designations would

free up land for housingvhile preserving the environment.

Providing local communities with sufficient incentives will be
key to raising housing supply

20. The new government has launched a major overhaul of the planning system, replacing
top-down building targets with incentives for local communities to allow development. In that context,
setting the right level of incentives for local authorities iseegal. In the light of often strong local
resistance to new construction, it remains to be seen whether the incentives provided by the
government, including the New Homes Bonus, will be sufficient to generate numbers of planning
permissions compatible thi increasing demandlhe evolution of housing completions should be
monitored very closely and the level of incentives revised if needed. After the recent removal of the
regional level of planning, ensuring the continuity of strategic planning of infretsire and public
serviceds alsocrucial.

Housing taxation should be reformed to improve efficiency
and curb price swings

21 The council tax is regressive and based on outdated valuations, while the stamp duty
pendises mobility by increasing transaction codtieally, the current council tax and stamp duty
should be replacelly a property tax based on market valuks.a first step, the council tax could be
based on regularly updated property valuatioRsirthermae, linking the property tax to market
values could substantially dampen cyclical fluctuations of house prices, as rising prices would result
in higher taxes, which would slow housing demand growth.

Focusing préschool spending in England on disadvantaged
children could improve equality and efficiency

22, Providing higfi quality pré schooling to childrefrom disadvantaged backgrouncn yield

high social and economic returns and support social mobility, which appearsin the

UnitedKingdom The accumulation of both cognitive and hoognitive skills during early childhood
has high knockon effects, and complementarities for later skifmation. Enrolment in
presschooling has expanded rapidly in England, fuellgdtire Sure Startand the Early Years
programmes.

23. There is mixed evidence on the effects of the expansion d&greoling in England. In
general, disadvantaged children stand to gain significantly frofsgheolparticipation. Evidence of
effects on nohdisadvantaged children is mixed, although some health and behavioural benefits seem
to have arisenfrom the Sure Startprogramme. To improve pirechooling outcomes among
disadvantaged children while containing tspsoverall efficiency needs to increase and resources



should be geared more towards disadvantaged fantlligseach activitiesocussed on disadvantaged
families should be expanded. Providing additional suppfort the neediestfor example through
compkementing prei schooling with parent/child support in the home environmeshould be
considered.

Additional indicators of educational performance should be
developed to complement grades and test scores

24. Despite karply rising school spending per pupil during the last ten years, improvements in
schooling outcomes have been limited in theitedKingdom Average PISA scores measuring

cognitive skills of 15year olds, have been stagnant &nad strong performersugh as FinlandKorea
andtheNetherlands The use of benchmarking in England is more widespread than in virtually any

other OECDcountry. Transparent and accurate benchmarking procedures are crucial for measuring
student and schools tpaekrefoo rtneasntcse ,c abnu tp riiohdiugche per v e
reliance on National Curriculum Tests and General Certificate of Secondary Education (GCSE) scores
for evaluating the performance of students, schools and the school system raises several concerns
Evidence suggests that improvement in exam grades is out of line with independent indicators of
performance, suggestirggade inflation could be a significant factéiurthermore, the focus on test
scores incentivises it e havibur and cotld lead ® snégbgénceaoh d s
non-cognitive skill formation. To address these shortcomings the government should:

T Further develop valueadded indicators of schodi®ducational output to provide more
relevant information to parents, students aadulators.

1 Increase the emphasis within inspection on teaching and learning including through more
| esson observation and assessment of pupils
alongside attainment data in reaching their judgements onfthetiweness of schools.

1 Develop methods toegasure educationalutcomeghroughindependently collected data as
a complement tgrades and test scores.

1 Ensure thatuniversities and employers have a greater say in qualification content and
procedures Al levels andGCSES).

Wider user choice for all students requires further reforms

25. Schooling outcomes in tHgnited Kingdomare amag the more unequal in the OEGIea.

This leaves many students from weaker sicmononic backgrounds with insufficient levels of
competence, which hampers their chances in the labour market and higher education. Further reforms
are needed to improve the outcomes for students from disadvantaged backgrounds to raise their life
chances and ovall productivity.

26. The unequal educational outcomes partly reflect a complex, itaykred and poorly
functioning deprivation funding system for primary and secondary schools in England. The implicit
compensatio for disadvantaged students that the government provides to local authorities is only
partially spent on disadvantaged schools and students. This mismatch partly reflects the complexity of
the funding system. By moving to a less complex systemnirgnodwcing an explicit pupibremium,

the government has started to address these problems. The premium is, however, relatively low in an
international perspective and it is not clear that it will cover the extra costs of admitting disadvantaged
students.The gvernment needs to ensureentives aresufficiently large to incentivise schools to

admit disadvantaged studentsTo maximise transparency the government should consider increasing



the pupilpremium, within the overall budget constraint on public spemdamnd making it the only
source of deprivation funding.

27. One way ¢ ensure that schools spedeprivation fundon the disadvantaged studésitto
improve user choice for these students. User choice remainwaigldimited for students from
disadvantaged backgrounds, as admissriteria by residence limithoice geographically. Although

user choice reforms can have positive effects, they could potentially lead to increased segfdmgation.
government shoultherefore experiment witbroscribing the use ofesidence criteria in admission to
local government maintained schools in some local authorities and evaluate the effects carefully
Locally maintained schools should have the same opportunities for higfigaed negotiating wages

as academies and Free schools.

28. User choice is also limited by low supply flexibility through entry and exit and high capacity
utilisation, leaving locally maintained schools with a ocamtinarketEntry of new schools should be
encouraged even if it temporarily creates some excess capacity. Decisions on opening new schools
should rely on the quality of the business plan and should not be left to local authorities but to another
appropriate body.

The quality of vocational training should be higher to make
participation worthwhile

29. Participation in education and training amond 1% year oldsremainsrelatively low
compared with otheDECD countries partly reflecting weak performance in earlier parts of the school
system, but alsa confusing and rapidly changing arrayaffen low quality vocational programmes.
The system of vocational education should be simplified. A further focus oiqundjty
apprenticeships is warrante@Given that the government has abolished the education maintenance
allowance, it needs to find alternative measures to efficiently raise incentives for participation for
children from low income families.

The increase in theiition fee ceiling is reasonable and should
pave the way for higher participation in tertiary education

30. Relative demand fotertiary education is high, partly due to elevated private returns to
education Expanding tertiary education is therefore warranted, but in view of the high levels of public
subsidies students should pay a larger share of the ddste. gover nment 0s prop
universities to increase tuition fees significanfiwitches some of the sts of funding higher

education from taxpayers to graduat€he government could pursue reforms to further lower the

public shareof funding, e.gthrough lower grants to universities. Some of the proceedks de used

to expand the number of study plsc®@/hile the proposed changaghe grant and loan systemaiid

ensure that universities remain open for students from disadvantaged backgrounds, the government
should keep a close eye on this issue

International agreements to make carbon prices more
uniform, higher and less volatile should be sought

31 The UnitedKingdom has set ambitious domestic targets for greenligase emissions
reductions and has introduced a wide range of policies to bring them abastalsh argued strongly

for collective action at a global level. Progress on lowering emissions has also been significant, with
an additional boost from the recession adding t
nori CO, gases. To addrsdully the central market failure associated with greenhouse gas emissions



andtoeach t he gover2020anmd2@Grgetsnabstep changesn policies is needed.
Given the central role of the EUs emissions trading scheme a key elementshaoolldeekighter
quotas within the scheme.

The consistency of policies needs to be improved if ambitious
targets are to be met in a cost effective way

32 The current framework of climate change policies is complekreflects different vintages

of policies leading to uneven carbongas across sectors. The low VAdte on domestic fuels adds to

the distortionsThe government should therefore assess how policy instruments overlap and interact,
so that policymakes can make the effective carbon price across industry sectors and different stages
of production more uniform and tordinate climatéchange, energy and other policies better.
Reforms should focus on simplifying, rationalising and harmonisingronmenthtaxes The Climate
Change Levy (CCL) and fuel duties should reflect carbon content and the lovatéAdn domestic

fuels $ould be raised to the standa2%. Furthermore, the CCL and the Carbon Reduction
Commitment Energy Efficiency Scheme could begederand the inefficient Climate Change
Agreements should be phased out. The government should also consider ways to lower uncertainty
about future carbon prices.

Incentives for developing and deploying i@arbon
technologies need to be sharpened

33 The government plans to reform the regulation of the electricity market. This provides an
opportunity to reduceome ofthe risks faced by renewabknergy power generatoby facilitating
longeii term contracts and makirgyid connection easieihe UnitedKingdomhas policies such as

the Renewables Obligation in place to encourage privately funded R&DX Bowld be desirable for

the government to increase public spending on R&D for newdarson technologigesgiven tre
fipublic good nature of basic researchnd the low level of direct publidlfunded UKenergy R&D,
taking account of fiscal constraints. Support shopleferably foas on areas in which the
UnitedKingdom has a comparative advantage at the margin andhia context of international
co-ordination of research efforts across technolog@share the burdens of R&D efficiently

34. Investment in low carbon technologies is likely to be below socially efficient leveldal
uncertainty about future trajectories of carbon prices and climate change policies more generally, and
obstacles to lorigerm project financing. This calls for public sector financial intermediatiime

option would be tallow the proposed gen Irnvestment Banto borrow in the debt marketsubject

to transparent accounting of the contingent fiscal liabilities that such borrowing would create.

Adaptation policies should initially focus on [bmanging
fruits

35. There are significant uncertainties related to future climate change impacts and thus about
precise adaptation needs. Adaptation policies should therefore focdosilding adaptive capacity
across the Ukeconomy, with a focus on reducing market failurBlse authorities should develop
further an incremental approach to encouraging adaptation, protecting against tagar climate
threats that are better understood while retaining optitmsespond flexibly to the evolution 1iéks

and the knowledge baswer coming decaded. is sensible to continue to focus on the appropriate
provision of public goods, including information, better Ti@&sessment frameworks and more
advanced metrics for monitoring and evaluation.



Chapter 1.

Supporting the recovery and rebalancing the economy

The UKeconomy is gradually emerging from the recession andstated to rebalance away
from overreliance on debiinance and government spending towards more investment and

exports. The government deficit is starting to decline, household and firm balance shegts have
strengthened, but the piakp in exports has beerelatively slow despite the depreciation pf
sterling and the recovery in export markets. Meanwhile, the labour market has proved more
resilient than in previous downturngeflecting more labour hoarding due to falling real wages

and shorter working howsr To support the recoverymonetary policy should remain
expansionary as currentabove targetinflation rates essentially reflect temporary factor.
inflation expectations drift too far from the target, however, policy rates would need tp rise
earlier. The government is pursuing a necessary and wide ranging programme of| fiscal
consolidation and structural reforms aimed at achieving stronger growth and a rebalancing of
the economy over timPlans for fiscal consolidatiorgrincipally focusing on spendg cuts, are
appropriately ambitious These plans were needed to ensure fiscal sustainability and| have
significantly reduced fiscal risks, contributing to lower bond yield spreads and diminished
uncertainty.Fiscal planscould howeverpe adjusted to bedt promoteefficiency and lonigerm
growth. In duecourse the fiscal mandate should be modified into a permanent fiscal frarkewor
to guide fiscal policy beyor2D15/16. The UKanking sector was severely affectieg the
financial crisis andUK authoritieshave already addressed some weaknesagther financial
sector reforms, consistent with BaHéland European initiatives to reinforce regulation and
supervision, are essential to secure financial stability going forward.

Getting back to balance

11 As the global crisis unfoldedputput fell sharplyin the UnitedKingdom while
unemployment rose and the fiscal deficit balloonédrel.1). GDP fell by more and for longer
than theOECDaverageas therecession laid bare significant accumulatatialancesxacerbated by
an overreliance on debhance While GDP growth remained comparatively strong up until the crisis,
macroeconomic performance in other dimensions had already started to weakah rmid 2000s
relative to other larg©ECD countries(Figurel1.1). Sructural fiscal deficitsan excessively leveraged
financial sector, high house pricésw household savinggndan overvalued currendyecame a drag
on growth and increased vulneratyilto shocksInflation remained highest among the &untries
during the recessiordriven initially by high levels of capacity utilisation and later by sharply rising
import prices and increasing indirect taxes.
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12 The broad basedtcovery that started at D09 slowed in the secdrhalf of 2010 and is

likely to remain subdued in 2011 as fiscal tightening takes hold and growth in world trade slows down
(Tablel.1). Fiscal consolidation will impact significantly on government conion and investment

but is also reducing household income growth through tax increases. Slow real income growth will
continue to hamper household consumption even though deleveraging pressures have eased as house
prices and overall wealth positions hastabilised and saving tes recovered. The responsenet

trade to the depreciation of sterling and the recovery in export markets has so far been somewhat
disappointing. However, a pitldp in service exports is set to improve relative export performance.
Investment has also started to recover and is likely to grow stronger in response to shrinking excess
capacity in manufacturing and low levels of housing investment.



Table 1.1. Main economic indicators for the United Kingdom

Percentage changes from previous period, unless indicated

2009 2010 2011 2012
Current
prices £
billion

Gross domestic product 1395 1.4 15 2.0
Consumption

Private 910.6 1.1 1.0 1.8

Government 326.9 11 11.7 11.7
Gross fixed capital formation 203.6 2.8 3.6 4.2

Public Sector 41.1 1.5 111.7 15.2

Residential 41.3 3.9 8.8 33

Business 121.3 2.8 7.0 7.1
Stockbuilding® P15 1.1 0.2 0.0
Total domestic demand 1424.7 2.4 1.1 14
Exports of goods and services 390.9 5.2 6.0 6.4
Imports of goods and services 420.6 7.9 4.0 4.0
Foreign balance® i29.7 70.9 0.4 0.6
Current account balance® 123.9 7123 i2.4 712.0
Output gap® 4.6 4.5 4.0
Consumer price index 3.3 3.3 1.8
Harmonised underlying inflation 2.9 3.3 1.8
Unemployment rate® 7.8 7.7 7.5
Net households saving ratio* 10.0 11.0 1.1
Government financial balance® 719.9 8.8 7.2
Gross Government debt™® 81.6 89.7 96.2

As a percentage of GDP.

As a percentage of potential output.
As a percentage of labour force.

As a percentage of disposable income.
. National accounts definition.

Source: Update, based on the national accounts data released in late January 2011, of the projection presented in the OECD
Economic Outlook No. 88.
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Lacklustre export performance hampers the recovery

13 Despite a significant rebound, the overall export recovery is weak compared to both other
OECDcountriesand previous recessiorsigure 1.2, first panel). The relativg subdued development
reflectsa sharp fall in service exports, mostly of financial services (Bd#nkngland, 2010a). The
almost20% depreciation of sterling since |&@07 has had a fairly small effect on relative export
prices (measured in intermamal prices relative to the Gifea) so far. This is partly due to faster rising
unit labour costsn manufacturing than in the Gifea as a whole, possibly due to greater labour
hoarding during the downturn. The faster rising letiour costs have left relaévcost improvement

of less tharl0% (Figurel.2, second panel). A need to improve profit margins has pushed up export
prices further, leaving rative export prices only arourido lower. Improvements in competitiveness
have herefore been modest.

14 A lasting rebalancing towards higher net exports requires raising relative profitability in the
tradable sector in relation to the fitrading part of the economy. So fdnete is limited evidence of

this taking place as the rise in export prices compared to the domestic expenditure deflator has been
accompanied by a larger increase in relative laloats in manufacturing (Figufe2, second panel).
Business surveys indiathat investment intentions have picked up more in the manufacturing sector
than in services and goods exportwvoes have now rise2R%since their trough ifay 2009, which

together could herald a step towards rebalancing. While there is little fiégoan do to promote

this rebalancing in the short term, structural reforms focusing on infrastructure, education, R&D and
competitiveness could improve productivity performance and profitability over time.



Figure 1.2. Export performance, prices and costs
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The labour market response has been cushioned by real wage flexibility

15 As in manyOECD countries the sharp drop in GDP in thénitedKingdom has fed into
unemployment to a lesser extent than what historical patterns would have suggigste @, first

and second panel). The ilesice of the labour market can to some extent be attributed to employers
being more willing to maintain employees, which resulted in a modest drop in employment but at the
cost of a large fall in labour productivity (Figute3, panel8 and4). Indeed,some of the fall in
labour productivity may reflect a permanent level change, as some previously highly productive
activities may not fully recover. Nevertheless, putting in place policies to support productivity growth
should be a priority.

16 Empl oyersdé willingness to maintain empl oyme
real wages per person (Figurs3, paneb) as average working hours decreased and real per hour
wages fell. This hagnabled firms to maintain profitability while shedding less labour than during
previous reessions (Faccini and Hackwor2010). Nominal wages have increased less than in
previous recessions (Figute3, paneb), but in comparison to the OEGIDea as a fole the large fall

in real wages reflects higher inflation as well as nominal wage restraint.
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1.7 Lowi skilled workers and youth in th&nitedKingdom have been particularly hard hit
during the recession, with falls in employment tthggnificantly exceed theOECDaverage
(OECD,2010a). As discilssed more thoroughly in Chapfter structural reforms to improve
educational outcomes among disadvantaged youth are the most promising avenue for raising their
employment rates. Such reforms take titnebear fruit however, and need to be supportgdan
effective activation strategy. With pressure on the employment service likely to remainahigh,
continued focus omdividuals that face a high risk of lointgrm unemploymeris warranted.

18 Employment is set tamprove more slowly than after previous recessions arideiroverall
OECDarea. Fallingoublic employment will hamer the labour market recovelyyt in comparison to

the aftermath of the recession in the ea890s, projected cutsemore limited. Subdued private
demand and possibly more labour hoarding during the recession will also weigh on the recovery, but
private sector employment growth is expected to compensate for the reduction in public sector jobs.
Unemployment is expedeto fall gradually. The output gap is projected to close only slowly
during201% 12, reflecting the sluggish recovery and resource utilisation will remain low until
end2012 Figurel.4, panell). The financial crisis and the ensuing recession have réqatential

output, but uncertainty about the permanent impact remains significant. The overall effect on the
UnitedKingdom is estimated by th@ECD to be slightly largethan for the average OEGuntry
(Figurel.4, paneR). Different estimates of theutput gap by erid010 range froni2.7% toi 4.4%

of potential GDP.

Figure 1.4. Output gap and potential output
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1. Differences in projected level of potential output in 2012 between OECD Economic Outlook 88 and OECD Economic
Outlook 84.

Source: OECD, OECD Economic Outlook 84 and 88 databases.

19 CPI inflation has remai (BeEi2%aalget fomnost ofitke laBta n k o
three yars(Figurel.5, first panel) Before the recession, high levels of capacity utilisation pushed
inflation up. Later, inflation was boosted by rising import prices duthéadepreciationof sterling,

higher energy priceand increases in the VARte (seeBox 1.1). Inflation excluding indirect taxes

reached a trough in eard10 ands now above% (Figurel.5, first panel).The furtherrisein the

headline VATrate from17.5% to20% in Januar011 will boostheadlineinflation significantly

in 2011 (Box 1.1 and Figurd..5, second panel)nflation will remain significantly above the target
during2011 but fall below it in 2012, as effts from import prices and VAcreases start to fade
although the impact of the output gap still increases (Figibr,second panel).



Figure 1.5. Inflation

% %

Inflation and inflation expectations
—— Headline inflation" -

5.0 [ ... Inflation excluding indirect taxes® 5.0
451"~ Market-based |.nﬂat|.on expectatl_onsz R 45
: + Survey-based inflation expectations? Vo' % ’

L L L L L L L ' | L | L

2008 2007 2008 2009 2010

8 CPI inflation and estimated contributions® 8
Output gap Change in VAT === CP| inflation

6| HEM Importprices Other 6
4 4
2 = 2

BEREE i
o -—mmEl [ ] [
-2 -2

2005 2006 2007 2008 2009 2010 2011 2012

1. Yeari oni year percentage change.

Implied by yield differentials between 10i year government benchmark bonds and inflationi indexed bonds and surveyed
longi term (next 51 10 years) inflation expectations (YouGov Survey).

3. Projection and contributions based on model estimate in Box 1.1.
Source: OECD, OECD Economic Outlook database, Bank of England, Office for National Statistics and OECD calculations.

Box 1.1. The determinants of inflation in the United Kingdom

This box estimates a Phillips curve model to assess the impact of economic slack i measured by the output
gap 1 import price inflation and VAT rate changes on consumer price index (CPI) inflation. The estimation sample
from 1986Q1 to 2010Q4 corresponds to a period of macroi economic policies oriented towards price stability, even
though 1‘20rmal inflation targeting only started in 1997.' The following equation has been estimated by Ordinary Least
Square:

" =0.91+0.10 ;1+0.10 2+0.16 3+0.33 ;4+025GAP;1+0 . 0%7°i0. 0%1+0.07 ™y,

18 @12 (12 (22) (46) (3.9 (3.2) (i0.7) (3.3)
+220 VAT
(6.7)

R*=0.81; s =1.39; DW =1.91
(t values are reported in parentheses)
Where:




* = Quarteri oni quarter CPlI inflation rate (annualised)
GAP = Output gap

* ™ = Quarteri oni quarter import price inflation

oV AFChange in VAT

Lagged values of inflation, the output gap, import price inflation and VAT have a strong impact on CPI inflation.
The sum of lagged values of CPlIi nf |l ati on is below one, which is cong
inflation rates.® A one point increase (decrease) in the output gap increases (decreases) annualised inflation by about
0.3% with a one quarter lag. A one point increase (decrease) in import prices adds (subtracts) nearly 0.2% to
CPl inflation after four quarters. A one point VAT change generates a 2.2% change in annualised CPI inflation over the
quarter in which it takes place.4

In the model, inflation is a function of the level of the output gap. Hence a negative output gap reduces inflation
even if it is shrinking rapidly. An alternative hypothesis is that there are speed limits, i.e. that rapid growth pushes
inflation up even when the economy is operating below capacity, potentially calling for earlier tightening of monetary
policy during strong recoveries. This hypothesis has been tested by introducing changes in the output gap into the
equation. No evidence of speed limits was found.

Another possibility is that inflation responds less to negative output gaps than to positive ones, for instance
because some prices could be more sticky downwards than upwards. When the output gap variable is replaced by two
variables, respectively for negative and positive gaps, the coefficient associated with the positive gap (0.38) is higher
than the one of the negative gap (0.15), but the difference is not statistically significant.

A dynamic simulation of the model from 2005Q1 tracks evolutions in CPI inflation reasonably well
(Figure 1.6). The simulation produces yeari oni year inflation rates close to 3% through 2010, only slightly below the
actual outcome. For the period 2010Q4 to 2012Q4, the model has been simulated using OECD projections for
exogenous variables. The VAT increase in 2011Q1 pushes yeari oni year inflation to above 3% where it remains until
the end of the year, before falling back below 2% in 2012.

Figure 1.6. Phillips curve dynamic inflation projection?®

Yeari oni year percentage change

% %

8 Actual and 8
= OECD projection
-- Model projection

6 6

4 4

2 2

0 0

2006 2007 2008 2009 2010 2011 2012
1. Model projections are generated by dynamic simulation from 2005Q1. The shaded area shows the 68% confidence interval
(corresponding to a one standard deviation from the central estimate).
Source: OECD, OECD Economic Outlook database and OECD calculations.

The Phillips curve model shows that temporary factors broadly explain recent overshoots in CPI inflation
despite a sizeable negative output gap. The analysis suggests that once the effect of the 2011 VAT hike dissipates,
inflation will move back towards the 2% target. Nevertheless, there are a few caveats to bear in mind. First, estimates
of the output gap are very uncertain. If the slack in the economy is overi estimated, inflationary pressures might prove
stronger than expected. Second, the recent downturn is exceptional over the estimation period, which could lead the
reaction of inflation to the output gap to differ from historical norms. Finally, the estimation period is one of welli
anchored inflation expectations. If expectations were to increase significantly as a result of repeated overshooting of
the inflation target, inflation dynamics could be altered and inflation could remain higher than the model suggests.

1. Restricting the estimation to the pioE#97 period would have implied a too short sample to get robust results. This is alg




reason for haing CPI rather than core inflatianfor which data are only available froh997i as the endogenous variable.

2. Seasonal dummies were also included. The number of lags was determined using the Akaike and Schwarz informati
criteria.

3. The implied anchor i2.9%, somewhat higher than tB&6 BoEtarget, mainly because the estimation period starts in 198¢
while inflation targeting only started in 1997.

4. These estimates are close to those estimated by Deugk(2009).

1.10 Significantglobal and domestidsks remain to the projection. Household consumption may
be weaker than expected in responseshaggishgrowth in real incomes, durther fall in housing
prices or fastéthari expected increasein interest rates. Exports may recover slower or faster,
reflecting uncertainty abowgflobal demandind the longer term impact of the depreciatibsterling

on exports.Furthermore, the ability ofinancial sector exportso recover their piiecrisis level is
uncertain. Business nvestment may, on the other hand, recow®re strondy than expected.
Incoming data on inflation suggest that inflation may well be higher than projected, which is also
supported by the analysis in Bax1.

Monetary policy should rerain expansionary despite continueabove targeinflation

111 Monetary policy remains highly expansionary. Policy rates are close to zero, quantitative
easing (QE) remains &200billion (14% of GDP) and liquidity schemes are still in place. This is
appropriate adiscal contraction lingering credit constraintand private sector retrenchment will
continue to createsignificant headwindsWhile core inflation, which includeshé¢ effects of the

VAT increases, would warrant higher interest rates, policy rates seem reasonably aligned with
inflation excluding indirect taxes (Figule7). From this perspective, policy rates should increase only
slowly from mid 2011 onwards provided inflation expectatalo not drift ta far from the target

Once policy ratediave risen from their current low leydéaving room for downward adjustment if
needed, QE should be withdrawn in an orderly fashion.

Figure 1.7. Taylor rule interest rates and forecast for the United Kingdom?
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1. The Taylor rule interest rate (i) is calculated as: | = inflation + equilibrium real interest rate + 0.5 * (inflation 7 inflation

target) + 0.5 * output gap.
Source: OECD, OECD Economic Outlook database and OECD calculations.

112 The persistent overshooting of the inflation target raises concerns hoasitemay feed

into inflation expectat i ontrget fornmbdt af the lash foykpasss b e e
and has also overshot forecasts repeatedly. The Monetary Policy Committee (MPC) has attributed
forecast errors to misjudging the impact of exclearage higher energy pricesnd VAT rate changes



(Bank of England201®). Some measures of inflation expectations are also ele(ftpatel.5, first

panel) but there is no evidence so far of expectations feeding in to unsustainable wage increases. The
BoE will, however, need to react if inflation expectations rise considerably or feed through to
significant wage increases. In such a situation, policy tightening may need to proceed at a faster pace
thanprojected

The fiscal outlook has turned the coan butsignificant challenges remain

113 The fiscal position was weak coming into the recession and worsenedysthengafter.
Automatic stabiliers, fiscal stimulus and sharply contracting rexgérich sectors, such as financial
services and housing, expanded the fiscal deficit, measured as general government net lending, to
almost11% of GDP in 2009 (Figure8, first panel). The fiscal situation started to improv2040, as
temporary supponneasures ended, initial steps towards fiscal consolidation were taken and growth
resumed. The government that took office in N&t0 announced that the planned pace of
consolidation inherited from the previous one was insufficient to achieve stable findnices and

ensure trust in the fiscal position. It has therefore enacted:

1 Additional savings amounting to 0.4% of GDP to be achielgthg budget yea2010/11.

T A new fiscal mandate supported by a supplementary debt target, to supersede the previous
framework (See Bo#.2).

1 An Office for Budget Responsibility (OBR) with the responsibility for macroeconomic and
fiscal forecasts for the government and to evaluate ifgineernment had more than a
50%chance to reach its fiscal targets under current pslicie

1 An emergency budget in Ju@810 to accelerate deficit reduction over the medtenmand
achieve the fiscal mandate and supplementary debt target.

Figure 1.8. Fiscal outlook and consolidation
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Source: OECD, OECD Economic Outlook 88 database and Office for Budget Responsibility (2010).

114 The emergency budget outlined further consolidation measures, focusing mostly on
spending.SpendingReview2010 set out how the expenditure cuts will be delivered, supporting the
credibility of t he(H®Gdreasury@0h@nFsdalsconfolidatiora measuredaas s
the change in cyclicallyadjusted net borrowing, of abo815% of GDP is @nnedbetweer2009/10
and2015/16 (OBR, 2010). Public sector net borrowisigexpected to fall by more tha0% of GDP

during the same period, mostly due to a sharp decline in current expenditure as a share of GDP



(Figurel.8, second panel), tax increaswsd lower public investment. Public sector net debt is
predicted © peak in 2013/14 at just beld#@% of GDP According to the OBRthe government has a

more tharb0% chance of achieving its fiscal targets on current policies at the announced targiet date o
2015/16. In order to ensure the fiscal position is able to withstand moderate economic shocks or
deterioration, thgovernment has set its plans to achieveigisal targets one year early2014/15.

While fiscal risks remain, the consolidation prognamis designed to ensure that sovereign debt risk
will not rise and debt stabilises.

Overall fiscal plans are sound but stronger focus on growth and efficiency should be sought

115 Although fiscalconsolidation will slow growth in the short run as demand is withdrawn, it is
unlikely to derail the recovery and indeed could support growth in the long run. The greater reliance
on tax increases initially and gradual cuts in public consumption makeetaive growth effects
somewhat badkoaded, which is welcomePast experience suggests that budget consolidation
concentrated on spending cuts rather than revenue increases is more likely to result in durable
retrenchment (See Bdx2). There is evidendlat the composition of fiscal consolidation is important

for saving and growth, with spending based consolidation resulting in lower household saving and
higher GDP growthBriotti, 2005; OECD2007) A more expansionary monetary stance than what
would oherwise have been the case will to some extent cushion the impact. Structural reforms to
support growth, efficiency, employment and macroeconomic resilience would facilitate the necessary
adjustment.

1.16 To garner popular support, fiscal consolidation has to be seen as fair. This means that all
areas and groups should be etpd to contribute (HenrikssoRQ07). Analysis by the Treasury
suggests that costs of consolidation, including the effectsublic spending, are spread relatively
evenly across income quintiles, with the top quintile gbating the most (HM Treasurg010a).
However, the Institute for Fiscal Studies fouih@ impact of welfare reform® be regressive once
additional policiesare included and thkorizon is extended t2014/15(IFS, 2010). The IFS was,
however, unable to evaluate the progressivity of the complete consolidation package.

117 Fiscal consolidation shouldis much as possible, also be pursued in ways that increase
efficiency and support longer term growgfficiencyi enhancing fiscal measures should be pursued,
but need to be in line with existing profile of fiscal consolidatidithough the government hased

to focus public investment on projects with high economic returns, the large cuts in public investment
are a risk to longerm growth.Channelling mre resources to public investmembuld therefoe be
warrantedas long as projectsffer a viable ree of returnHe al t h spendiifgnkas obeéa
the consolidation programm@n ageing and growing populatiavill contribute to rising demand for
health careand theOBR (2010) estimatethat ageing will contribute to increaseshiealth care cost
equivalent td0.7% of GDP betwee?009 10 and2019 20. However, @lculations by th©ECD
suggest thaefficiency gains equivalent .7% of GDP could be reached in the UWi€alth sectqr
meaning that efficiency gains in health provision could providenréar fundingincreasingageing

costs while bearing down on overall expenditur@@ECD,201M). Structural reforms increasing
competition in health care provision (as the government is implementing) and addressing high
remunerations for General Practitesa (GPs) could raise efficiency.

1.18 The efficiency of the tax system should also be increased as recently suggested in the
Mirrlees Review (Mirrlees etal., 2010). The VATsystem in thdJnitedKingdomis among the least
efficient in theOECD, due to widespread reduced and zero rates (FiDQje As discussed in
Chapter4, this not only distort consumption and increases compliance and administration costs, but
also makes @hate change policies 98 costeffective due to the lower rate on heating fuel. The



distortionsin the VAT systemhave risen further with the rekin the headline VATate from17.5%
to 20% in Januarg011, which was not matched by increaseseduced rates. A broader bad6aT
would be desirableReforms to th&/AT could be undertaken as a part of a wider packagd, may
need to be accompanied by targeted support for the most exposed igrargsr to gain public
acceptanceAs discussed in Chapt8r there are also strongasons to reform taxation of housing.
Moving to a system where taxes more accurately reflect the valygopértieswould improve
efficiency and help to stabilise house prices over the longer term.

Figure 1.9. Effectiveness! of value added taxes
Per cent, 20092
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1. Defined as the effective VAT rate as a per cent of the standard statutory rate, where the effective rate is VAT revenues
divided by the potential VAT base (i.e. consumption minus VAT).

2. Or latest available year.

Source: OECD, National Accounts, Revenue Statistics and Tax databases, December 2010 and OECD calculations.

1.19 Retirement reforms can play an important role in addressngl fsustainability. They lower
pension costs and raise the level of future output without having an adverse effect on demand in the
short run. Like othe©ECD countries the UnitedKingdomfaces rising ageirigelated spending over

the next 15ears (OECD2010c). Employment rates amoBg 74 year olds are also significantly

lower in theUnitedKingdomthan in the average OEGIountry. Additional increases in the effective
retirement age could therefore be warranted, for example by increasing the S¢iada pge further.

The government has announced that the rise in the state pension aggetws6@ill be brought
forward t02020, which is welcomeAn automatic adjustment of thetate pension age in line with
longevity should be considered.

Box 1.2. UK fiscal policy and targets

The Code of Fiscal Stability which was given legal status in 1998 set out five principles for the operation of fiscal
policy: transparency, stability, responsibility, fairness and efficiency. The Code required the government to explicitly set
out its fiscal objectives and how they should be operationalised (OECD, 2009). To fulfill these requirements, the
government set out two operating rules: the golden rule allowed the government to borrow only to cover net investment
over the cycle, while the sustainable investment rule required that the level of net public debt should be below 40% of
GDP to ensure intergenerational fairness and trust in the fiscal position. However, even though these rules were
deemed to have been met over the 19971 2006 cycle, public finances proved weak when the recession hit. The fiscal
rules were suspended atendi2 008 and replaced by a temporary oipdustedt
budget each year, once the economy emerges from the downturn, so it reaches balance and debt is falling as a
proportion of GDP once the gl obal shocks have worke
government legislated the Fiscal Responsibility Act (2010), which set targets to reduce the deficit as a share of GDP in
each year to 2015/16, to halve the deficit by 2013/14, and to set debt as a share of GDP on a downwards path
by 2015/16.




The current government replaced the temporary rule by a fiscal mandate to balance the cyclicallyi adjusted
current balance by the end of a fiveil year rolling horizon. In addition, a supplementary target was introduced stating
that Aipublic sector net debt as a percentage of GDP
targets are significantly more ambitious than those announced by the previous government. Fiscal frameworks need to
be tailored to the specific needs of different countries. While frameworks are no substitute for political determination to
deal with deficits and debt, they can support sound fiscal policy. The previous Survey discussed different options for
reformulated fiscal rules in detail. Specific points to highlight are:

f Independent fiscal authorities can support sound public finances by providing unbiased assessments of the
economic and fiscal outlook, evaluate whether government policies are in line with set targets and provide
analysis to a wider audience. Fiscal authorities come in different shapes and fulfill different roles across
OECD countries reflecting diverging policy needs (Hagemann, 2011). The remit of the OBR is to provide
macroeconomic and fiscal forecasts and ex ante evaluations of whether current policies are in line with the
fiscal mandate. This accurately reflects the forwardi looking UK mandate and the evidence that fiscal
projections were too optimistic in the years running up to the recession (See e.g. OECD, 2009).

I Expenditure rules (or more generally discretionary policy rules) can support strong public finances by
mitigating timei inconsistency problems and restraining the use of windfall revenues for new spending
(Anderson and Minarik, 2006). Such rules will however also restrict the ability of governments to pursue
discretionary counteri cyclical policies. The track record of OECD countries to pursue such policies is poor,
as many countries, including the United Kingdom, have executed proi cyclical and deficiti biased policies
over the last decades (Egert, 2010). Large and sustained deficits and rising debt levels in many
OECD countries have also shifted policy priorities towards sustainable public finances rather than stabilising
GDP, thus making more stringent frameworks more appropriate.

I  Evidence suggests that a balanced budget rule in combination with an expenditure rule supports fiscal
consolidation (Guichard et al., 2007). Actual deficit rules have the advantage of being easy to communicate

and evaluate, but tend to make fiscal policy proicy c |l i cal . Rul es focusing on
the cyclically adjusted balance provide more room for counteri cyclical policies but have proven difficult to
evaluate. This suggests a tradeiof f where fiscally more constrain

while less constrained countries have more leeway for rules that leave room for more discretionary policies.
The evaluation issue can at least partly be addressed by independent evaluation of a fiscal authority.

Any mediumi term fiscal target, whether set in terms of deficit or debt level, should be anchored in long-term
sustainability analysis for public finances. This would ensure that due concerns are given to the
intergenerational distribution of taxes and spending. More specifically offi balance sheet liabilities, including
public sector pension liabilities and future Private Finance Initiative contract payments as well as the
proposed Green Investment Bank (see Chapter 4), should be valued fairly and regularly and preferably be
brought onto the balance sheet or at a minimum score on fiscal sustainability.

Understanding the weaknesses of previous fiscal rulesuld help create a robust framework

1.20 The UnitedKingdombs pr evi ous f i s cadeterioratibnm s sfruaturdl e d

fiscal position (BoxL.2). In2008 the sustainable investmeulkerand the golden rule were deemed to
have been mebf the cycle that ended in 200Boncerns were raised at the time when the dating of
the cycle was adjusted and OEE@Etimates points to a different dating of the cy#ligurel.4).In

any case, the@mework was unable to prevent a substantial worsening of the deficit and the debt level

as the cycle reached its zenith, illustrating a major drawback of badkeakohg rules
(Emmerson2008). The vulnerable position forced the government to suspenfdathework end

2008 when the recession hit and replace it with a temporary rule with few constraints on fiscal policy.

Furthermore, it remains unclear to what extent the golden rule achaeallghielded investment from
cuts over the cycle. Although publitvestment has risen significantly during the last few years, fiscal

plans by the previous and current government see them falling back during the next few years. A

problem withthe sustainable investment and the golden rules was the dependence ofoevaluati
nori observable datathe output gapto date the cycle. This became particularly problematic as

estimates of the output gap were provided by the government rather than by an independent agency.

t
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121 In June2010 the current government introduced a fiscal mandate to balance the
cyclically-adjusted current balance by the end of aifyear rolling horizonThe mandate is focused

on the current budget, which allows for investment expenditure fméeced out of borrowing. In
addition, a supplementary target was introduced
GDP to be falling at a fixed date of 2015/ 160.
ambitious than thosannounced by the previous government, and the balanced structural current
budget target is now projectéal be reached in 2014/1&¢. one year ahead of the nu@ate on current

policies (OBR2010).

122 The mandate fills a useful role in the consolidation process by setting an ambitious target
while allowing automatic stabikss to work fully.,A mediuni term target based on cyclicalydjusted

balance is, however, less transparent than a targethérattual balance and is dependent on
judgements on the output gap. The fact that estimates of output gaps, fiscal forecasts and judgements
on the likelihood of current policies to achieve the mandate are made independently by the OBR
mitigates this concer but does not solve technical difficulties involved. Like all fonidrdking

rules, the framework could be vulnerable to hdm#ded consolidation, whereby governments
systematically follow lax fiscal policies but promise future prudence. The goveréimentc ur r ent f
plan which entails froiitoaded consolidation is therefore reassuring.

1.23 It would be useful to start planning already for a permanent fiscal framework to replace the
mandate ir2015/16 when the public finances are closer to balakéeture permanent mediurerm
frameworkmight best ensure constraints on a shorter horizon thagdass as already suggested by

the governmentAs discussed further below, it would be useful émsider maintaining the current
rolling fivei year horizon to cover the maximum length of a Parliament.

124 A supplementary debt target or ceiling should also be considered in a permanent fiscal
framework both to enhance credibility of fiscal policy given the potential risks ofi hzadked fiscal
tightening, but also as debt is an important objective in its own right. Debt targets have a stronger
relationship with long term fiscal outcomes, such a&sdli sustainability, and impose stronger
restrictions on fiscal policy than deficit targets. They can therefore underpin fiscal credibility more
effectively. At the same time, levels of debt may be easier to manipulate throubhlafice sheet
transactios and can be more vulnerable to external shocks (such as bailing out banks). A debt target
should be set to align the fiscal framework to sustainability (Bax

1.25 The currentsupplementary tget of a falling debt to GDP ratio in 2015/16 seems less useful

in achieving fiscal credibility. As long as the government fulfils its fiscal balance target, the debt target
can only bind if the economy is in a recession that particular year. This, howensies a
pro-cyclical fiscal policy would have to be implemented to reach the supplementary target, which may
lead to less useful stals#ition policies without significantly improving overall credibility.

1.26 Empirical evidence suggests that expenditure rules can be a particularly useful tool in fiscal
frameworks (Boxl.2). While theSpending Reviewiramework in the UnitedKingdom since1998
provides some features of an expenditure rule, ibisas stringent as in some otl@ECD countries

Firstly, the Spending Reviewiramework does not require an incoming government to set spending
limits for the full parliamentary period, although the current governrdentded to do that in the
2010Spendiiy Review The threéyear Spending Review cycle is fairly short and means that limits
may need to be set in the middle of an election cycle. Requiring an incoming government to set overall
spending limits for a full Parliament would be useful and in lingh wpending frameworks usedy
example, in Finland andheNetherlands Issues of contingency margins and spending caps for
different departments under such a framework would have to be addressed.



1.27 Secondly, it could be useful to consider reforming expenditure control, introducing, for
example, a rolling fiveyear expenditure ceiling that reaches across parliamentary periods, as is
currently the case in Sweden. This would force the governmeoifiae to clearly articulate what

spending plans it has for the next mandate period and ensure that these plans are consistent with the
overal/l fiscal framework through the OBROS eV
baseline for the oppositné s budget ary pl ans, i mproving acces:
on the details of alternative plans. Theimup to the 201@lection is a case in point here, where the

timing of theSpending Revievyust after the election meant that no inforiroaton detailed spending

plans was available beyo2@10/11. Obviously, such ceilings should not be legally binding for any
incoming government.

1.28 Thirdly, departmental spending limits only apdly a relatively small share of totally
managed expenditures (50% in 2009/10). While there are sound reasons for excluding highly cyclical
spending, such as unemployment benefits, there is scope to include further Imefyeinder a
ceiling. In theNethefands spending ceilings include all central government spending, even
unemployment benefits. Sweden has a nominal spending ceiling that encompasses all central
governments' spending except interest on government debt. It should be noted though that local
government spending is not included under the Dutch and Swedish frameworks.

1.29 The establishment of the OBR has been a wedcoeiorm to the gver nment 6s f
framework and is an important devetognt for strengthening the budget process and improving
public confidence in the governmentds fiscal po
of producing official macroecamic and fiscal forecasts, thewernment has sought to addresst pas
problems of ovédroptimistic forecasts. Oveoptimistic macroeconomic forecasts have been one driver
behind fiscal indiscipline acro€8ECD countries Although there is little evidence that official GDP
forecasts have been unduly optimigticthe United Kingdom overall, this was clearly the case for

fiscal forecats before the recession (OECID09). Other problems specific to th# framework

have been dating of the cycle and evaluation of compliance with set targets. These are partly addressed
by givingthe OBR the responsibility for estimating the output gap and evaluating whether policies are

in line with set targets.

1.30 The OBR is headed by a Budget Responsibility Committee and has a staffgbfy 15.

Given the current division of labour, the OBR is adequately staffede$izonsibilityin making
forecasts and evaluatirije consistency ofurrent policieswith targets makes it clearly involved in

the budget pr oces s.anaytical wankdeeds amto golicy makieg. A BHR otker
hand, the OBR needs to have access to policy costing of proposed reforms to be able to incorporate
them into its forecasts and evaluations. In the current setting, the Treasury and other government
departments provide the policy costing and the OBR then judges whether it finds them reasonable or if
it needs further information in order to include them in its forecast. This means that the OBR needs the
capacity to understand and evaluate the qualityhefcosting but does not need the resources to
perform them. An alternative would be for the OBR to do policy costing of its own, which would
require a much larger staff and significant overlap with government departments. If the remit was to be
widened orthe OBR were to take a more active role in policy costing, additional resources would be
needed.

Structural reforms should support growth and rebalancing

131 The processes of deleveraging anBatancing will generate significant changes in the
structure of employment and production over the next few years. The required fiscal consolidation
implies that private sector activity will need to lead the recovery. This will be facilitated by pursuing
structural reformsThe government is already taking forward a wi@aging programme akforms,



including policies aimed atriproving educational outcomesh@&pter3) and the functionin@f the

housing market (Chapt&).? Furthermore, the government isdertaking a Growth Review to identify

policy reforms that will remove barriers and improve the conditions for business growth, including in
the areas of planning, competition, trade and investment, regulation, access to finance and corporate
governance.

132 Efficient labour market adjustment will play an important part in enabling private sector led

gr owt h. The governmentds objective 1is that t he
promoe economic competitiveness. The J@0&0 Budget raised income tax thresholds, lowéned
corporation tax, and announced reforms to housing benefits. The government has also announced that
it will introduce an integrated workiiigge credit to replace agbhora of ifiwork and outofi work

payments. This Universal Credit is intended to enhance work incentives by removing support at a
consistent rate as people return to work and increase their earnings. The government is also reforming
active labour market picies i the new Work Programme will be introduced in 2011 to offer
personalised support to a range of people includinglorgr m c|l ai mants of Jobsee
those receiving incapacity benefits. It will pay welfare providers partly througtetrefibsavings that

they secure by supporting individuals to enter and stay in work.

The UK banking sector was severely affected by the crisis and furtheeforms are essential

1.33 The years thatrpceded the financial crisis were characterised by a rapid expansion in global
finance, inwhichUkbanks were particularly active. The si
and their reliance on large scale interbank funding from abroad increastacsafaly. A number of

banksi Northern Rock, Bradford & Bingley, Alliance and Leicester and HBQfSed securitisation

and interbank funding to famnce very rapid growth (Turn&t009). This contributedto the
vulnerability of the UKfinancial system tdhe disruption in global financial marketslibwing the
collapse of the USubprime mortgage market. The drying up of securitisation and wholesale funding
markets led to the failure of Northern Rock and Bradford & Bingley and to difficulties for several
other bank$.Many banks suffered major losses, and the recession generated further credit problems,
in particular in commercial real estate. The government and the Bank of England had to intervene on a
massive scale to restore liquidity and support thelgupf credit (for the detail of interventions, see
OECD, 2009).

Figure 1.10. Sterling spreads
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134 Financial market conditions have been improving significantly sincei 26@P, but
challenges remainLibori Overnight Indexed Swap and corporate bond spreadsmve fallen
considerably (Figur@.10). The main UKbanks haveeturned to profitimproved thai capital and
funding positions,and significantly redued their leverage. Nevertheless, the financial system
continues to benefit frorpublic supportBankscontinue tdface several challenges, including the need

to refinance substantial amounts of furgdin the coming years and to strengthen capital and liquidity
buffers. Theuncertaineconomic outloolcarriesrisks Credit losses could increase, in particular in the
commercial property sectoand lanks need to be able to provide enough funding to supipe
economic recovery. Credit conditions have improved for large companies but remain tight for small
businesses and househol#sglrel.11).

Figure 1.11. Household and corporate credit availability
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The domestic financialregulatory and supenisory framework needs to be strengthened further

1.35 The financial crisis uncoverederious weaknesses in financial regulation and supervision,
both nationally and internationally. The run on Northern Rock exposed a limited deposit insurance
scheme. Up to 2007, only the first B8R0 of deposits at any one bank &@Po of the balance up to
£35000 were covered he financial crisisalsoexposed serious liquidity risk management failures in
the UnitedKingdom, as in many other countrieShe Turner review, published in afich2009,
provides a detailed analysis of thaisas of the financial crisis amaakes recommendations covering

a wide range of issues to foster a stable and effective banking system. Many of these recommendations
have been incorporated international agreement®.@.capital adequacy, leverage ratlmuidity
regulation) while others,such as links between commercial and investment banking or the
introduction of loaitoi income or loantoi value ratios on mortgageare still being investigated.

With a large and complex financial sector, theited Kingdomis a key player in the global financial
system. Theefore the engagement of thdK authoritiesin efforts to build a sound international
framework for financial regulation and supereisiwithin theG20, the Financial Stability Board and

the Europearnionis essential.

1.36 UK authoritieshave already taken significant steps to remedy a number of problems. Deposit
insurancecoveragehas recently beeextended tdl00% of the fistE85000 (E70000 for joint
accountsjand, in any casehé governmenavoided depositor losses even above the ceiffmngmpt
action was necessary t oA mew Bquidity regimd designed td mratestd c o
customers, counterparties and other marketiggpants from the consequences of imprudent liquidity



risk management is being put in platesets out the ninciples of selfsufficiencyi including for
branches and subsidiaries of foreign banksid adequacy of liquidity resources. Banks will naed
hold buffersof highi quality government bondand face enhance@porting requirements. The new
regime will discourage reliance on shaerm wholesale funding, which proved so harmful in recent
years. TheaJnitedKingdommoved ahead of internationabjslation in this area, which is appropriate,
though amendments to the new regime to reflect international standards miglulved at a later
stage (FSA2009).

1.37 The Banking Act 2009 setsp a special resolution regime (SRR) for depi¢sking
institutions. A SRR is @eded to ensure an orderly wingh of failing banks. The absence of such a

regime in theUnitedKingdom proved problematic when some institutions, notably Northern Rock,
facedsevere difficulties and the authorities had to rely on emergency measures. The SRR allows the
financial authorities to transfer ownership of parts of a failing bank to a private purchaser, a bridge
bank or the public sector. The SRR should help the grdenvinding of small and mediurized
banks, ensuring the continuity of Dbankinsgg act i
(for more details see OECR009). Further mechanisms, especially at the international level, will be
needed to deatith the failure of large crosborder institutions.

1.38 A new regulatory framework is being implemented to replace the tripartiteensys
introduced betweeh997 and2000 (HMT,2010b)°> As in manycountries, existing frameworks failed

to identify the problems that were building up in the financial system and to deal adequately with the
crisis when it erupted. A key objective of the new system is to give a single institutierBank of
England (B&)i a clear mandate to monitor risks in the financial system as a whole, and to give it
instruments to ensure financial stability. The main features of the regulatory framework are:

1 A Financial Policy Committee (FPC) in charge of maprodential regulatin will be
established within the BoE with the majority of members from the BoE.

1 A Prudential Regulation Authority (PRA) will be in charge of migrudential regulation.
To ensure effectiveoi ordinationbetween macro and midrprudential regulation, thBRA
will also be part of the BoE (headed by the newly created Deputy Governor for prudential
regulation).

1  Financial ConducAuthority (FCA) will regulate conduct in financial services and markets.
This function is separated from prudential regulation asdqtires different approaches and
cultures. 1t is now recognised that #nAeven hi
disclosure are insufficienttopretdé consumer (2010prestso (Turner

1.39 The new regulatory frameworgets clearer objectives for and reinforces accountability of
regulatory bodies. It also improves tbynergies, consistency and cohereoicthe regulatory system.

The BoE will have a clear responsibility to monitbe financial system as a whole and to identify
risks to financial stability with control over macro and miguudential instruments to deliver
stability. Crossmembership of the FPC and the Monetary Policy Committee (MPC) is designed to
promote consistecy between financial stability and monetary policy. An inevitable consequence of
the proposed institutional arrangement is the concentration of power with the BoE. The risks
associated with such a concentration will be mitigated by the presence of lertembers on the

FPC. Still, the bank will need to be as transparent as possible on financial regulation, and it will be
critical to ensure effectiveoi ordinationbetween the BoE and othauthorities, including the FCA

the Treasury and supnaational etities.



I nternational agreementare addressing some of the weaknesses

140 Constructive engagement at the international and Europears Iswedsentialto ensure a
level playing field in terms ofampetition and minimise the risk of regulatory arbitrdéemposals for
financial reform at an international leyefeflecting the G2@ommitment to improve financial
stability, are included in the BasHl agreement and several Europé&@mmmission initiives

(Box 1.3).

Box 1.3. Basel lll and new European initiatives

The Basel Ill framework

The Basel Committee of Banking Supervision agreed in September 2010 on a package of reforms to strengthen
capital and I iquidity st aBaskldridsd,. dgrehree rmeali I301Pyoda fne rsr ead et

f Bankso6 capital requi r e mg Mhesminimune corhmong equiy nvél dise (fré the
current 2% to 4.5%, and its stricter definition will further increase the capital requirement. With the new
definition, the previous minimum would be close to 1% (Cecchetti, 2010). The new regulatory capital
framework also widens the range of exposures covered, in particular to risks linked to complex trading and
derivatives. The minimum common equity requirement is supplemented by a capital conservation buffer
of 2.5%, which should impose constraints on dividend and bonus payments when common equity capital
falls below 7%. An additional 2.5% counteri cyclical buffer needs to be built up during periods of excessive
credit growth.

I  Systemically important financial institutions (SIFls) should have loss absorbing capacity beyond the
minimum standards described above. The Basel committee and the Financial Stability Board are examining
possible measures in that area, including a capital surcharge for SIFls, contingent capital and baili in debt.

An internationally harmonised leverage ratio of 3% is introduced as a backstop to the riski based capital
requirements.

 Minimum standards for liquidity risk are established. The liquidity coverage ratio aims at ensuring that banks
always have a 30i day cover in high quality liquid assets i e.g. cash, central bank reserves, government
debt in the currency of the country of operation i for emergency situations. The net stable funding ratio
monitors banksdé asset and liability mat cigearrhgizos.t r u

I Enhanced standards for bank supervision address weaknesses in risk management, including corporate
governance, compensation practices and stress testing (Pillar 2). Greater public disclosure of risk exposures
and regulatory capital bases should strengthen market discipline (Pillar 3).

EuropeanUnioninitiatives

Basel Ill is translated into European legislation via the Capital Requirements Directive (CRD) and it is important
that there is no weakening of sThaBummandsion has takeh fartheE iditagvesi
to enhance the European supervisory architecture and crisis resolution mechanisms to be adopted by the end of 2011,
and implemented by the end of 2012. The main measures are:

 In the acute phase of the financial crisis in March 2009, the European Commission (EC) took emergency
measures to mainndidedepodiyt omsd easi2000 0 h £00 @00 bwehe
end of 2010. A thorough revision of the Directive on Deposit Guarantee Schemes (DGSs) was initiated in
July 2010 to harmonise and simplify DGSs, ensure a faster payout and upgrade the funding of schemes.

A new European framework for financial supervision has been designed. A European Systemic Risk Board
(ESRB) will be in charge of macroi prudential supervision and issuing systemi wide risk warnings and
recommendations. Three new European Supervisory Authorities (ESAs) for Banking (EBA), insurance and
pensions (EIOPA) and securities and markets (ESMA) will oversee regulation of individual entities.

A framework for crisis management was set out in October 2010 paving the way for legislation due by
spring 2011. It consists of preparatory and preventative measures (recovery plans and living wills),
supervisorsé powers to take early acti on (egopower e




require the replacement of management, trigger a recovery plan or divest excessively risky activities) and
resolution tools (e.g. powers to prompt the takeover of a failing bank by a sound institution or a bridge bank).
The EC is also proposing the creation of national resolution funds financed by contributions from the
banking sector, which should be harmonised as much as possible across countries to avoid competitive
distortions.

I Other important measures include enhanced regulation of credit rating agencies and derivatives markets,
strengthening of consumer protection and recommendations on remuneration principles.

1. For more details, s€@ECD (201@).

Implementation issues andurther reforms
Implementation of the new standards is essential

141 Reforms will be phased in over several years and their successful implementation will be
challenging for regulators. It is important that the momentum for financial reform be maintained as
memories oftie crisis will fade and lobbying from the financial sector will try to loosen regulations.
Market participants often argue that strict regulation will harm the competitive position of London as
an international financial centre. However, the stabilityhef financial system and the reliability of
counterparties are also essential to the competéssrof a financial centre (FS2009). The
authorities will also need to monitor the behaviour of market players to ensure that they are not
circumventing regutions through financial innovations or shifting activity to unregulated areas, as
happened on a wide scale before the crisis. Finally, effectiverdinationbetween new institutional
structures, both at the national level and with Europeaitutishswill be needed.

142 Macrd prudential regulation is now recognised as essential to counter systemic risks.
However, macrbprudential policy instruments remain to be defined. There is a difficueitoéf

between rules and discretion in this area. Rules bring credibility and transparency and limit the scope
for lobbying, but discretion allows more flexibility in a sector characterised by rapid innovation.
Systemic risk mainly results from oveptimism of economic agents during expansions and the
underestimation by banks of spilver effects (BoE, 2009). The pryclicality of the financial

system could be mitigated by dynamic provisioning, where estimated future losses depend on past
losses evaluateover a whole business cycle, as in Spain s20€€, and indeed, Badd#ll introduces

a counteircyclical capital buffer to dampen the credit cycle, although the trigger remaitie at
discretion of national authoritiesx number of potential indicatorof capital surcharge have been
identified by the BoE, including credit flows and stocks, spreads, asses @and credit conditions
(BOE,2009° Anot her issue is whether capital surchar
requirements or be target at the most risky categories of lending, as a constraint on overall capital
might lead banks to reduce less lucrativeilogk lending, rather than higheturn higfirisk loans.

143 Product reguldon could also play a role in curbingsky lending and unaffordable
borrowing Before the crisis, the FSA relied on disclosure of information and market discipline to
avoid unsustainable credit developments. However,i toamalue ratios are now being rsidered,

along with other macigpr udent i al tool s, for use by the Go:
Committee.



Capital standards are not enough

144 The increase in capital requirememsBase 1l is an important step towards strengthening
the financial system, but additional measures will be neéolgaevent future crises (King010).

Riski based weights are assessed according to past experience, although risks are likely torzehange o
time. For example, in Basdél mortgages attracted low capital requirements, as they had been
historically fairly safe loans. But the loosening of underwriting ddads, especially in the
United States, changed the picture dramatically. Furthermore, caplejuacy ratios based on
risk-weighted assets have promoted capital arbitrage, allowing banks to redileesigsited assets
using off balance sheet vehicles and derivatives, increasing leverage anttakiisg
(BlundelFWignall etal., 2009). Indeed, in oent years, bank writelowns and losses haveen
positively correlatedavith tier 1 capital adequacy ratioBigure1.12).

Figure 1.12. Capital adequacy and leverage vs. losses?

Writedowns & losses/total assets (%) Wiritedowns & losses/total assets (%)
3.0 3.0 3.0 3.0
25 Switzerlanda. | 3 5 25| adwiseriand 25
2.0 United Kingdom 2.0 2.0 | United Kingdom 2.0

A A
15 Germany 15 15

Irelan:
1.0 Australiah A Spain Canada 1.0 1.0

FraAnce
0.5 A 0.5 0.5
Japan
A
0.0 . ‘ 0.0 0.0
6 8 10 12
Tier 1 ratio Common equity/total assets (%)

1.  Calculations based on the sample of banks reporting writei downs and credit losses as reported by Bloomberg, excluding
US banks. Writei downs and losses are accumulated from January 2007 until midi 2009; Tier 1 ratios, total assets and
common equity are averages of 2006i 2008 endi ofi year data (20077 2008 for Japan Tier 1 ratio).

Source: OECD calculations (See Blundelli Wignall et al., 2009).

1.45 Limiting leverage should be a priority. Leverage ratios (ratio of mom equity to total
unweighted assets), contrary to iigkeighted capital adequacy ratios, are negatively correlated with
writel downs and losses. BagBlintroduces a leverage ratio as a backstop to thé abed capital
requirements. However, givenegh banksd ability to arbitrage ¢
requirements, the leverage ratio should be a primary capital control Baoidéll Wignall and

Atkinson, 2010). Regulators should also make sure thatoitess all relevant assets, including
off-balance sheet exposures

1.46 Financi al authorities need to minimise regu
prominent role in the global financial system in recent yeakgstmenbanks, structured investment
vehicles(SIV) andmoney market mutual funasirried out activities typally associated with banking

T liquidity services, maturity traf@rmation and leverage (Tuck&(10). They were not subject to the

same regulations asbks, in particular in terms of capital requirements and could take greater risks.

The shadow banking system is also deeply interconnected with traditional banks, which often used
shadow banking to circumvent prudential regulations. Reinforced regulati@maglow banking
institutions may be warranted in some cdsesg.consolidating bank sponsored SIVs on balance
sheet s. Regul ators should in any case require 1
nori bank financial institutions/products.hib is essential to monitor systemic risks, especially as
financial innovation can be used to find ways around regulations. The Turner review makes useful



recommendations in that respect: the regulatory and supervisory coverage should follow the principle
of economic substan@ndnot legal form; the authorities should be able to gather information on all
significant unregulated institutions to assess sysigde risks; offshore financial centres should be
covered by international agreements on regulatanydsards.

The ibigiwmd ai | 6 probl ddessedeeds t o be a

147 One critical problem in todaydés financi al S
would have such catastrophic finascand economic consequences that they cannot be allowed to fail
and therefore benefit from an implicit state guarantee. Matiyese institutions engage imvestment

banking as well as commercial bankih@his creates moral hazard and affects the cdithme
structure in the sector, leading to further concentration and thus larger moral hazard problems. Several
instruments can be used to encourage commercial banks to take less risk. One example is the levy
applied to banikd bal ance 1ldanuay2014. Amoihaer qpessibility is to raise capital
requirements substantially for systemically important banks, as proposed by the Basel committee and
the Financial Stability Board, and already decided by Switzefladre radical reforms could be
envisagedSeparating commercial from investmdainking in the spirit of the UGlas$ Steagall Act

of 1933 or the Volcker proposal to restrict banking entities from engaging in proprietary trading and
private fund sponsorship, management and investment is artiagtraption. Commercial banking

would continue to benefit from deposit insurance, and access to the discount window, but these
benefits would no longer be available to investment banking.

148 Thereare diverging views on whether it is feasible to break up banks. The Governor of the
Bank of England has noted the attractions of separating commercial from investment banking. In
contrast the Turner review, while recognising the need to constrain cormnhercib anks 6 pr op
trading activities, stated that fifa more for mal
mar ket making activities is not feasi bl eo. Thi
would be difficult to enfore a separation of activities in the absence of an unlikely international
agreement on an appropriate divisioheTgoernment hagppointedhe Independent Commission on
Banking chaired by Sidohn Vickers to examine the structure of the UWi&nking systm. The
commissionwill presentits final recommendations omeasures to reform the banking system and
promote stability and competition, including the issue of separating retail and investment banking
functions in Septembe2011.

1.49 An alternative to breaking up banks isttoilda fAf i rewal | 06 bet ween hi
banking and commercial bankify promotingnori operating holding company structur@sOHC).

These create a separation of conuia and investment banking, requiring legal separation of capital

pools for group subsidiaries with very different risk characteristic, while safeguarding synergies and
economies of scale and scope within banking groups. Such transparent structureslawwuithrket
participants and regulators to better assess b
counterparty risk. Higher risks associated with investment banking would be reflected in the cost of
capital for investment entities, which wld limit risk taking. Finally, an investment structure could be

allowed to fail, without affecting the commercial part of the bank in a critical(®mndelli Wignall

etal., 2009).



Box 1.4. Recommendations on macroeconomic and financial policy
Monetary policy

If the recovery proceeds as projected, first steps towards more normal settings of monetary policy should be
taken during the second part of 2011 and withdrawal of stimulus should proceed in 2012 as the recovery gathers pace.
Quantitative easing should be withdrawn in an orderly fashion once policy rates have risen from current low levels. The
Bank of England will, however, need to react sooner if inflation expectations begin to rise considerably or feed through
to significant wage increases.

Fiscal policy

The announcement and initial implementation of the fiscal consolidation programme strikes the right balance
between addressing fiscal sustainability and thereby reducing taili risks on the one hand, and preserving shorti term
growth on the other. The fiscal mandate of reaching a cyclicallyi adjusted balance by the end of a rolling fivei year
horizon sets an ambitious target and is useful to steer public finances back to sustainability.

In due time, the fiscal mandate should be modified into a permanent fiscal framework to guide fiscal policy
beyond 2015/16. A forwardi looking framework with a fivel year rolling horizon, a larger share of total spending than
currently under an expenditure ceiling (leaving out only the most cyclical components) and a deficit target should be
considered. The target should be set to ensure longi term fiscal sustainability, for example through a debt level target.
The OBR should be charged with monitoring budgetary compliance with the framework.

By setting up the independent OBR, the government has addressed important concerns relating to fiscal
projections and assessing performance against set targets. Given the limited resources available to the OBR, it will be
hi ghly dependent on elpraeasmernytfssd aamda |l oytthhecrald capaci ty.sal
more active role in policy costing, more resources will be needed.

The composition of fiscal consolidation could be adjusted to better promote growth and efficiency:

I Increasing preferential and abolishing zero VAT rates would enhance efficiency of taxation. This would also
promote consistency in climate change policies, as the VAT rate for domestic energy use is only 5%.
Relevant distributional concerns could be more efficiently addressed through targeted support.

f Ringifencing health care puts other expenditures under undue pressure and risks perpetuating
inefficiencies in health provision. Efficiency enhancing structural reforms, addressing excessive
remunerations and increasing competition in health care provision, should be pursued instead.

f The government has tried to focus public investment on projects with high economic returns, but large cuts
in public investment are a risk to long term growth. Channeling more resources to public investment would
be warranted, as long as projects offer a viable rate of return.

I The decision to bring forward increases in the state pension age is an important measure to improve fiscal
sustainability. Further steps in this direction should be taken, perhaps by implementing an automatic
longevity adjustment.

Financial regulation

The tooi bigi toi fail problem should be addressed. One approach is to break up major banks. Another is to
impose additional capital requirements or use tax instruments to address the implicit fi t idigi tooi f a isubsidy.
Firewalled noni operating holding company structures could deal with contagion and counterparty risk that are integral
to the fitoo big to failod issue

Capital adequacy standards should be strengthened in line with the Basel Ill agreement to ensure that banks
have a sufficient capital cushion for the risks they take on. Group leverage ratios, covering all relevant assets, including
offi balance sheet exposures, should also contribute to setting binding capital constraints. Banks should be required to
hold adequate capital for offi balance sheet risks to counter regulatory arbitrage and reputational risks. Consistent with
this, the accounting treatment of offi balance sheet assets should be aligned with the underlying risks. Without
prejudicing the choice of other macroprudential instruments, dynamic provisioning should be used to reduce the
pro-cyclicality of the financial system.

The announced macroi prudential framework is important for financial stability. Policy instruments need to be
defined and implemented quickly.

Lending standards and alignment of incentives with longi term value creation should receive greater regulatory
and supervisory attention.




Notes

1 During the recessn that started in early990, general government employment fell by almM@8t
over 5years, while the OECPBstimates that the corresponding number for the latest recession is
almost2% up until end2012, although these numbers are affected by the serEagovernment
employment due to reclassification of some employees in the financial sector. From the peak reached
in end 2009, government employment is expected to fall by arddado endi2012, whereas the
corresponding fall in the early990s was rougy 8%.

2. Different estimates fo2010 are: OECD 4.4%; IMF1i 2.7%; OBRi 3.25%; NIESR 4.0%; ECi 3.9%.
3. See the appendix for further information on progress on structural reforms.
4. Northern Rock and@radford & Bingleywere taken into full state owndrip. HBOS and Lloyds TSB

are now part of Lloyds Banking Group, which is under partial state ownership.

5. Under the tripartite system, the FSA was responsible for financial and banking regulation, the BoE for
monetary policy, last resort lending and magmudential surveillance and the Treasury for the
overall architecture of the system and aspects affecting the public finances (for more details, see
OECD,2009).

6. Other authors have proposed early warning indicators of costly asset price boom2QU9FAlessi
and Detken2009; Agnello and Schuknect2009).

7. Commercial banking can also experience large losses. However, the flows of incoming and outgoing
cash associated with bank credit are reasonably predictable, mitigating prafflemstagion and
counterparty riskBlundelli Wignall etal., 2009).

8. UBS and Credit Suisse will be required to hold an amount of capiff%fof risk weighted assets
by 2019, with at least0% in common equity and the rest in contingent capital.
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Annex1.Al

Progress in structural reform

This annex reviews actions taken on recommendations from presimusys Recommendations that
are new in thiSurveyare lised in the relevant chapter.

Recommendations

Action taken since the previous Survey
(June 2009)

Education

Continue to promote a focus on the
acquisition of core skills for pupils at
all age levels and ensure that this
focus is not compromised by the
goal of expanding the average
number of years of schooling.

Design all education targets in a
way that limits the potential for
gaming, by ensuring an interactive
performance management system
that captures the complexity of the
education process.

Encourage the highest quality
teachers to move to the most
disadvantaged schools.

Evaluate the pros and cons of
introducing a differentiated voucher
system of funding (as in Chile)
where pupils from poorer families
receive vouchers that are valued
more highly than those for the
general population.

The government has announced its intention to undertake a systematic and
comprehensive review of the National Curriculum in England for 5i 16i year
olds. The new curriculum will set out only the essential knowledge and
understanding that all children should acquire.

School performance tables are being reformed so that they are more focussed
on the essentials that ensure a sound basis for pupils' progression. Gaming
will be reduced through a greater emphasis on pupil progress and lowering
incentives to offer qualifications which benefit league table positions rather
than pupils' needs. The Department for Education will publish all the
information it holds on schools to increase transparency.

The pupil premium, which will direct funding to schools with disadvantaged
pupils, will mean that these schools have greater scope to use recruitment
and retention incentives to attract the best teachers, including those with
advanced level skills. The fiGolden Handcuffoscheme has been closed to new
entrants. Training programmes for teachers and school leaders; fireach Firstg
fifeaching Leadersoand fFuture Leadersofocus on schools in disadvantaged
areas.

The government has introduced a new pupil premium for deprived children,
which will mean that money will go with eligible children to the schools they
attend.

Health

Remedy any lack of capacity within
Primary Care Trusts (PCTs) and
general practices that limit their
ability to fulfil their commissioning
responsibilities.

Primary Care Trusts (PCTs) will be abolished and consortia of GP practices
will be taking on the commissioning of the majority of NHS services.

Review progress on the involvement
of patients and the public in decision
making by PCTs. Improve flows of

information to allow PCTs and
patients to make informed
decisions.

In September 2010 PCTs first reported on consultation evidence of the impact
of the public and patient voice on their decisioni making.

The Department o f Liberatihgt the GN$1S: dro laformmetion t
Revolution, published on 18 October 2010, set out its plans for better
information, more openness, transparency and comparability. The
government will use the responses to the consultation document to develop a
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more detailed information strategy.

Clarify policies on the entry, merger
and exit of provider organisations.

Improve the consistency and
transparency of local service
reconfigurations.

On entry, patients will have the ability to choose between any willing provider
that meets NHS standards and prices. On mergers, the Secretary of State
would continue, as at present, to decide whether to permit NHS trusts to
complete mergers until all remaining NHS trusts have become foundation
trusts (FTs). Exit will be provided through allowing commissioners to replace
existing services without risk of interruption in access to services for patients.
On local service reconfiguration, the revised Operating Framework for
2010-11 to the NHS identified key tests for service change, which are
designed to build confidence within the service, with patients and
communities.

Design Payment by Results to
reflect priority activities and reward
higher quality. Align the
remuneration of personnel more
closely with activity.

The introduction in 20107 11 of a number of fBest Practice Tariffsdsignals the
start of a change of approach through which the tariff will increasingly reward
recognised best practice models of care rather than simply reflect average
reported cost. There will be a significant increase in the number of Best
Practice Tariffs in 2011712, with the expectation that this expansion will
gather pace in future years

The scope of Payment by Results is also being expanded to mental health
and some community activities, which should help improve outcomes and
efficiency in these areas.

NHS Foundation Trusts already have freedoms to determine pay for their own
staff. The government has stated in the White Paper Equity and excellence:
Liberating the NHS that it intends to extend these freedoms to all NHS
employers.

Improve methods and data to
evaluate health care reforms.

The Policy Research Programme does contain research to evaluate the
reforms that are the focus of this document.

The shadow NHS Commissioning Board will produce and publish an analysis
of the findings of the GP consortia pathfinder programme and set out the
lessons learned that will be applied as consortia become formally established
during 2012/13.

Labour market

Consider modifications to the tax
and benefit system that would
reduce the marginal effective tax
rate faced by lone parents and onei
earner couples when extending their
hours or when progressing in work.

Improve incentives for labour force
participation by second earners by
reducing the high implicit taxes on
returning to work caused by high
childi care cost.

Extend the Pathways to Work
scheme on a mandatory basis to the
stock of existing claimants.

Improve the monitoring of the health
status of people reaching the end of
their entitlement to sickness pay and
benefits and make the medical
assessment of benefit claims earlier.

Pay more attention to the early
sickness stage of the large number
of people claiming incapacity benefit
from a noni employment status.

In October 2010, the government announced the new Universal Credit, to be
introduced over the next two Parliaments, which will replace the current
system of meansi tested workingi age benefits with a simple streamlined
payment. The universal credit will improve financial work incentives by
ensuring support is reduced at a consistent and managed rate.

The Universal Credit will provide a simpler, integrated system of support in
and out of work, and improve work incentives. Ongoing work is analysing
whether childcare support should be delivered as part of, or alongside, the
Universal Credit.

The government has made clear its intention to replace Pathways to Work
and a number of other employment programmes with a new integrated Work
Programme, encompassing disabled people. It will sit alongside a more
flexible offer of support from Jobcentre Plus. All claimants currently on
Incapacity Benefit where return to the labour market is seen as realistic will be
required to access the Work Programme or Jobcentre Plus support.

Under the Work Capability Assessment (WCA) that was introduced in
October 2008 entitlements to Employment and Support Allowance will be
assessed. Over the next three years, the government will be reassessing
around 1.5 million people who are currently receiving incapacity benefits.

An Independent Review of the WCA was published in November 2010, which

wi || be a starting point for the go\
By focusing on the functional effec
the condition itself, the Work Capability Assessment provides an assessment
ofanindivi dual 6s ability to wor k, no ma-

employment prior to their claim, taking into account the requirements of the
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stock of migrant labour by
ficrodseckingodo regi
on the Worker Registration Scheme
against other databases
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modern workplace. A new and more flexible Work Programme is planned to
be in place nationally from the summer of 2011.

The Office for National Statistics is currently engaged in a substantial
programme to significantly improve the quality and timeliness of data on
migration and the population more generally. Phase 1 of the programme
ended in May 2010 and has resulted in significant improvements to statistics,
including revised population estimates at local authority level for 20027 2008
using new more timely and accurate data.

Productivity

Facilitate the entry of new
businesses by reforming planning
regulations, especially in the area of
retail trade, and
test 0 EtademandaRutkmore
weight on economic issues in the
planning process.

Freei up land for development by
reconsidering the boundaries of the
igr een b eilgroveng areas
Consider further incentives for land
development particularly those with
the potential to contribute to the
funding of local infrastructure.

Ensure that infrastructure
investment does not fall short of that
envisaged in the

Year Plan for Transport. Consider
ways to improve the predictability of
transport funding. Follow through
with targeted spending in key
strategic growth areas.

Continue to examine the options for
addressing road congestion and
environmental impacts including the
implementation of a roadi pricing
system on a national scale.

Raise the skill level of the workforce
by focusing adult training on the
most disadvantaged groups. When
evaluating progress, focus more on
broader measures. This
encompasses improving the quality
and volume of qualifications, as well
as the employment outcomes from
acquiring skills and qualifications,
and international measures of adult
cognitive skills.

The government has set out a series of commitments to give local authorities
the tools and incentives to support their local economy. This includes a
commitment to provide a level playing field between small and large retailers
by enabling councils to take competition issues into account when drawing up
their local plans.

Planning authorities review green belt boundaries when
planning policy.

implementing

The government is consulting on the introduction of a New Homes Bonus
which will see local authorities rewarded for adding to the housing stock within
their area.

In addition to this, the Local Government Resource Review, launched in
January 2011, will consider options for allowing local retention of business
rates as a means of incentivising local authorities and communities to support
economic development and growth within their area.

In September 2010, the government announced that it will introduce Tax
Increment Financing (TIF) powers so as to allow local authorities to borrow
against anticipated future uplift in their business rates base for the purpose of
investing in local infrastructure. The Local Government Resource Review will
consider how TIF powers would operate alongside business rates retention.

The Spending Review prioritised capital spending on transport projects which
offered high economic returns. For example over £10 billion will be invested
over the Spending Review period on maintenance and investment in new high
value road, regional and local transport schemes, subject to the completion of
the appropriate statutory processes. Also over £14 billion will be provided for
Network Rail, supporting maintenance and investment to continue to enhance
the capacity and speed of services across the country.

The Spending Review prioritised capital spending on transport projects that
offered high economic returns i many of which are designed to address road
congestion. The Spending Review also supported the gover nment 6
change commitment, for example through an incentive scheme offering up to
£5 000 towards the cost of new ultrai low emission vehicles and supporting
the roll out of the charging infrastructure for such vehicles. National road
pricing for cars on existing roads will not be implemented during this
Parliament.

The government has prioritised investment in the Spending Review period (up
to 20141 15) to support learners with low levels of skills 7 through fullyi funding
literacy and numeracy courses for all adults and supporting young people
aged 19i 24 to complete a first full qualification at Level 2 and 3. The
government will be evaluating progress through monitoring.
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The government has undertaken and published an evaluation of the
U K 8R&D tax credit schemes.

Tax competition

Continue to cut the statutory
corporate tax rate and broaden the
base.

Reduce the complexity of the tax
code.

The June 2010 Budget announced a phased reduction in the main rate of
corporation tax from 28% to 24% over the next four years. This cut will be in
parti funded by reductions in capital allowances; however once fully
implemented the package reduces the corporation tax burden by more than
£2 billion.

The government has established the Office of Tax Simplification (OTS) to
provide expert advice on simplifying the tax system. The OTS is currently
undertaking two reviews on tax reliefs and small business tax.

Miscellaneous

Monitor closely the speed and
efficiency of the planning system

and progress towards the
government 6s reg
targets.

Consider imposition of some form of
mandatory pension savings in the
medium term.

The government plans to abolish regional housing targets and replace them
by a framework of incentives for councils to support economic and housing
growth. The government is also committed to speeding up the planning
system, including through consolidating disparate planning policy statements
and introducing a presumption in favour of sustainable development.

The government recently confirmed its commitment to the introduction of a
statutory duty on employers to automatically enrol qualifying employees into a
minimum quality workplace pension scheme from October 2012. The
government is also proceeding with the creation of a trusti based defined
contribution pension scheme aimed at employers and employees who are not
currently served by the market, which is due to launch in Spring 2011.
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Chapter 2.

Improving the functioning of the housing market

A well functioning housing market is essential for economic prosperity and beiel. A
combination of favarable economic and financial conditions and tight housing supply led to sharp
increases in real house prices between thei 1880s and erid2007, which spurred household
consumption. While this boosted output growth, economic imbalances and financialeseemkn
mounted, leaving the economy vulnerable to the global financial crisis. Current land use planning
policy is excessively restrictive, making supply unresponsive to demand and contributing to ¢reating
housing shortages and reducing affordability. Whitiditional supply in the private rental market
provides an alternative to homeownership for a significant number of households, social housing
waiting list numbers have increased rapidly over the past decade. A reform to repladewap
building targetswith incentives for local communities to allow development is underway, but the

outcomes arsomewhatincertain. Housing taxation is regressive and encourages excessive demand
for housing. More effective taxation could help contain demand and stabilibeukimng market.

21 A combination of favourable economic and financial conditions and a tight housing supply led to
sharp increases in real house prices in thmitedKingdom betweenthe midi 1990s ad end 2007.
Demand for housing was pushed up by strong income growth and a rise in mortgage lending as real
interest rates declined and lending standards were loosened. Investment in housing is also encouraged by
the tax system, which favours homeownersbier other tenures. The excessively restrictive land use
planning policy left supply unresponsive to demand, contributing to housing shortages and reduced
affordability. Deteriorating affordability had halted the increase in homeownershjdd3y While
additional supply in the private rental market provided an alternative to homeownership for a significant
number of househds, social housing waiting list numbeave increased rapidly. Rising heysrices were

partly a symptom ofgrowing economic imbalax@s and made the economy vulnerable to the global
financial crisis. As the crisis unfolded, weaknesses in financial institutions were revealed, residential
investment collapsed and lower house prices weighed on private consumption. A well functioning housi
market is essential for economic prosperity andivelihg. Developments in the housing market can affect
macrd economic volatility, financial stability, competitiveness and growth, distribution of wealth, social
conditions and the quality of the enviment. To respond to housing needs and enhance the stability of the
housing market, both supply and demand side policies should be consifeisedhapter provides an
overview d recent developments in the Wbusing market and discusses policy optionsriprove the
effectiveness and stability of the housing system, including planning, taxation and social and subsidised
housing policies.
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Recent developments in the housing market
House prices remain high despite recent drops

2.2 Between the miidl990s and the end of 2007 real house prices inUthieed Kingdom were
multiplied by more than two and a half, which wasoagnthe sharpest rises in t9&CD (Figure2.1, first
panel). The pricétoiincome andpricél toi rent ratiosare currently around0% above their lorigerm
averages (Figure.1, second panel), suggesting overvaluatidmesE ratios have generally tended to revert
to their londterm average, even though thegn be shifted by changes in ecomorar demographic
variablesand haveoften deviated fronhistorical normdor protracted periods.

Figure 2.1. Housing prices
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2.3 The 2008 financial crisis accelerated adjustments in an already weakening housing market. Prices

and demand for housing fell substantially whenedit dried upin the wake of the collapse of the

US subprime mortgage markdilowever, corpared to therecedingincreases price falls have generally

been fairly modest except in Northertreland, where the market is affected by developments in the
neighbouring Republic of Ireland. In niiZl009, UKreal house prices had fallen by abt&v from their

peak in the last quarter of 2007. Since then, they have moved up again and are now on average only about
11% below their peak level, albeit showing renewed signs of weakness.

Worsening dfordability has boosted demand for rentals and social housing

24 The increase in the homeownership rate stalled 20@8 mainly as a consequence of reduced
affordability. Around twdthirds of UKhouseholds are owrierccupiers, which has long been encgec

by housing and tax policieslouse prices are currently high relative to household income, especially in
London and the South of England. The ratio of median house prices to median annual ergioiyeys

in England rose fro.5 in 1997 t/.2 at thepeak of the market in 2008d, afterfalling back t06.3 in

2009 rebounded t@.0 in 2010 This is still well above the lorigerm average of around foun London

and the South, median pricespreseninore than eightimesincome in 200 (Figure2.2). The decline in
social housing provision since the 1980s contributed to an increase in homeownershigond#bidity
deteriorated in th2000s, pushing up demand for private rentals.
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Figure 2.2. Ratio of median house price to median earnings
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25 Housing affordability has been affectedfinancial and social factors. The impact of high house
prices onaffordability has been partially offset by tHew level of interest rate Total mortgage
repaymens as a perceageof incomerose during the boom, but have fallen back since to a level that is
close to that seen in the mitB90s (Figure.3, first panél The easing of lending standards during the
boom including a rising share afubprime loans also improved acgde housing finance during that
period. Nevertheless, the deposit put down by buyers has increased substantially, even before the onset of
the financial crisis. Wiile existing homeowners could use their accumulated housing wealth to move up
the housing ladder, providing the required deposit has proved increasingly difficult fidirfiesbuyers

with ther deposit increasing from abol®% of he purchase price in 1995 to close to 208fore the

crisis and more thaP5% in 2009 (Figur@.3, second panel). As a result, the share of finsé buyers as a
percentage of total loans for house purchase has declined since ti890i (Figur.4). Even though

factors such as late entry into the labour market because of longer education and later family formation
have contributed to this trend, there is no doubt that reduced affordability has played a significant role.
Hence, young households who dot tbenefit from intergenerational transfers are increasingly excluded
from homeownershipTighter lending conditions in the wake of the financial crisis imply that recent
declines in house prices are unlikely to translate into easier access to home@wnershi

Figure 2.3. Financial burden on households
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Figure 2.4. Firstitime buyers share of total loans
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2.6 The private rental market has expanded significantly since theofuthe century tocover
nearlyl4% of householdskent increaseshave been roughly proportional to that in household income,
leaving the reritoi earnings ratiofairly stable since the earl000s, at around(% for the England
average an@5% for London. Theseélevelopmerdcan partly be attributed to the growth of the itoylet
market, whichhelped the private renting sectto expand from just und@:5million units in 2000 to
almost 3million in 2006 (Wilcox, 2008). As a consequence, in many places renting has becaperche
than buying. The National Housing and Planning A¢c
England the cost of renting db2droom house wag% of the cost of buying in 2008 although there was
significant r egi on adarlya quarterof privata entersidre spendihghmerkt than salf
of their income on rentReynoldsetal., 2008).Furthermore, the quality of rented accommodation is often
a concern, wh 47% of private rented properties falling below the decent homes atndhainly at the
lower end ofthe market (Wilcox and Bramleg010).

2.7 Deteriorating affordability has also led to an increase in demand for social houmsi2g09,

there were about 118illion households on s@ housing waiting listin England a 70%increase over

ten years. It is uncertain whether this number is an accurate reflection of housing needs, as there are no
qualifying criteria to registerPeople may register on more than one fagisters might be out of date and

the large discounts relative to market rentsn average abo®0%i might raise demand. In 2008,
onyd43% of households on the soci al housing waitin
(Local Authorities are required by statute to give reasonable preferermoide who: are homeless; live

in overcrowded/unsanitary conditions; need to move on medical/welfare grouttdavoid hardship In

any case, low affordability iputting pressuren social housg. Sincel997, the policy focus has been on
improving the quality of social housing and the number of households living irdecent social homes

has been reduced by more than aianill about half of total (DCL&007). Meanwhile, new additions to

the social housing stock have failed to keep pace with nédus.Housing Green Paper (DCLPX07)
estimated the need for new social rentedmés at 5@00per year, nearl$0% above the
19972009average addition. The new government lasnmitted to deliverig up to 150000new
affordable homes b201415 (HM Treasury2010). Despite housing shortages and low affordability,
policies have been successful in containing homelessness, in contrast to much of th¢F@Ep@bick

and Stephen2007).
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The deteriordion of affordability has adverse economic and social consequences

2.8 Household formation mightecreasgeas young peopleow find it increasingly difficult to buy or

rent suitable dwellings. In cent years, household formation has been lower than projected on the basis of
demogaphic trends (Meen and Andre2008 Holmans,2008). Though other socieconomic factors

have played a role, low affordability is likely to have been an important fasgomany as 1.illion
households cannot be formed in England alamabse high housing costs foseing adults tdive with

their parent®r share dwellings (NHPALZ009).

29 Higher affordabilitycan have positive growth and competitiveness effects. Household mobility
would be increased, improving the allocation of labour and employment creation. In regions where house
prices are high, especially London and South England, hiring and retainingravodn be difficult. This is
particularly true for the public sector, where the inability to attract or retain experienced key workers
(e.g teachers, nurses) may impair the quality of public services. High housing costs raise the cost of living
and labou costs, resulting in a loss of competitiveness fhe British economy (Barke2004;
Solutions,2009). Improving affordability might also reduce social inequalities. Increases in house prices
generate a transfef wealth from renters to homeowners arahf younger to older households.

House price developments have contributedsatatility in the wider economy

210 Housing related activity is a large and volatile part of the economy. The constriggictor is a
important and labodirintensive sector of the economy, and riegdtate services and housing finance
contribute further to economic activity and employment. Housing investment accounts for a relatively
modest but highly volatile share of GDP During the expansionas supply constraints were tight,
residential investment contributed modestly GDPgrowth, adding on avera@el5% per year
betweenl 995 and2006. This isconsiderably lower than in countries experiencing comparable house price
increases, lkh as Spain or Ireland (Figu2eb). During the downturn, the collapse of residential
investment contributed significantly to the contraction in GIDRe drop in residential investmenias

more spectacular 50% from peak to trough and more mlonged than that of prices, with the current
level still about 486 below the peakAs a result of economic uncertainties and financing constraimds, t
number of permanent dwellings completed in England fell by nearly a third bed@@&rand 2009 to less
than120000. This is half the target set in the Housing Green Paper issued by the Department for
Communities and Local Government in 20@CLG, 2007). Construction also contributes heavily to
swings in employment. Between the 1997 and 2008;e thanhdf a million construction jobs were
created, nearly one in fijebs created over that perioBetweenthe third quarter of 200&nd the first
quarter of 2010, aboB00 000 construction jobs were lost about halbf job losses during théownturn®
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Figure 2.5. Real residential investment
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211 Net housing we#th appears to be a significant driver of household consumption ZBoxA

ond pound rise in net housing wealth is associated with an increase in British households spending of
7 pence, compared topknce from net financial wealt@atte etal. (2004) povide evidence that the link
between housing wealth and consumption is stronger itJtiited Kingdom and other Englistspeaking
countries with more developed mortgage markets than in most@E@D countries From the mi@d1990s

to 2007, increases in heehold wealth coincided with a steadily declining trend in the household saving
rate (Figure2.6). Housing equity withdrawal contributed to translating increased housing wealth into
higher levels of private consutign. It represented up to 8.58b afteii tax household income in 1ag903
(Figure2.7).? Higher housing wealth provided collateral to secure additional borrowing, which helped
finance increases in consumption, though it also substituted for more expensive categories of debt
(e.g.personal loansracredit card debt). Housing wealth was also used as collateral to borrow to buy more
housing or financial assets, which amplified the cyclical upswRiging asset prices generated wealth,
which was used as collateral to increase borrowing, leading égpansion in demand for assets #mas

higher asset prices, and so on, until the credit crunch triggered a sharp reversal.
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Figure 2.6. Household wealth and savings
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Box 2.1. How does private consumption relate to housing wealth?

From the midi 1990s to the recent recession, private consumption has outpaced household income. This Box
evaluates the role of increases in housing and financial wealth in this evolution. A consumption function based on
Catte et al., (2004) is estimated over the period 1987Q47 2009Q4. The equation relates real private consumption to
real labour income, real housing and financial wealth, the unemployment rate and the real shorti term interest rate. An
errori correction equation is estimated in two steps using the Stocki Watson procedure (Stock and Watson, 1993). The
results are as follows:

! @=0.005 + 0.094 pl MHW1T 0.010 U NR0.182 (In C;j17 5.7407 0.496 In Yi1 i 0.134 In NHW; 1
(85) (4.3) (i43) (i3.7) (i6.1) (i8.8) (i12.1)
T 0.157 In NFW;1 + 0.009 UNR; 1 + 0.006 IRS; 1)
(1 8.0) (3.9) (2.7)
R? = 0.49; s = 0.005; DW = 2.09
(t values are reported in parentheses)
Where:
C = Real private consumption
Y = Household real labour income
NHW = Net real housing wealth (housing wealth net of mortgages)
NFW = Net real financial wealth (financial assets net of noni mortgage financial liabilities)
UNR = Unemployment rate
IRS = Real shorti term interest rate

The estimation results are in line with those reported in Catte et al. (2004). The specification of the equation with
constant elasticities of consumption to wealth implies that marginal propensities to consume (MPC) vary over time.
MPCs can be evaluated by multiplying coefficients (elasticities) by the average ratio of real consumption to real
housing or financial wealth over the sample period.! The longi term MPC of housing and financial wealth estimates are
respectively 0.07 and 0.04. The shorti term MPC of housing wealth is 0.05. The shorti term MPC of financial wealth
has not been found to be statistically significant.

1. Replacingthe ratio of consumption to housing wealth over the sample pbyidtie same ratiat the end of the period wouideld
slightly lower MPCs of housing wealthf 0.05 in the long term ar@03in the short term.
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Figure 2.7. Housing equity withdrawal
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Some households andnfancial institutions arevulnerable

212 Even though recent house price adjustments have eroded housing equity, homenwamerage
still have a substantial equity bufferotiseholddebt in theUnitedKingdom increased froni10 % of
disposable income ih995t0 170% in 2009 close tothe OECD averaggFigure2.8). Mortgage liabilities
are by far the largest components of household liabilitie4,3%6 of disposable income in 2009. At the
same time, residentiassets amounted #26%of disposable income, leavinge household sector with a
large aggregate net equity positioAccording to the Council oMortgage Lenders estimates #0007,
42%of housing wealth was owned outright with the rest by mortgage borrowershéidtter held on
average @8%free equityshare in their gross housing wealth (CN2008).

Figure 2.8. Gross household debt
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213 The decline in house prices has led to a rise in the proportion of households with negative
housing equity, although on a much more limited sca#n thas occurred in the Unit&dates.The
proporticn of households with mortgages irgative equity rose from aroudéo in Septenber2008

to 7-11% in the first quarter of 2009 (Hellebranektal., 2009).Althoughthis is a substantial increase, the
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proportion of households underwater on their loans isheos near that of @nin four reached in the
UnitedStatesin the first quarter of 2010 (Harvar@010). Furthermore, for most Ukouseholds in

negative equity, the amounts involved were relatively smath 78% having less than £1800. In the

first quater of 2009, even as house prices were near recent loWwsof7%K households had a
loanto-value ratio of less thars% (Hellebrandtetal., 2009).

214 Although some households are vulnerableh housing downturn and deteriorating economic
conditions, arrears and possessions during the latest recession have been lower than most observers had
feared. The recession has pushed arrears and possessions up from the very low levels observed in the
mid-2000s. The rate of mortgages more thanadths in arrears rose from arouh&b to a peak 02.5% in

the second quarter of 2009, before slowly starting to recede. The number of possessions rose from a low
point o fewer than 1®M00per year 2003 anl 2004 to 46000 in2009 (aboub.4% of mortgages), but is
receding slowly with the Council of Mortgage Lenders forecastingdOB®possessions in 2010
(August2010). This is much lower than in the eakB90s, when the rate of mortgages more than three
months n arrear and possessions reached, respectively, aBétid mortgages and B0 (nearly0.8%

of mortgages). It is worth noting, even though this segment of the market is relatively small, that arrears
are particularly high for specialist (ridmank) loanswhich expanded steadily during the boom, following

a business model b aespatting mare weightjom thé waluel ofcolldtéral thain pn the
repaynent capacity of borrowers (FS2009). From an international perspective, mortgage ariaahe
UnitedKingdom appear to be much higher than in Australia and Canada, somewhat lower than in Spain,
but much lower than in Irahd and the Unite8tates (RBA2010; IrishMortgage Arrears and Personal

Debt Expert Group2010). An important factorbehind the resilience of households has been the fall in
interest rates. As variable rate mortgages are predominant itJrhiedKingdom, sharp drops in
shortterm interest rates have significantly reduced the burden of mesg&gpvernment sames

- Support for Mortgagelnterest, Mortgage Rescue Scheme and Homeowners Mortgage tSupjswr

provided support, though the number of househioldslved remained small.

2.15 Increases in interest ratesfurther deterioration in the labour market or renewed falls in house
pricescould lead to financial difficulties fomany householdsin 2006 07, aroundt0% of the lowest

income households (with less than@I0 disposable income per month) were spenditgge than half of

their disposabléncome on their mortgage (FS2009). Should their income situation deteriorate further
and/or interest rates rise, theould face great financial difficulties. Low income households are also the
most vulnerable to ungutoyment. Low interest rates and fairly rapid stabilisation in house prices have
improved the repayment prospects for troubled mortgages. This has led lenders, in part encouraged by
government initiatives, to adopt generous forbearance policies in tieatcdownturn (Style2010).

216 Mortgage providers werkit hard by theglobal crisis especially those that were heavily reliant

on shortterm wholesale fundingrhree of thetop five lenders neged somegovernment support during

the crisis one of them being fully nationalised (EME)09). HBOS and Lloyds TSB are now part of
Lloyds Banking Group, which is under partial state ownership. Northern Rock is in full state ownership.
Lending standardsad been relaxed in the years preceding the financial crisis, with an increasing share of
nori documented, interéstnly and high loaitoi income or loantoi value ratio mortgagegFSA, 2009).
However, as shown earlier, even in adverse economic conditioearsaon mortgages have not increased
dramatically. But mortgage lenders had become increasingly reliant on wholesale fimgargjcular via

the sectitisation of mortgages (Andr@011). In 2001, lendng by domestic Ukbanksto nori bank
borrowers was amparable tadomestic depositsBy 2008, the funding gap between retail deposits and
lending was £73&illion (OECD,200%). Wholesale funding allowed very rapid growth in mortgage
lendingi for examplethe average annual growth rateledins by NortheriRock betweer2001 and2006

was over30% (Onado2010). When the USubpr i me mar ket coll apsed,
mortgagebacked securities all but vanished, leaving banks unable to fund their portfolios. The financial
sector is now recovering, thantsthe considerable support received from the government and the Bank of
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England, but needs to be better regulated and to rely on more stable and diverse sources of funding going
forward (See Chaptet).

Improving the efficiency and resilienceof the housng market

217 The overview of the UKiousing market has highlighted a number of weaknesses calling for
action to improve the efficiency of the housing market and its resilience to economicanuafishocks.

A key issue for policy is to determine the extent to which the rise in prices reflects fundamentals or is a
bubble related to speculation. In designing housing policies, it is also important to recognise that different
parts of the systemainterdependent. For example, an efficient mortgage market might improve access to
homeownership and lead to better housing conditions for many households. However, if housing supply is
not responsive to demand, a great part of the enhanced abilityreabwill translate into higher house
prices and access to better housing will not be improved. In addition, the social impact of housing policies
needs tde taken into account.

Price increases tend to reflect fundamentatsthe United Kingdom

2.18 Econometric estimates show that fundamentals can largely explain house price developments in
the UnitedKingdom (Box 2.2). A large part of the increase in real house pricesr dve upswing
betweenl995 and 2007 can be attributed to higher income and an increase in the number of households.
Lower mortgage rates have also contributed to push house prices up. However, their contribution seems to
have been relatively modest compared to other countries whigh éxperienced housing booms, as the
reduction in mortgage rates in thiaitedKingdomduring the period has not been as large as, for example,

in Spain or Ireland. But the offsetting effect of higher housing supply has also been much weaker in the
UnitedKingdom where the response of housing investment to higher house prices has been much more
muted than in most oth€ECD countries(Miles and Pillonca2008; André2010). Shoitterm dynamics
account for an overshooting of house prices relative to livegy run equilibrium level by around 10% at

the peak of the markeBuch overshooting is to be expected, since house price expectations are, at least to
some extent, backward looking.

Box 2.2. How do house prices relate to fundamentals?

In order to assess the extent to which fundamental factors can explain the evolution of real house prices, an error
correction model was estimated. The model is fairly standard in the literature and versions of this equation have given
very consistent results over the years (Meen, 2008). In particular, the equation has proved to perform well out of
sample. The following house price equation has been estimated over the period 1969Q21 2010Q1:

ol RHP =71.19 + 0.24 opl RY T 0.005 U G 0.11 (In RHP;17 2.94In RY;1 7 0.12 In RFW;1 + 2.089 In HS; 1
(t4.7) (27) (16.9) (16.7) (i51) (1.4) (4.4
+0.04 UCi1 7 2.22 WSH;1)
(12.4) (i12.5)
R? = 0.75; s =0.016; DW =1.81
(t values are reported in parentheses).
Where:
RHP = Real house prices’
RY = Household real disposable income®
UC = User cost of housing

RFW = Household real financial wealth®
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HS = Housing stock
WSH = Share of wages and salaries in household income

A number of features of the model are worth highlighting. First, demographic variables do not appear directly in
the equation. But household real disposable income is the product of real income per household and the number of
households. When these two variables are entered separately into the regression, their coefficients are not significantly
different from each other. Thus, it is possible to enter only aggregate real disposable income. Second, the user cost of
housing T which depends on the mortgage rate, the housing depreciation rate, housingi related taxes and expected
capital gains on houses i includes a measure of mortgage rationing (see Meen, 2008, for more details). As expected
capital gains are influenced by past house prices, there is a potential endogeneity bias. Omitting expected capital gains
reduces the ability of the equation to explain short run dynamics, but does not alter the estimated long run equilibrium
significantly. This is consistent with the view that extrapolative expectations tend to cause overshooting during booms.
Third, the elasticity of real house prices to both real income and the user cost of housing are high. Hence, small
variations in these variables can lead to significant shifts in real house prices. Fourth, as expected, the housing stock
has a negative impact on real house prices, but it is fairly small. A one percent increase in the housing stock would
reduce real house prices by around 2%. To put this number into perspective, the annual increase in the housing stock
has been less than one percent over the last decade. This implies that construction would have to increase by large
amounts to put significant downward pressure on prices if demand is strong. Fifth, the share of wages and salaries in
household income accounts for the fact that wage and investment income may have different impacts on housing
demand (Meen and Andrew, 1998).

The model tracks the data very well, with absolute residuals only exceptionally exceeding 3% (Figure 2.9).
Nevertheless, real house prices adjustments are slow i the speed of adjustment of 0.11 implies that, on average,
reverting to the equilibrium level takes more than two years. Furthermore, shorti term dynamics tend to drive the
market to overshoot during upswings, as can be observed both in the late 1990s and between 2004 and 2007.

Overall, traditional determinants explain real house price developments fairly well. Table 2.1 displays the
contributions of the explanatory variables to the increase in real house prices over the cyclical upswing from the
mid-1990s to 2007. Strong growth in income per household, the increase in the number of households due to
population growth and the reduction in the size of households and to a lesser extent a lower user cost of housing have
played a prominent role in pushing prices up. The increase in the housing stock i about 14% from 1995 to 2007 i has
been insufficient to offset the influence of demand factors. Short run dynamics account an overshooting of prices by
around ten percent relative to their long term equilibrium level at the peak of the market.

Figure 2.9. Real houses prices
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Table 2.1. Contributions to change in real house prices
19957 2007
Real income 123
Of which:
Real income per household 95
Number of households 28
Real financial wealth 9
Housing stock 138
User cost of housing 23
Wage share 16
Total long run factors 134
Short run factors® 17
Actual 151
1. Short run factors include the terms in differences and a small residual.
Source: OECD calculations.
1. Real variables are deflated by the private consumption deflator.

219 The robust link identified by econometric modelbetween real house prices and their main
determinantgioes not rule out sharp adjustments in house piicdsed, real house prices are particularly
sensitive to changes in real household income and interest rates. Furthermom@etsomimants of house

prices might themselves deviate substantially from their equilibrium values, giving rise to house price
levels, which, despite being justified at the moment, might not be sustainable. This would be the case, for
example, if easy finaring conditions were unsustainable.

2.20 Other econometric studies are mix@u whether the UKiouse price increases reflect changes in
fundament al s, or ia afithaton whar price inceeaseshkane trivdn bydexpectations of

further price increases. Barradtal. (2004) estimat@ that house prices were aroB@Po above their
equilibrium level already in 2004. The International Monetary Fund pointed to an overvaluation of house
prices of abouB0% at the peak of the cycle (IMF, 2008). Miles and Pillonca (2008) developed a model
which is able to explain house @i increases betwed@896 and2006, but find that about a third of the

increase can be attributed to expected capitaisg@y contrast,Cameronetal. (2006), estimating a

dynamic panel data model of Briigegional house prices betweEi72 and2003, find no evidence of a
recent bubbl e. Muel | bauer ipaca bubbM inregehhpuse pgices) adfst f i nd
up to2005, with immigration, income growth, and strong stocarket rises explaining further
appreciation and the outperformance of London and the Soa@lst . 6 However, they
mid-2 0 0 7, Aprices | ooked @&)fihdslimited evideoce torhousd pruce dubhles Me e n
in the UnitedKingdom betweenl997 and2007. Waldron and Zampolli (2010), using a calibrated
overl apping generations model, Cc 0 n c198¥ chre2006 hwvast it h
broadly consistet with other changestotheUWda cr oeconomy over that peri od:¢

221 In the UnitedKingdom, as high house values reflected more tight supply than excessive demand,
house price falls were relativelyilchand pricesebouned relatively quickly. This contrasts witbeveral
otherOECD countries wherelarge price increases from the i@®90s to 2006 have been accompanied by
buoyant construction activity, sometimes largely driven by speculatiotheAscrease in demand proved
unsustainablethere is now a large excess stock of howgeighing on prices irsome places, notably
Ireland, Spain and some regions of tbaitedStates These examples highlight the fact that when
excessive demand for housingabowed to develop, higher responsiveness of supply might lead to a
greater misallocation of resources. While a high elasticity of supply to prices is desirable, the necessity to
prevent unsustainable developments in demand becomes even more impdntntdsd.
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Supply should be made more responsive to demand

2.22 The UKhousing stock is on average older and consissmaller units than in most @ECD.
More than 35%f dwellings were built bef@ 1945and newdwellings are much smallén sizethan in
continental Europ&.The government wants to bring empty homes back into Bisethese account for
only around3% of the total housing stock, which seems quite low by international standards @hdin
Hartwich,2005). A dynamic housing market necessarily iepla certain level of vacanciddoreover,
the empty homesnay not bewvhere hey would be needed (Solutio2§09). Hence, while bringing empty
homes back to the market is usedtihe margn, the potential of such actionay belimited.

2.23 Despite rapidly rising pricesiet additions to the dwelling sto@k Englandsince the latd990s
havenot kept up with the increase in the numbg&householdseven though household formation itself is
likely to have beerconstrained by housing shortages (Figuu& first mnel). Estimates of housing
requirements are very uncertgiut there is widespread agreement that more ihgus neededWhile the
UnitedKingdomis densely populated, especially in the South, there is a common perception that the land
use planning system is the main obstacle to housing develofaaker,2006b) Hence, making the land

use planning system more flexible, mopredictable and more responsive to market signals, without
compromising its social and environmental objectives, is essential. Easier access to land could also
increase competition and allow more innovation in the construction sector, enhancingtytscahdapt to

social, demographic and environmental evolutions. Over the medium term, a successful planning reform
would help restore housing affordability in the owrarcupied market. But as such reforms take time

bear fruit,access tchousingis likely to remain severely constrained for low and medium income and
young households in the shtotmediumterm. In this context, it is important that housing policies provide

a supportive framework for a sustainable development of the prieatal marketand the social sector,

which provides an essential safety net in a difficult housing and economic environment.

2.24 The UnitedKingdom stands outvithin the OECD together withthe Netherlandsas laving had

large real house price increases but only fairly modest growhousing investment (Figu29, second
panel) While housing supply is always rigid in the slitetm, as getting permits for building, developing
land and constructing dwellingakes time, it is generally more elastic in the longer term. In a wide sample
of OECDcountries housing investment has been highly correlated with house price variations over the last
cycle, suggesting that supply is on average fairly responsive to pgoalssin the medium term.
Econometric studies confirm that the pfietasticity of housing supply is low in tHénited Kingdom
RecentOECD estimatesmply that a one perceimicrease in real house pricedsesresidential investment

by only0.4% in the long run (Caldera Sancheand Johanssor2011). Although many continental
Europan countries also havalow pricé elasticiy of supply, theUnitedKingdomis amongthosewhere

the supply responskas beermost mutedover the last 20 yearSwanketal. (2002) report a price
elasticity of supply of 0.3or the UnitedKingdom compared to 0.4fer the Netherlands1.1for France,
1.4for the UnitedStates and 2.for Germany. Meen (2005) finds a price elasticity of supply close to zero
since the 1990KRecei research confirms that housing supply is less responsive to market canition
Britain than in the Unite®@tates or AustraligBall etal., 2010) The need to increase housing supply is
widely recognised. Th®CLG GreenPaper DCLG, 2007) set the amliitus target of déevering three
million homes by2020. Thenew governmenfinds these targets inappropriate, betognises the neddr

more houseHMG, 2010.
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Figure 2.10. Housing supply is unresponsive to demand pressures
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1. The latest cyclical phase corresponds to the expansion that ended in 20067 2007 for most countries (see Table 1 in André,
2010). For Japan and Germany, it corresponds to the ongoing downturn.
Source: DCLG Tables 244 and 401, OECD, OECD Economic Outlook database and national sources.

2.25 Physical constraints on the availability of land are limited, notwithstanBimgand $igh
populationdensity, espdally in the South The percentage aleveloped landhat wasin England and
Wales was at modt3.5% in 2000 (Barkef008). Around36% of land is protected from development
(nearly60% in the SoufiEast) either throughn@ironmental designationse.g Areas of Outstanding
Natural Beauty, National Parks and Sites of Special Scientific Interest) or through Green Belts. It is worth
noting that Green Bt&, which cover arounti3% of English land, do not correspond to an environmental
designation, but to a pilaing policy designation aimed at preventing urban spr@arker,2004)
GO-Science (2010) estimates that the land take corresponding to th®200¥ objective of 24@00new
buildings per year would be 0.%6of total landin England. Everbuilding 120000 houses per year ihe
South East over ten yeaisan extreme assumptiérwould only take 0.7% of the tdal regional land area
(Barker,2004)?

Reforming planning is key

2.26 The planning syem has been a major obstacle to the expansion of housin@ (BoX.oosening
planning constraints in a way that would be consistent with the protection of the environment and social
objectives could have a significant impact on house pridéser and \ermeulen (2010gstimate that
regulatory constraints have a substantive positivellumgimpact on house prices, whereas the effect of
constraints due to scarcity of developable land is confined to highly urbanised &réws.planning
regulationswere completely relagd, house prices would 24 t038% lower (in 2008) andhe standard
deviationof prices som&0 to 52% lower (over the period 974 t02008). Obviously, it is neither feasible

nor desirable to completely relax the planniagulations, buthe estimates clearly showageimpact of
planning constraints on the level and volatility of house prices.
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Box 2.3. The topi down planning system did not allow enough homes to be built

The topi down planning system originated in the Town and Country Planning Act 1947. The new government has
set out to reform the system, which has failed to deliver enough building spots, at least over the past two decades.’
This box describes the topi down planning system as it operated until midi 2010.

National targets for the number of new homes were derived from demographic projections, which were translated
into regional spatial strategies (RSS) and local development frameworks (LDF). The RSS provided a broad
development strategy for the region over the next 15 to 20 years, identified areas for new housing and regeneration
and priorities for infrastructure and the environment. The LDF determined the spatial planning i e.g. location, size and
type of new homes and proportion of affordable homes i for the local planningaut hori tyés (LPA
LPAs could negotiate developer contributions, in particular to infrastructure and affordable housing, as part of a
planning obligation (Section 106 of the Town and Country Planning Act 1990). The Community infrastructure levy (CIL)
was introduced in April 2010 to allow LPAs to tax planning gains to finance infrastructure in a way that is more
straightforward and predictable than through section 106 agreements.

Household number projections, which played a key role in RSSs, are very uncertain, especially at the regional
level (Barker, 2008). Moreover, trendi based household projections do not take into account market signals, in
particular the impact of house prices on housing demand and household formation (Meen and Andrews, 2008). Hence,
building the right amount of homes in the right places has proved challenging. To overcome these difficulties and in
response to a recommendation of the Barker Review of Housing Supply (Barker, 2004), the then government adopted
affordability targets and set up the National Housing and Planning Advice Unit (NHPAU) in 2006 to monitor affordability
and housing supply and to advise the government and the regions.

The planning system also set brownfield and density targets, which have been criticised for having led to the
provision of too many flats, when households prefer houses, and to the disappearance of gardens in urban areas
-socal | ed figarden groa®i ngod (Nickell,

1. The phnning system has also raised obstacles to business exparasiopointed out by the Barker review of land use planning (Barker,b2Gog1

successive editions of OECD Going for growtand renewable energy projects.

2. Gardens used to be classified aswnfield. This is no longer the case since J2@E0.

2.27 In granting planning permissions, the authorities should weigh the costs and benefits of
development more carefully. The planning systday$ an essentialole in promoting environmental

- including climate chiage mitigation and adaptatianand social objetives such asrban regeneration,
protection of town centres, shaping of cities. However, the Barker review of land use planning painte
that the economic benefits of development might not receive enough consideration in planning decisions
and that the planning system should be more respe to price signals (Barke?D06b).However,both

the benefits and costs of more developneatdifficult to evaluate. Benefits are often diffuse, indirect

- e.g.impacts on jobs, growth and income distribuioand longterm. Costs include possible loss of
amenity, ecosystem resilience or environmental quality, which are difficult to valuertiNdgss, recent
studies suggest thdiased on a full casbenefit analysis, the planning system is excessively restrictive. In
particular, the Government Office for Science report on Land Use Futures states that:

iThere is a str ongning controls oni land in some arebsh especiaflyl imthe
South East of England, are tighter than can be justified by current valuations of the net costs of
development. Releasing land for development in areas of high demand can confer large social welfare
gains and would require some relaxation of planning policy. Theikemg social, economic and
environmental costs and bene(GOScencedDlO)l need t o be

2.28 The new goernment has decided on a major overhaul of the planning system. The central idea,

in accordance with theocalism agendai s t o ficreate a planning system
framework of planning priorities and policies, within which local geoand their accountable local
governments can produce their own distinctive local policies to create communities which are sustainable,
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attracti ve anGbnsgnmtivaParty 2010). Aceoedinglythé tof down building targets and

the regionalevel of planning have been abolished and the NHPAU closed. Local planning authorities will

be responsible for assessing local housing needs and identifying suitable areas where land can be released
to meet these needs. The New Homes Bonus (NHB) willigeoan incentive for communities to allow
development by offering a central government transfer to local authoritiesiélelesthe amount raised

on new homes through the council tax foryars

2.29 Replacing the taidown planning system with a decentralised framework where local authorities
are empowered to set their development priorities and have incentives to allow building is attractive in
principle. A fundamental weakness of theitdpwn planning system was that it provided few incentives

for local authorities to allow development. As noted earlier, the benefits of development are often diffuse,
indirect and longterm, while the associated costs are local, visible andiséort (Barker2006b). Local
residents are often not supportive of house building in their local area, an attitude often referred to as
NIMBYism (Not In My Back Yard) A recent survey carried out by YouGov for the NHPAU shows that

on average only about one in two Englétults supports house building in their local area, although there

iS more support among younger people, ia torth East, and in London (NA®, 2010). Increased
resistance to targets set by national and regional authorities at the local level is daanimpason why

the top down system has failed to deliver enough homes to prevent a sharp reduction of affordability in
recent year¢Burgessetal., 2010). Fosteringhe willingness of communities to support development will

be a key chakthesagaerted phe2wiobpg system ( Box

Box 2.4. Encouraging local communities to promote development

Providing the right level of incentives to local authorities for allowing development is important. Growing
communities require costly public investment in infrastructure and services. The expansion of towns and cities may
also result in loss of amenity and increased congestion. House prices may be negatively affected. Against these costs,
benefits to residents, such as increased vitality or enhanced job potential, are less apparent. In fact, a large share of
the benefits is likely to accrue to newcomers. Hence, residents often tend to resist development. Overcoming this
resistance requires appropriate incentives.

If residents are confident that expansion will bring with it the funding required to maintain infrastructure and public
services, or even allow improvement in services and lower local taxes, they will be more willing to accept new
developments. The YouGov survey mentioned above shows that more than three quarters of people would support
house building if they were sure local services (e.g. GP surgeries, hospitals and schools) would not suffer. People
would also be more favourable to development if adequate infrastructure (e.g. roads, utilities) was provided and if the
homes were fAwell desi gned an dand went ioéoeappeaplg. Only 18% of hdmeowrers
mentioned a negative impact on house prices as a reason for opposing development (NHPAU, 2010).

The new government has commit t ed t o providing fAstrong incenti ves:
under severe pressure, funding local infrastructure investments is likely to prove challenging. The level of incentives
required to generate sufficient housing supply remains uncertain. The New Homes Bonus could prove insufficient to
motivate some communities to allow development. The new community infrastructure levy could contribute significantly
to adequate provision of infrastructure. However, providing the right incentives for local communities to adopt a more
positive attitude towards development might require a move towards a more decentralised tax system. For example, in
Austria, Germany, Switzerland and the United States, local authorities receive a larger share of taxes paid by their
residents, which encourages them to allow construction. Supply in these countries has been much more responsive to
demand than in the United Kingdom. Some communities, especially among the wealthiest, might resist development
altogether and even more the building of affordable housing, arguing that additional housing is not needed in their
area. The evolution of housing completions should be monitored very closely and the level of incentives revised if
needed.

2.30 Decentralisation also offers an opportunity to streamline the planning system. Once local plans
are endorsed by communities, fesumption of sustainable developmérthe right to build provided

that development conform® thatioral standards and the local plarshould speed up the process of
granting planning permission and make it mpredictable (HMG2010). This could bring the system
closer to the zoning system operating in the Urfiades andNew Zealandor the Mater Plans in place in
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Austria, Germany andheNetherlands In these systems, a plan defines what type of building is
appropriate in a particular area and no development permission is required beyond the requirements of the
plan. Such systems tend to enba housing supply responsiveness relative to systems where individual
per mi ssions are required. However, it is fAimporta
they are delivered in practice ( B 200&ag For examplehe Dutch systerhas become increasingly
restrictive since the earfy990s.

231 The recent removal of the regional level of planning raises important concerns about strategic
planning of infrastructure and publiersices. In a number of areas, including health, education, transport,
waste management and flood prevention, consistencygdirmdinationbetween local plans is essential.

The Localism bill will setafinew st at udoopenateon lodalyauthoriie, public bodies and

private bodies that are critical to plana ki n g, such as | MHMGa20l0)Butct ur e
defining a precise framework for suchi operationis warranted. It is also important to ensure that the
strategic planning expertishat existed at the regional level is not lost (Burgesd., 2010). Furthermore

local planning authorities should be provided with technical assistance when needed.

232 As noted earlier, limitatins on the use of land for housing result more from planning constraints
than from the scarcity of suitable land. In particutamstruction of dwellingss severely constrained by
Green Belts. The fundamental aim of Green Belts is to prevent urban sptrewl also play a role in
achieving other objectives, such as protecting the environorepteserving the character of historic
towns. But these objectives would be better achieved through land protection closely tied to environmental
or social interestather than location around urban areas. Gixdis include previously developed land

and farmland with limited environmental value. Locating homes beyond the Green Belt increases
commuting distances and carbon emissionses€hconsiderations point t@wmnsidering Green Belt
boundaries (Barkef00&). Changes in boundaries should be justified by a transparent assessment of the
full benefits and costd including environmental and social of allowing development. Such an
assessmentould help overcome sistance to change, as there is wmteadpublic support for Green

Bel t s, perhaps because Ait i s n oGreenBtlts, and it is hlsot peo
unlikely that many appreciateitsexnt or i ndi r @aO®). costsd (Barker,

2.33 A fundamental question is the location and type of new building sites to be delivered by the
bottoni up planning systen his will depend on local circumstances. Nevertheless, general questions may
be raised.Increasing home supply implies either higher housing density or new land development
(Box 2.5). In the early days of the system created by Than and Country Planning A&@947, urban
containment was accompanied by the creation of new towrtstonanodate growing demand for housing.
Later, the focus moved to increasing density within cities and allocating land for development in growth
areas alongransport corridors (Solution2009). The previous government also tried to revive the Garden
city idea in the form of Eddowns,but with limited succesglue to design problems and local opposition.
The new government has announced the end of growth area funding and the Thames Gateway programme,
which aimed at maximising the potential of the Thamete@ay to provide London with the space to
grow (HMT, 2010). Overall, whethecurrentplanningpolicies candeliver the land forenough housing
where it is needes uncertairand their development will need to be closely monitored.
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Box 2.5. Building the right type of housing in the right places

Over the past decade, the government encouraged development of brownfield sites and filensificationg with
some success. A target of 60% of all new developments to be built on brownfield land was set in 1998, which was
consistently met in the 2000s, with the proportion of homes built on brownfield land reaching 80% in 2008. The
average density of new housing has increased from less than 25 dwellings per hectare before 2002 to over 40 in 2007
(GOi Science, 2010). Notwithstanding this success, it should be noted that in a long term perspective the availability of
brownfield land is limited and that not all brownfield spots are in areas of high demand.”

Brownfield development spares land for other uses, helps city regeneration and tends to reduce infrastructure
costs, even though building infrastructure in high density areas can be expensive. High density is often assumed to be
friendlier to the environment as it would induce less use of transports and highi density buildings would tend to be
more energy efficient. However, this view is increasingly challenged (GOi Science, 2010, Solutions, 2009). Even if high
density building were to lower carbon emissions, instruments such as congestion charges or a carbon tax would
presumably be more effective than the planning system in promoting efficient energy use. Besides, low density
housing would be better for biodiversity than monoi cultural farmland (Evans and Hartwich, 2005).

UK households have a high propensity to live in houses rather than in flats. The proportion of the population living
in flats is the second lowest in the European Union (27 countries) after Ireland (Eurostat, Housing statistics, 2010).
Surveys confirm that British households have a strong preference towards living in houses and housing policies have
often been accused of leading to the construction of too many flats and too few houses. Subscribing to this view, the
new government has abolished density targets. This implies that more land will need to be released for building,
especially greenfield land.

1. GOiSci ence (2010) notes that Iésites tonbe usedito meetgb@ target farl the plannell shree rbillion extraf hory
by2020, not including the backlog of suppressed demando.

Strong competition in the construction sector can contribute to lower costs and increased supply

2.34 The housebuilding sector has been hitddaby the recession and its production capacity and
supply chains have been affected. The sector is heterogeneous, comprising many small busimeswks
60007 and a few large developetbe top six of which account fd0% of output (Pretty and
Hackett, 2009). Most companies are concerned with high debt levels antifloasimanagement. Tight

credit conditions weigh particularly on small and medium enterprises. Low interest rates have mitigated the
problem for the firms that have retained accessdditcr

2.35 A strong and competitiveonstructionindustry is vital to the provision of quality housing.
Housé building is an inherently risky business because of the length of the production wgdieea
difficulty to predictcosts, especially in amncertainmarket ad regulatory environment (Ba010).Real
construction costs increased 48.9% intheUK over the perio@00Q 2007 compared to an aege

of 17.7% in a sample of I®ECD countries(André,2010).To some extent, this might be linked to the
increase in brownfield development, which tends to be more expensive than building on greenfield. The
volatility of land and property markets has probably also contributed to increasing costs.

2.36 Reforms in the planning system and housing taxation would lead to a more stable and predictable
environment, which would have positive effects on hidma i | der sé per f or mance. Pl
led to a situation in which the houigeilding industry derives most of its profits frogains onland

values The scarcity of land exacerbates competition between iHarilders to secure building plots and

reduces competition on the design and qualityooistruction. Restricted access to land in an area acts as a
barrier to the entry of competitors for developers that have secured land. Facing little competition, these
homé builders havedssincentive to innovate and improve quality. Indeed, customesfaeation with

housé builders tends to be low. The volatility of house prices and the uncertainty in gaining planning
permission increase the risks for developers, resultimgdo@d investment in technology, innovation,
workforce training, brownfield delopment and gonsiveness of supply (Barkgf04).
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2.37 The framework improvements outlined above would improve the operational environment of the
construction industry and make holseilders moe efficient. Structural sources of difficulties for
housebuilders stem from regulations that increase costs and uncertainties. Negotiations of development
conditions (Sectiol06; see Bo®.3) have become increasingly complicated and delay planning
agreerents.Building regulations also tend to be cumbersome and their evolution uncertain, especially on
sustainability standards. Regulations should famusutcomesather than means, allowing the industry to

find the most effective means to meet specifiatdards.

2.38 Policies should also make sure that @nstructionindustry remains competitiveAs noted
above, a small number of firms account for a large share of output. Large developerslzatealsble to
secure access to land and planning perorissthan smaller ones (Adarasal., 2008).But, except for
obshcles to access to land, the Wénhstruction industry generally looks competitive. A comprehensive
Office of Fair Trading(OFT) markeé study of homebuilding fifound little evidence of competition
problems with the delivergf new homes ithe UKo  ( @B08), Marki ups in the sector seem to be quite
low by international standardslso suggedng fairly strong competitie pressures in théndustry
(Andrews etal., 201). Neverthelessthe OFT has recently uncoveredcases of il rigging in the
construction industry in Englan@©ECD,2008). Ths calls for a close monitoring of théegree of
competitionin the industry The UKconstruction setor sufferedrom a lack of skilled workers in recent
years prior to the crisis albeit mitigated by immigration. A sufficient amount of high quality
apprenticeshipin constructioinrelated trades should Ibeadeavailable to avoid bottlenecks whdamand
picksup.

The rental market is important and may benefit from greater professionalisation

2.39 A dynamic private rental market forms an important part of the housing market and can play a
role in danpening overheating in the owiieccupied housing market and may facilitate labour mobility
(Priemus and Maclennah998 Caldera Sanchez and Andres28,11).The rise in the private rental market

has contributed to limiting increases in rents and hasgedwan alternative to home ownership for young,
relatively highiincome households, which require a high degree of mol§Niigen and Andrew2008)
However, the increase in demand for housing to let has also arguably added to pressures on house prices
during the expansion. Growth in the btgi let market was mainly driven by expectations of capital gains.

A study by theBuilding Societies Associatioshows that nearly half of investors were motivated both by
the rental income and the gpect of capital gas, but37%valued the latteonly, while just one fifth was
interested only in rental proceeds. A widely cited motive for investing ifitbiigt is accumulating
capital forretirementBSA, 2007).

240 In an environment of stagnating or declining house prices and reduced mortgage availability, the
prospects for the biyoi let market are uncertain. Higher taxes on capital gains for rented dwellings also
make the investment less attractive and cutkénHousing Benefit are likely to discourage investment at

the lower end of the market. The development of professional investment in the rental market, in particular
by institutional investors such as pension funds, would be beneficial. Such investprsmase long term

leases and expertise in management and maintenance. Regulating professional investors is also easier than
for individual landlords. By managing large portfolios, institutional investors can spread riskbyand
adopting a lonterm view they can have a stabilising influence on the demand for dwellings. From the
point of view of investorsa portfolio of houses for rent should have an attractivé msirn profile in the

l ong term. However, i nst it ashintensia)] cyciical and slativelydighv i e w
r i s k o arfdRaclett 2009). Other reasons why they have been reluctant to invest in housing include
costly regulation, low rental yields, reputational risk, high management costs and lack of scale. Measures
favouring the stability of the housing market, as those outlined above, could make it more attractive to
institutional investors.
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Social and subsidised housing

241 To provide decent housing for vio income households, the policy framework in the
UnitedKingdom incorporates both supplgide measures, such as social housing, and désided
supporting benefits, notably the Local Housing Allowance (LHA), a mi¢asied benefit claimed by
people in work retired, unemployed or on disability benefi®ver the last thirty years, there has been a
shift from supporting supply to demdrside subsidies, the latter now accounting for more thartHinads

of the total, as @sonal subsidies in this form haveelmeconsidered more effective than social housing
financed through bricksand mortar subsidies. The private supply of rented housing has failed to make up
for the reduction in socigbrovision however (Figur.11). In fact, there seems to be a generakpat
across countries that demasitle subsidies have not prompted the supply response ipoh&grs
expected(Maclennan2005; Lawson and Milligan2007. The cost of the LHA has almost doubled in
nominal terms over the past decade, as a resuftedianprivate rents increasing by alma¥®46 and an
increase in the number of claimasiace the beginning of the economic downtumaddition, the LHA,

being mearigested, generates disentives to work and savglills, 2007) The marginal deduction of
bendits upon retirn to work can reach more th88%. Some cases of inequity, where households on
benefits are able to live in houses many working people cannot afford, have been well publicisiesl. But
new government 6s r ef or myingwforithe budggteis ligely aotrasutt qn a sharg n i f i
decline in income and deterioration in housing conditions for maniyin@@me households (SSAC010.

Figure 2.11. Permanent dwellings completed, by tenure
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242 The Local Housing Allowance (LHA) reform, which is pasf a broader welfare reform,
includes:i) setting the LHArates at the 30percentile ofocal rents, instead of the mediai);introducing

an absolute cap on amounts payable by size of propertyijipmtreasing LHArates over time in line

with the consumer price index (CPI) rather than actual market rents. Housing beneéfils wit fo

virtually all LHA claimants, including many Idvincome employeeBecause othe significant numbers

of LHA claimants in th&JK private rental sector, theagernment expects these changes to have a dynamic
effect on private sector rents. Some householidgit be able to negotiate a rent reduction and others will

be able to cut other spending. However, estimates by external commentators that do not allow for dynamic
impacts suggeghat betwee58 000 and 13900households could face an involuntary moveswaiction
(Fenton,2010). This implies that if anticipated dynamic effects do not occur, social segregation may
increase, with the social consequences observed in England and in many other countries. Homelessness
assistance expenditure and other coststadl to the impact of poor housing on individuals might also
increase (Diacoretal., 2010). The indexation of the LHA on the CPI from A@013 would further
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reduce housing possibilities for LHA claimants, unless there is a marked slowdown in rentescrea
which is only likely if housing supply increases significantly or income growth proves particularly
sluggish. To mitigate these risks, the Government recently announced that it would extend powers for local
authorities to pay LHA directly to landloraghere they agree to reduce rents to affordable levels.

243 Housing services to those most in need could be delivered by social housinfnadrieh rents.

Nearly a fifth of English households évn social housing provided almost equally by local councils and
Housing Associations. This is one of the highglstires of social housing in tR¥CD, lower than in
theNetherlandgaround a third) and Austria (about a quarter), but similar to Francen®& and Sweden
(Scanlon and Whitehea#®l007). Nevertheless, since th@80s the proportion of households in social
housing has been declining despite rising demand, as the right to buy allowed many social tenants to
become homiewners while constructiodeclined.

244 To avoid poverty trapgjousing policies shouldlsoaim at better integrating social housing into

the wider housing system, promoting tenure flexibility, facilitating labour mobidlitg creating mixed
communitiesWhile social housing provides an essential safety net for vulnerable populations with limited
access to quality private housingajipears t@reate unemployment (Dwelly2006). In 2006, more than

half of the workingage pulation living in social housing was out of paid employment. Controlling for
personal characteristics to account for the fact that the social sector disproportionately houses
disadvantaged people, the probability of being employed is still significamtlyr in social housig than

in other tenures (Hill2007). Low employment rates among social tenants can be linked to a number of
factors, including segregation, neighbourhood effects, welfare benefits providing little incentives for work
andthe difficulty of moving. Clearly all these problems cannot be tackled by housing policies alone and
coi ordinatal social policy interventions are warranted.

245 The new government hasommitted to deliveing up to150000new affordable homes

by 201415 (HM Treasury2010) Some charities have argued that it is less thairéa@hwhat is needed
(Shelter,2010). New affordable homes would be financed by allowing social landlords to charge highe
rents for newtenantsi up to80% of market rentscompared to a median of bel®©% todayi and by
capital investment, though this will be sharply reduced from past levels. It is unclear whether such
arrangements will provide sufficient funding and incentives to nieetarget. Since the 1a1®80s, local
councils have been discouraged from investing in housing, in particular byferiegng theHousing
Revenue AccountHRA), which pools and redistributes nationally proceeds from rents and dwelling sales
under the Ripgt to Buy (DCLG,2007). The announced dismantling of the HRA could provide new
opportunities for the development of council housing. However, house building by local authorities is no
almost negligiblg less thar2% of social dwelling completions.

2.46 Therefore, Housing Associatiorsse likely to continue to provide the bulk of new affordable
housing.These nonprofit institutions have been the main providers of new homes in the social sector
since policies encouraged local councils to transfer to them a large share of the social stock in the
late 1980s Whitehead2007). Importantly, around half of affordable social housing is currently built by
private housibuilders for Housing AssociationmderSection106 agreementgPrettyandHacket 2009).

As noted earlier, SectiatD6agreements allowing for a variety of contributions from developers have
made the planning process increasingdmplicated and slow. Howevere&ion106agreements have

been successful in providing affordable homes and creating migethmunities (Burgess and
Monk, 2010). Hence there is @se for focussing Sectid@6agreements on the provision of affordable
housingin areas where this type of housing is needed

247 Bringing in more private financing for affordable housing would algpvernment grants to be
better targeted on areas where socialrnstuare likely to be high, such adan regenerationThe
reductionsin public grants, which financed about a third of new affordable housiiigmake funding
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new constructiorchallenging Housing Association will need to leverage public funds with more private
finance than in the past to finance their developmentugirahe issuance of bonds or equities (P ratty
Hackett 2009). Bond financing has been quitecsessful since the Housing At988 set the formal
framework for introducing private finance in social housing funding (Whitehead and Williams, Z0@9).
Housing Benefithasprovided a guarantee for private investors in affordable hoysang saling it back

will make investment inhis aredess attractive. Attracting private equity into Housing Associations could
increase financing possibilities.h& Housilg and Regeneration ARD08 allows the registration of
for-profit enterprises as Housing Associatidram April 2010 (Elphicke2010). The legislation ensures
the same level of protection to tenants of fwpfit and noiiprofit Housing Associations. A stng equity
base facilitates investment in Idrigrm and risky projects, such as urban regeneratimi profit
organisation active in both the market and social sectors can usésatzsdisation to finance social
housing. However, 1 is crucial thatHousng Associations are carefully regulated so that excessive
risk-taking in market activity does not put the provision of affordable housing at risk.

248 Affordable housing also needs to be more lekie and mor e responsive ta
housing has become more and more polarised over the past two decades, with particular concentrations of
deprivation in some specific neighbourhoods and estates. Residents and neighbourhoods have been
increasingly stigmatised and social housing has tended to become the tenure of last resort. To remove the
stigma associated with living in social housing it is essential to credied communities.
Sectionl06 agreements provide a useful contribution to thigaive. In addition, policies should promote

more flexible tenures. One example is the HomeBuy scheme, whadbles social tenants, key workers

and firsi time buyers to buy a share of a home and get onto the housing IBgdglowing social tenants

to become homeowners within their neighbourhood, sliaredership schemes promote tenure and social

mix. They allow households who cannot buy outright to participate in capital gains in rising markets.
Share@ownership also allows flexibility during recesssprwhen people facing difficulties repaying their

loans can reduce their equity or stay in their homes as tenants. Older people could also withdraw equity
from their homes to finance consumption.

Property aixation could have a stabilising effect

249 The current set of housingelated taxes in thaJnitedKingdom is quite regressive and
encourages excessive demand for housing, which is particularly harmful in a situation where supply is
heavily constraned (Andrews 2010)° More effectivetaxation could help contain demand and stabilise the
housing market. Mrtgage interestgre no longertax deductible sincB001 and recurrent taxesn
immovable propertare comparatively high (OECR009b)° On the oher hand, imputed rents and capital
gains on ownémoccupied houses are not taxed and there is no VAT on new construction. Finally, there is a
stamp duty land tax on housing transactions, but it is @nage not very high by Europestandards

(EMF, 2006).UK housing taxation appears to favour wealthier and older households relgiver¢éo and
younger ones (Evan2009). As an investment good, owri@ccupied housing does not seem to be
excessively adantaged, as other investmeiitsuch as Individual Sawys AccountgISA) and pension

fundsi also benefit from exemptions from taxes on dividends and capital gains. As a consumption good,
the absence of VAT on new homes advantages housing over other goods, even if this advantage is partly
offset by the exigince of the Stamp dulgnd taxand the Council tax (IF&004).

250 The introduction of a property tax related to market values has been widely recommended
(e.g.Barker,2004; IFS2004; IMF,2005 Muellbauer2005; OECD,2005. The Mirrlees review also
concludes that ACounci l tax shoul dualbe prefper mgd v
(Mirrlees,2010). The Council tax is a local tax on property. Its level is set by local autisoritithough

relative tax rates between properties in different valuation bands are determined by central government.
Property valuations used for this purpose are still based onvad@dtionsi except in Waleswhere a
revaluation was caed out in 2005(based on 200Broperty valuesyand Northern Ireland (which has
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domestic rates rather than council tax), favouring households whose house values have increased most.
Furthermore, the Council tax is highly regressive. In England, xhiéatzility for properties ovel£320000

is only twice the liability for properties of £10D0 and three timethe liability for houses undeéi40000.

Low income households are entitled to a council tax benefit. However kéheas only aroun@5% An

additional undesirdb feature of this tax in a context of housing shortages is a discount on second and
empty homes. Hence, the Council tax should be reformed or replaced by a property tax based on current
market values or a land tax (Crawsh2@09). One positive aspectthie Council tax is that as a local tax

it provides local authorities with a steady flow of income independent of central government. Any reform
proposal needs to take this into account.

251 Scrapping the Stamp dutiand taxand replacing it with a recurrent tax on property would also
increase efficiency. As with any transaction tax, the Stampldaotytaxpenalises mobility, with negative
consequences on the labour market and economic growthditioagdthe Stamp dutjand taxincreases
the amount of cash neededi trpnt by housébuyers penalising young households with little savings in
high prices areas. The government tried to use Stampahdytaxholidays to buttress the market during
the arly 1990s downturn and again very recently. The results of such initiatives in boostisertiams

are mixed (Nationwide2010). While using the Stamp duignd taxto dampen cyclical fluctuations can
make sense in theory, getting the right timing fbamges in rates is challenging and other instruments
might be more appropriate.

252 Tax neutrality consierations would support chargidAT on new homes, especially as VAT is
chargedon repair, maintenance andmprovementsof existing homes (Evan2009). Housing seems to
benefit from a more favourable tax treatment as a consumption good, than as an investment vehicle.
However, charginy AT on new homes would reduce housing supply incentives, wisiatiearly not
desirable in the current environment.

2.53 A property tax would mitigate adverse distributional effects of supply restrictions. Planning
constraints, which to some extent reflecteemtil costs, translate into high house prices, which should
reduce demand for land and houses. However, houses are investments as well as consumption goods. As
planning constraints lead to rising house prices and thereby expected capital gains, thiheloser cost

of housing. In other words, housing is expensive but the prospects of capital gains are high. This leads
those who can afford it to oviezonsume (Barke£008). As a result, others, especially young households,

are increasingly excluded fronomeownership. In some sense, the implicit tax falls on those who can the
least afford it, exacerbating wealth inequalities.

2.54 A tax on actual property values would likely slow growth in houskbdebt and housing demand,

by moderating the financial acceleratasincreases in mortgage debt over recent years mainly came from
existing homeowners taking advantage dfimg housing wealth to increase investnsant dwellings or
withdraw equity. It vould also make it less attractive to buy houses for an investment motive and provide a
disincentive to leave homes empt4 property tax would increasdnd user cost of housingontain
housing demand through income and collateral effects, and limit exjpest of house price increases.
These effects are difficult to quantify, but rough estimates sugges tratperty tax linked to the value of
housesvould have loweregricesby around20% at the peak of the market in 2007is result is broadly

in line with estimates indicating that the introduction of adgquivalent taa sixth of imputed rents could
lead to &0 t025% fall in prices reported by Muellbauer (200B8)ore stable house prices would foster
more balanced and sustainable economic gromtile wealth could be more equally distributed.

255 The implementation of a property value tax requires consideration of four additional factors.
First, aproperty taxbased on market valuegould bting volatile proceeds, which is undesirable for local
finances. Therefore, its introduction would require a reorganisation of public finances between central and
local governmentSecond, a regular updating of property values entails administrative loost$ese
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seem manageable. The Lyons inguikyons, 2007)st at es t hat it he technol og:
with a revaluation relatively cost efted v e | yOECDcountmegeassess cadastral values at least every

five years Johanssor011). Third, as the introductionf a property value tax can have a significant effect

on house pricest might be judicios to phase it in progressiveRolicymakers should consider the timing

of measures carefully in order not to destabilise a vulnerable m&deguard mechanisms for housing

rich butincome poor households, mainly retired, woalsoneed to be devise@ptions would be to defer

the paymentill the sale of the house or the death of the own¢o develop an efficient market for equity
withdrawal to pay for taxesFourth, should replacing the stamp duty and the council tax by a property
value tax prove politically infeasible, fast stepcould beto basethe council taxon regularly updated

property valuations

Box 2.6. Recommendations on housing

9 Housing supply. Make supply of housing more responsive to demand by loosening planning restrictions,
including replacing Green Belts by landi use restrictions that better reflect environmental designations.
Monitor the impact of the planning reform on housing supply closely to assess whether development
incentives for local communities are sufficiently strong and review incentives if necessary. Provide an
adequate framework for strategic planning.

Housing taxation. The current council tax and stamp duty should be replaced by a property tax based on
market values. As a minimum first step, the council tax could be based on regularly updated property
valuations. Safeguard mechanisms for housing rich but income poor households, mainly retired, might also
need to be devised. Options would be to defer the payment until the sale of the house or the death of the
owner or to develop an efficient market for equity withdrawal to pay for taxes.

Housing affordability. Housing policies should ensure access to decent affordable housing or financial
support for households unable to access it through the market. This can be achieved through a mix of
meansi tested housing benefits and subsidies for affordable housing construction, paying attention to the
diversity of local needs. It is crucial that housing policies are designed in a way that encourages mixed
communities and avoids creating obstacles to mobility and poverty traps.

Construction competition. Enhance competition between developers by facilitating even access to land.

Construction workforce. Provide high quality apprenticeship in construction related trades to ensure no
shortage of skilled workforce hinders construction growth when demand picks up.

Notes

1. The numbers referotthe total construction sector, which also includesi hoasing related activities.
However, nohdwelling construction is strongly correlated with the housing cycle.

2. Housing equity withdrawals new borrowing secured on dwellings that is not itegédn the housing
market €.g.not used for house purchase or home improvements), so it represents additional funds
available for reinvestment or to finance consumption sper{@agk of England)

3. The average flor space in new dwellings is ™ in the UK, the smélest in the Europeabnion
(15 countries), compared to aniwmeightedEU average of about00m? (Evans and Hartwict2005).
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4, The latter estimate assum#sat60% of homes would be built on Brownfield, corresponding to the
government targedt the time the estimation was madehich has been consistently exceeded over recent
years.

5. The owneroccupier tax advantage is estimated at £B8libn in 2007 08. This is higher than the

£15.7billion Housing Benefit bill in the same year. The taxaatages included in this estimation are the
absence of tax on imputed rents and of capital gains tax on principal residences (@ialco2010).

6. Recurrent taxes on immovable propeatyiounted to 3.2% of GDP in 200Mowever, this item includes
taxes on businest e.g.shops, factories and offices. Taxes on households (essentially the council tax)
represented.7% of GDP, which is the highest among countries reporting this item.
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Chapter 3.

Reforming education in England

Despite significant increases in spending on child care and education during the last,decade
PISAscores suggest thaducational performanceemains sitic, uneven and strongly related o
parentsdé i ncome a ndilcatibral pdfgrmamae rcauldmpmde tatioar market
outcomesraise growthlower the consequences of a disadvantaged backgranddncrease socijl

mobility. Given the austere fial outlook improvements have to come from higher efficiency rather
than further spendingMore focused pfieschool spending on disadvantaged children could improve
skill formation. Betteii targeted funding for disadvantaged children combined with strengtu
incentives for schools to attract and support these students wouldalgty educational outcomes.
The government is increasing user choice by expanding the academigeammeand introducing
Free Schools, but needs to closely follow effects oméaiess for disadvantaged childrérhe impact
of increasing user choice on educational outcomes is uncertain, but the government |should
experiment with proscribing the use of residence criteria in admission to local goverpment
maintained schools in somlecal authorities. Rforms to increase supply flexibilitghould be
pursued All government funded schools should enjoy the same freedom in hiring and wage setting to
level the playing field across different school types.better gauge progress and infior policy
makers, schools and parents on educational outcoausttional performanceneasures should be
developed and steps taken to lessen the reliance on grades in performance mandgsuffarient
supply of highquality vocationalprogrammesand tertary education study places hampauman
capital formation andyrowth Stabilisingand simplifying vocational education by more focus on TJigh

guality apprenticeshigpwould support participationThe government needs to find efficient measures
to raise paricipation especially among children from low income families to replace the abolished
educational maintenance allowance. Further reforms to funding of higher education could|lower

A~

taxpayer s 0 ficaoce & reeedadrexpankienlinghe sector.

International test scores suggest that educational outcomes have not improved

31 Educational outcomes and human capital formation are among the most impoxarg dfi
economic growth and contribute to human Wwedling (See Bo8.1). Furthermore, large differences in
educational outcomes increase income inequality. Differences in educational outcomes also lower
intergenerational social mobility, as children gjiiincome parents tend to achieve beittetheeducation
systemthan their peers (Blandeial., 2007). Incomes and educational outcomes are unevenly distributed
in the UnitedKingdom compared to many oth€@ECD countries and intergenerational social hility is

low (Figure3.1, first panel).

3.2 Evaluating educational reforms andeidifying efficient policies isoften difficult however.
Firstly, conclusive evaluations in terms of labour marked aocial outcomes can often not be performed
until groups affected by policies have reached adult age, which may take plgear2@fter policies have
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been introduced. Developing and analysing intermediate indicators of outcomes therefore needs to be an
important part of the evaluation of polici€3econdly,policy evaluation is difficult as education systems

are complex by their nature and different countries seem to be able to perform well under different
institutional settings (Braconier and Bilon, forthcoming). This means that reforms has to be seen in a
countryi specific institutional context.

3.3 During the last ten yearsambitious reforms aiming at improving educational outcomes,
addressig inequality and increasingocial mobility hae been pursued in Englandpehding on
pre-sschool education (hencefortngl schooling and schoolindhas risen substantialffFigure3.1, second
panel). Major reformshaveaimed at supporting disadvantageddren and familiesoy addressing child
poverty and work incentives for parentsThese policies have been successfutaducing poverty, in
particular among children and pensioners the last decade (8bgte 2010). Progress on improving
educational oicomes and lowering educational inequality has been limited however (Bidgupanel3
and4).

Figure 3.1. Educational and social outcomes in the United Kingdom and England
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1. Education expenditure by Central and Local Government in England. Excludes DfE administration costs and expenditure on
other areas than education, for instance on children and families and on skills.

2. Measured as impact of parent income on children's cognitive skills at 6 years age.

3. PIPs is used by a relatively small number of schools and there have been concerns about the robustness of the test results
(Statistics Commission Report, 2005).

Source: Panel 1: Data on intergenerational earnings elasticity are based on the metai analysis carried out by Corak (2006) for most
countries. Those for Spain, Australia and Italy are from D'Addio (2006). Data on income inequality are from the OECD. Panel 2:
Department Annual Report 2009. Panel 3: PISA database, Mullis et al. (2007 and 2008) and Merrel, Tymms and Jones (2007).
Panel 4: Blanden and Machin (2007).
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Box 3.1. Wellbeing in the United Kingdom

GDP as a measure of wellbeing has well known drawbacks, recently highlighted by Stiglitz et al. (2009). GDP
mainly reflects market production, excluding e.g. household production. Furthermore, Stiglitz et al. (2009) emphasise
that wellbeing is a multii dimensional concept, and identify, in addition to material living standards, a variety of other
important determinants of wellbeing. Examples are health, education, personal activities, political voice and
governance, social connections and relationships, environment and economic and physical insecurity. Other studies
also show that wellbeing is not just a function of income at a point in time, but adapts to changes in income. If GDP
growth slows, life satisfaction can decrease (Di Tella et al., 2003).

Policy makers are increasingly interested in these additional indicators and their determinants as complements to
GDP. An index of wellbeing has, for example, been developed in Canada, and the Australian government has
articulated the goal of improving the wellbeing of current and future generations (Australian Government, 2010). The
Australian Bureau of Statistics has published a dashboard of wellbeing indicators since 2002, along the lines spelled
out more comprehensively in Stiglitz et al. (2009). In the United Kingdom, the development of a wellbeing index as a
reference for policy was proposed recently by Prime Minister Cameron, building on work by the Office for National
Statistics (2010). The government® explicit goal is to improve the wellbeing of current and future generations. It has
recognised that wellbeing is a multii dimensional concept beyond GDP per capita and economic performance and
policy should take into account the stock of environmental, human and social resources. (Waldron, 2010). Efforts to
improve the measurement of wellbeing are being coi ordinated in an ongoing OECDpr oj ect on A Me ans
S o c i eashafelevw up to Stiglitz et al (2009).

Comparing wellbeing across countries and over time remains a challenge and there are many ways to measure
it. In recent years, a large body of theoretical and empirical research has examined the inherently complex conceptual
and measurement problems related to a broader concept of wellbeing. Research has been facilitated by the
development of internationally comparable wellbeing indicators (World Value Survey, Gallup World Poll). However,
these polls remain unofficial and are at times criticised as covering limited samples and changing excessively between
waves. Furthermore, these surveys have no variables on housing, although it can be an important determinant of
wellbeing. The types of wellbeing measures developed include expanded GDP, weighted averages of life satisfaction
indexes, and selfi reported subjective assessments of wellbeing based on survey data (Boarini etal.,, 2006).
Self-reported subjective wellbeing can be further divided into life satisfaction surveys (ranks of O to 10 of a person&
satisfaction with life) and emotional wellbeing indicators (a person& emotional feelings at a point in time) (Kahneman
and Deaton, 2010; Di Tella etal., 2001). Indexi based measures face problems with subjective weights, while
expanded GDP excludes potentially important factors of wellbeing. Studies based on selfi reported life satisfaction
avoid these problems, but are subject to challenging data interpretation issues. These studies, which are getting
increasing attention in the literature (Helliwell et al., 2008 and 2009), tend to show that selfi reported subjective
wellbeing has a strong correlation with income (Figure 3.2), but also that other factors, such as health, unemployment
and divorce, or quality of life indicators based on objective outcomes, are important.

Figure 3.2. Life satisfaction and GDP per capita across OECD countries, 2008t
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1. Life satisfaction is measures on an index scale from 0 to 10 of a person's satisfaction with life, from least to highest life
satisfaction.

Source: Gallup World Poll, 2008 and OECD, OECD Economic Outlook 88 database.
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Wellbeing measured by selfi reported life satisfaction in the United Kingdom is around the OECD average. The
ranking is slightly higher in the World Value Survey than in the World Gallup Poll in the 2008 (Figure 3.3). The
Scandinavian countries together with Canada, New Zealand and the Netherlands tend to perform strongly, while
Korea, Japan and ltaly perform less impressively. Life satisfaction in the United Kingdom stagnated between 1981
and 2008, despite strong GDP growth, while it improved in the OECD as a whole. During the same period,
UK self-assessed health and perceptions of the environment worsened, while perceptions of educational attainments
and being employed improved strongly. Perceptions of freedom of choice and control rose also according to the World
Values Survey (Figure 3.4).

Figure 3.3. Life satisfaction in OECD countries?
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life. The Gallup World Poll index scale goes from 0 to 10 and the World Value Survey index scale from 1 to 10.
Source: Gallup World Poll, 2008 and World Values Survey, 20057 2008.

Figure 3.4. Life satisfaction and other indicators in United Kingdom
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To better understand what drives self reported wellbeing in the United Kingdom relative to other OECD countries,
some tentative and explanatory empirical analysis was carried out (Annex 3.A2). The most important factors for
self-reported subjective wellbeing in the United Kingdom, apart from income, are self evaluated health, employment
status, perceived freedom of choice and perceptions of the environment (Figure 3.4). These factors are also important
for other OECD countries on average.l An increase in perceived health by one unit (for instance, moving from good
health to very good health), would increase overall life satisfaction by 0.53 on average in the United Kingdom,
compared to 0.65 in the average OECD country. Being unemployed strongly decreases life satisfaction which is in line
with other similar studies (Winkelmann and Winkelmann, 1998). As in other Angloi Saxon countries, perceptions of
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freedom of choice play a relatively large role for wellbeing in the United Kingdom. Approximately, a one point increase
in this variable improves wellbeing by 0.45. The perception of the current and future environment has a high coefficient
compared to the OECD average, suggesting that perceptions about environmental problems related to climate change
and air pollution affect wellbeing more in the United Kingdom than in most other OECD countries. Other significant
factors relate to perceptions of (selfi evaluated) insecurity, income inequality and social relations. Perceptions of
income inequality decrease life satisfaction in line with other studies (Alesina, Di Tella and MacCulloch 2004; Di Tella
and MacCulloch, 2006), but less so in the United Kingdom than in most other OECD countries. Finally, having a higher
educational level does not have a major direct impact on life satisfaction, but indirect effects through employment,
income and social relations are likely to be substantial. The above results show that apart from increasing incomes and
addressing inequalities, wellbeing could be enhanced by improving health and labour market outcomes and achieving
stronger freedom in life and addressing environmental concerns.

1. To compare the results for thinited Kingdomto those of th€©ECD on average, a statistical test was run to determine the significance of the diff
between the coefficients. Whilthis is not sigrficantly different from zero &% level of significance, it, however, suggests that the size of|

determinants of wellbeing estimated in tegressions isimilarto a OECDaverage

Better targeted prei schooling can support social miility and increase educational efficiency

34 Providing highi quality preschooling to children from disadvantaged backgrounds can yield high
social and private economic returns and support soadllitg (Goodman and Sianes2005; Heckman

and Masterov2007). The high returns reflect that disadvantaged families may lack access to credit and
may thusinvesttoo littlei n t hei r chi.l drogred s mgdu lkddaohskidlsnn creapm@a r e nt s
an efficient home learning environment or knowledge of the return that educatigieldamlso contribute

to underinvestmentProgrammes to address underinvestment are therefore warranted, especially as the
accumulation of both cognitive (intellectualld noficognitive (behavioural and social) skills during early
childhood have high knotkn effects, and complement later skitirmation (Cunha and Heckmaz10).
Inequalities in skill formation and attainment up until secondary schooling are the mmosttant
explanations for lower tertiary participation among groups with lower secamomic status in England
(Chowdryetal., 2010a).

35 Prd schooling expanded rapidly in thénited Kingdom during the early2000s, fuelled by new
programmes. The enrolment rate reached almost 95% in 2008, which is signifitighiy than the
OECDaveragef 72% (OECD, 2010).Prd schooling costs per full time equivalent are among the highest

in the OECDarea (Figee 3.5), although overall spending as a share of GDP is moderate, reflecting low
average hours per child. The expansion in England was driven by early Sure Start local programmes
(integrated early years provision, health and family support), the subsexpi@ilishment of Sure Start

Chi | dr e n 0 s theCeany tYeaes entitemedt (free nursery education per weeki fan@ 4 year

olds). While the initialSure Startprogramme focused on disadvantaged geographic areas, it has later
expanded into namisadrantaged areas.
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Figure 3.5. Annual spending per capita on prei primary education for children aged 3 and older
In equivalent USD using GDP PPPs, 2007*
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Source: OECD (2010b).

3.6 Impact evaluations of thBure Starprogramme have not provided clear resthspart because

of a large degee of local freedom in tailoring prograres and successive waves of irolits
(NESS,2008), but also due to the practicalities of establishing relevant control gr&apse evidence

suggests that the rotut of relatively inefficient free Sure Start day care has squeezed out more efficient
private nurseries (Sylvatal., 2009. The earliest phase of tiNational Evaluation of Sure StaMlESS

impact evaluation found little evidence of positive effects. However, more recent phases of the study have
found some positive impactdhese included #&assessed quality of the home environmehild

behaviour and child healthpossibly reflecting improvements in quality over tinf®@ECD,2008;
NESS,2008; NESS2010). According to teacher assessments in the Early Years Foundation Stage Profile,
schoolst artersdé | evel of devel op rmgaptbetweenstizdVoiowesioved s
achieving children and the rastirrowed fom 36% in 2008 t@3% in 2010.PIPs, which is an independent
assessment tool provided by Durham University aimed abobcétarters, show little improvement in

average cognitive abilities however (Merretlal., 2007). Furthermore, disadvantaged children seemed to
perform worse in 2006 than i n 20 0ykaroldslkagriitiee andh e i n
nori cogritive skills has if anything increased recently (Fig8rg, paml4). The apparent slippage in
cognitive skill levels among disadvantaged children at qmieool age is especially worrisome, as these

skills seem to be less malleable at higher ages thancagntive skills (Cuhna and Heckma®010;
Carneiroetal., 2007). To date, there has been noidmstefit analysis of Surstart

Box 3.2. Different measures of disadvantage

In this chapter, the term disadvantaged children (students) is used to loosely describe children (students) that
have lower abilities to achieve in prei schooling and the school environment and thus may be in need of extra support.
There is no uniform measure of disadvantage and variation in abilities is best seen as a continuum, where any specific
indicator will yield an (arbitrary) cuti off. A number of observable background statistics do correlate with low abilities
and achievements including child characteristics as ¢
socioi economic status, ethnicity and level of education. The most important indicators used in the United Kingdom
are:

I  Special educational needs (SEN) refers to children who have been assessed by the local authority (LA) to
have learning difficulties or disabilities and therefore needs extra support. LAs provide additional funding to
schools for children with stated SEN. In 2010, 2.7% of all pupils in English schools had a SEN statement.

'  Special educational needs without statement (or additional educational needs, AEN), refers to children who
are deemed by schools to have learning difficul t i es but wh o dtatemént from dhe ¢A.
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Learning difficulties are in practice less pronounced than for stated SENs and schools are typically expected
to cover the extra costs within their allocated budget. In 2010, 18.2% of all pupils in English schools
belonged to this category.

I  Free School Meal (FSM) recipient. Parents can apply for FSM at their local authority (LA) if they depend on
income support and similar schemes or if their income is low. FSM is used as a marker of (relatively small)
extra needs and enters school funding formula and is the criteria for the new pupil premium. In 2010,
17.4% of all students in maintained primary schools had an FSM statement.

3.7 The low impact on disadvantaged children so far is likely to partly reflect that interventions often
do not reach the neediest children. While overalll g&rooling participation is high, panpation of

children from ethnic minorities and socially disadvantaged backgrounds remains relatively low (Hopkins
etal., 2010). To some extent this reflects too little focus on outreactivities in Sure Start,
i.e.establishing contacts with the redmt target groups (NACZ2006; NAO,2009).In the earliest Sure

Start programmes, outreach activiti@scounted for onlft2% of wage costs (excluding overheauhd

special needs spending #%; while child care, health services and family support accouotethe

majority of the rest in 2008/09. As has been pointed outhbyNational Audit Office (NAO2006)
outreach activities to the neediest parents should be stepped up to raise awareness among target groups.
The goverment is providing funding for 200 extra health visitors to work alongside outreach and family
support workers, which will enable stronger links with local health services for families. This is useful and
should be accompanied by further focus on outreach activities to engage disadivéantaties in pré
schooling and also gauge the need for regular support to develop the home learning environment for the
most disadvantaged children.

3.8 Prei schooling has a disproportionately largfect on cognitive abilities and labour market
outcomes of children from disadvantaged families (Hop&irad., 2010;Goodman and Sianesi, 200%p

improve préschooling outcomes among disadvantaged children more resshoéd therefore be geared
towards disadvantaged families while containing costs in other afgaid schooling In this contextthe
government has said that it wamtstronger focus on supporting the most vulnerable and disadvantaged
families and increased use of eviddruz®sed iterventionsvi t hi n Sur e St aithasasbi | dr e
set aside funding to extend the entitlement to fifteen hours per ofefeke early education to tt20%

most disadvantaged tivgeaii olds in England b2013. For the most disadvantaged childriemther
measures may be warrant&arly interventions with extensive use of hémwisits by teachers on a regular

basis, to support parents in providing more efficient educational activities at home seem to have been
especially effectivein supporting diadvantaged childrenin the UhitedStates (Heckman and
Masterov,2007). The applicability of such programmes in England should be evaluated. Home support
programmes are resoui@etensive however, and therefore need to be targeted at the most disadvantaged
families and would require recruiting appropriate staffee Bo0x3.3 for different definitions of
disadvatage). One option to implemesttepped up home support couldtheough a voucher system to
spend on teachers coming for regular visite. incentivi® parents to participate in these activities,
financial incentives could also be considered

3.9 The effect of preschool participation on skill formation among idrsadvantaged children is
weaker n recent evaluation and cohort studies. Swidiased on children born bef@@00 found
significant impact on test scores among school stameEngland (Goodman and Sian&05; Sylva

etal 2004). The effects waned over time however, and Goodmarsiangsi (2005) found that average
returns to préschooling were lower than for later education. More recent research focusing on children
that attended piechooling during the mi®000s (borr2000 02) show small and often insignificant
effects on test sces at schoastarting age (Hansen and Jor#309; Hopkinsetal., 2010. Hopkinsetal.
(2010)also questioned previous eviderthat variations in quality of child carevVea significant effect on

the average child outcomes in Englama a tight fisch environment, the evidence therefore suggests
spending should be focused on disadvantaged children.
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3.10 The government also needs to contemplate methods to thoroughly evaluate, and potentially
reform the Sure Start programme andiphooling programmes in general to improve overall efficiency.
Hopkins etal. (2010) report that almogi0% of Childcare and Early Years providers do not know their
outfitso6 total «cost sntlydaerossaethoritiesiand providsers (SAQQA9 Ifneay s i gn
be useful to impose stronger restrictions across programmes to ensure more comparability. Any reforms
should becarried out to facilitate explicit evaluatiolby ensuringocal variation and availdllity of control

groups

Primary and secondary education in England, th&Jnited Kingdom and the OECD

311 In England, children entezompulsoryprimary schooling at the age of five. After six years
children undergo the National Curricuwh Tests (also termed Key Sta@jebefore progressing to secondary
schooling.Studentstypically take General Certificate of Secondary Education (GCSE, also termed Key
Staged4) examswhen they ard5, which are a preregsite for entering the voluntarypper part of
secondary schooling, thei evel. For those students that do not want to pursue an academic track, various
vocational paths exist. Enrolment at thélével is for two years andiAevel exams form the basisrfo
assessing entry into tertiary educatiomthe primary and secondary school system inthigked Kingdom
roughly93% of students are enrolled in publicly funded schools with the remaiféngnrolled in
independentife. private) schools which are indepdently funded and administered and set their own
curricula (Table3.1).

312 The primary and secdary school systems in Northdmeland, Scotland and Wales share many
features with the English siem, but differ in some respects. The education systems in Wales and
Northernlreland used to be very similar to the English one, but differences have increasel®Skhes
England has diversified from the comprehensive secondary school system ltpa¢\stils in Wales and
Northernilreland. The differences should not be overstated, as most English secondary schools remain
comprehensive (Reynolds, 2008). The Scottish school system is more dissimilar, with slightly different
admission criteria and a kader set of subjects being studied in secondary school.

3.13 Since2000, the number oficademies(autonomous public funded schoolss grown fasin
England, although they still constitute a snmaltt of the total number of schools (TaBl&). Academies
enjoy independence frorhocal Authorities LA) in terms of daily operationsrecruiting staff and
admitting studentsand are funded by the central government according to a differemhidla. In he
Academies Act 02010, thecoalition government gecifiedthat any primary, secondary or special school
that has been rated outstandingtbg Office for Standards in Educatio®f§ted) should be allowed to
become an academ¥his is incontrast to therevious focus on poorperforming secondary schodls.
The number of academies is set to grow rapidly over the next few yHagsgovernment is also
introducing a freeschool reform whereby parents, teachersiamprofit organigtions can set upree
Schools that enjoy the same independencacademies.

3.14 The Department for Education oversees education in English schools, defines the National
Curriculum, and distributes funding to the rough0LAs through a complex set dkarmarked and

general grants. LAs then in turn distribute funding to local authiengntained schools according to local
formula. Schools then decide how to spend, apart from some earmarked fuRokngurrent governnms

has proposed to simplify the funding schedule, reducing the number of funding channels and instituting a
pupil premium specifically aimed at deprivation funding. Apart from influencing school funding through
the local funding formula, the LAs are alsssponsible for ensuring availability of suitable school places
(Table3.1). The quality of education is monitored by Ofsted. Schools deemed by Ofsted to provide an
inadequate quality may be put under special administration, possibly replacing seniormesmagel the
governing board, while better performing schools are put under a lighter inspection regime.
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Table 3.1. Institutional setup of primary and secondary schools in England

Main source Selection of Na_tlonal Admission and Hiring of ) Share (%)
School type : : curriculum ; For profit "
of funding governing body applies selection teachers 2006i 07
LA decides. Often
Community LA LA Yes priority to residents LA No 62.1
in catchment area
Voluntary Foundation and LA decides. Often
controlled LA LA Yes faith based priority LA No 33
Foundation LA FEMTEEITET £ Yes Governl_ng R Governing body No 16.6
LA decides
. Governing body
VoI_untary LA anq Foundation and Yes decides. Often Governing body No 16.3
aided foundation LA . =
faith based priority
Limited
Central Up to 10% .
Academy government company and Partly academic priority Governing body No 1.4
sponsor
Central Charity or Up to 10% . .
Free school government similar No academic priority Governing body No '
[EIEREAE L Tuition fees Ch_arl_ty or No Often academic Governing body No T
school similar

Note: Further types of schools are City technology colleges and Special schools not maintained by LAs. Shares refer to share of
maintained mainstream schools.

3.15 Benchmarking with tests and grades is an important part of the English school $yatiemal

Curriculum test scores for primary schoalsdl GCSE scores for (lower) secondachoolsare published

Traditional league tables for secondary schools typically focus on the share of GCSE candidates that
achieve a certain grade level, such as @GmadesA*iI C which is the basis for selection into the
academically focused {Aevel) treck into upper secondary schoolingoncerns relating to the usefulness

of published league tables, which reflect levels of achievement rather than the value added of the particular
school, has led tahe publication of Contextual Value Added (CVA) scorgsthe Departmenfor
Educationsince2006 The CVA indicatortriestor e f | ect studentsdé progress b
inputs? Kramarzetal. (2009), however shows that even this more advanced approach does not give good
estimates of school efiency as it to a large extent reflects pupil specific factors.
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Box 3.3. The English and UK primary and secondary school system in an OECD context®

Recent data compiled by the OECD describes the quality of educational institutions across member countries
(Gonand, 2007). 21 indicators are aggregated into 6 composite indicators: decentralisation, matching resources to
specific needs, outcomei focused policies, managerial autonomy at the school level, benchmarking, and user choice.
As shown in Figure 3.6, the indicators suggest that institutional settings in the United Kingdom are significantly better
than the OECD average in four areas, with decentralisation being the only area where institutional performance is
below the OECD average. The same conclusions can be drawn when comparing the United Kingdom to the
five countries that achieved the highest average scores in the PISA survey (OECD, 2007a) or the five countries that
were deemed to have the most efficient primary and secondary school systems by Sutherland et al. (2009).l

Figure 3.6. Institutional settings in primary and secondary education

United Kingdom and best performing OECD countries United Kingdom and most similar countries

Decentralisation Decentralisation

Matching User choice Matching L7 : SRR . User choice

Outcome Benchmarking Outcome Benchmarking
Managerial Managerial
= GBR msm  Top5PISA == GBR —-— SVK
== OECD [N Top 5 Efficiency — NLD [N ] OECD

Source: Braconier and Brézillon, forthcoming.

Sutherland et al. (2009) report that the abovei mentioned institutional factors cannot explain crossi country
variations in efficiency in primary and secondary education. They do, however, find some evidence that devolution of
decision power to schools on instruction and planning (which are parts of the managerial autonomy at the school level)
increases efficiency. The evidence also suggests that the variation in efficiency across schools within countries falls
when countries perform strongly in terms of decentralisation and matching resources to specific needs, although the
latter may simply reflect that countries with early selection mechanically tend to have larger betweeni school variation
in outcomes.

One likely reason for not finding str onducatioral performantce
may be that there exist different institutional frameworks that produce strong educational outcomes. Braconier and
Brézillon (forthcoming) use principal component analysis (PCA) and cluster analysis to identify groups of
OECD countries that share institutional features. Primary and secondary school systems in OECD countries can be
divided into 5 groups (clusters), and highi performing countries in terms of high average PISA scores or high efficiency
are spread across these groups, suggesting that very different institutional setups can yield strong outcomes
(Table 3.2).
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Table 3.2. Grouping of OECD countries according to setup of primary and secondary educational institutions

Cluster 1: UISA, Cluster 2: CAN® Cluster 5:
SWE, NZL#, HUN AUSl ' Cluster 3: GBR, Cluster 4: DEU#, BEL(FL),
JPN'#, CZE, NOR ISNK IéL NLD#, SVK# AUT, GRC, TUR  BEL(FR), ESP,
FRA, ITA, PRT ' ' FIN', MEX
Mean PISA
score (standard 502 (93.6) 516 (89.0) 507 (90.5) 482 (91.7) 446 (88.5)
deviation)
1. Indicates that country is among top five performers in average PISA score across subjects in PISA 2009.

# indicates that country is among top five performers in terms of efficiency (Sutherland et al., 2007).

The cluster analysis suggests that the institutional setup in the United Kingdom is most similar to those in
the Netherlands and the Slovak Republic (Figure 3.6, second panel), with strong institutional settings in benchmarking,
managerial autonomy at the school level and outcomei focused policies but weak in terms of decentralisation. The
topi performer within the group, the Netherlands, also has strong settings in terms of user choice. This indicates that
for countries with the United Kingdomdés i nsti tutional setup, increasing u
and efficiency. Indeed, it might be argued that significant user choice, in combination with highi quality information
(benchmarking), managerial freedom (managerial autonomy at the school level) and supplyi side flexibility, is a
necessary condition for offering genuine choice and competition in the education system. As discussed in Box 3.5, the
Dutch education system seems to provide theprecondi t i ons f or insrketie primancand sedondang
schooling (Patrinos, 2010).

The institutional similarities identified by the clusters analysis and PCA makes it possible to analyse the impact of
policy variables on educational outcomes within each cluster with the help of regression analysis (Braconier and
Brézillon, forthcoming). Estimates for the UK cluster are then compared to estimates for the whole OECD area and the
United Kingdom, which can be used to gain further insights into how policy changes may impact outcomes. For
example, if one wants to analyse the effects of increasing user choice by weakening the impact of residency in a
catchment area on admittance, using only data for the United Kingdom will be inefficient, as admittance criteria are
highly correlated with other institutional settings. By including data for similar countries (the Netherlands and the
Slovak Republic), more efficient predictions of the impact of institutions can be made. Estimates for the three countries
and the whole group (cluster) are shown in Annex 3.Al.

1. Efficiency estimated based on a range of inpuid outputs. See Sutherlagichl. (2007) for further details.

Efficiency in primary and secondaryeducationis low and has fallen

3.16 International evidence shows only a weak relationship between educational outcomes and
spendihg on education (Sutherlanetal., 2009) Achieving significant inprovements in educational
outcomes havalsoproven difficult in manyOECD countriesdespiteincreases in spending on primary and
secondary educatio®ECD, 2007b). Studies focusing on single countries more often find positive effects

of spending. Holmlunetal. (2009) finds evidence that higher expenditure per student has a positive and
significant impact on test scores in English primary schools. One may speculate that the inability to find
similar positive results in time series and crassintry data @¥dencemay be due tdhat lower quality

inputs or less effective institutional arrangemexatgnteract effects from increased spending

3.17 Despite sharply rising school spending per pupil durimg last ten years, improvements in
schooling outcomes have been limited in theitedKingdom (Figure3.1; Box3.4). Real spending per

pupil in primary and secondary schooling haseased byt.8% per annum betwed®9798 and200910,

leaving spending pepupl significantly above th@OECDaveragegFigure3.7, first panel). While national
indicators of average educational outcomes show significant improvements, these developments are not
supported by international data, which suggest sharply falling ptiody in the education sector

(Box 3.4). Although average PISt&sts scores, measuring cognitive skills ofi yigar olds, for the
UnitedKingdom are close to theODECDaverage they trail strong performers such as Finland and
theNetherlandsn achievemerst (Figure3.7, second panel). Average performance amdigehr olds, as
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measured by PIRLS and TIMSS scores (Mulisl., 2007 and 2008) is however relatively strong in an
OECD perspective.

3.18 OECDresearch also suggest that considerable efficiency gains could be achieved in the primary
and secondary schools systemsthe median school in tHdnited Kingdom performs at roughly70i 80%

of the OECD best practice (Sutherlandtal., 2007). A moveto bestpractce wouldthereforemean that
current levels of outputould be provided using rough®p% fewerresourcesWith growth in real central
government spending on primary and secondary schoqimeglicted tofall to 0.1%per annum
betweer?01011and201415 (HM Treasury 2010),significant efficiency improvements will be needed to
achieve better and more equitable educational outcomes.

Figure 3.7. Educational indicators?

Annual expenditure by educational institutions per student

20000 [ In equivalent USD converted using GDP PPPs 20000
I Primary education
15000 Lower secondary education 15000
10000 10000
5000 5000
0

0 LUX NOR CHE AUT GBR BEL IRL OECD ESP FIN DEU ISR NZL POL SVK CHL
USA ISL DNK SWE |ITA JPN EU20 NLD AUS FRA KOR PRT HUN EST CZE MEX
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60 Impact of socio-economic background on PISA 2009 reading score* 60
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59ﬂﬂa&‘%ﬁét&%%%z‘@“—‘85§%355%9§%335¥3%m§

1.  Aggregates are unweighted average of available countries.
2. Score point difference associated with one unit increase in the PISA index of social and cultural status.
Source: OECD (2010a), Education at a glance; OECD (2010b), PISA 2009.

3.19 The impact of sociceconomic background on PIS&ores in thdJnitedKingdom are at the
higher end in th©ECD (Figure 3.7, third panel and anr@&.Al) and a low share of students from weak
socid economic backgrounds perform well (OECID103. The awrage PISAscore of the weake$0%

of students is below the erage for the same group in tB&ECD. This means tha sizeable share of the
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population leaves compulsory schooling with low levels of skills, which has an adverse impact on rates of
dropout in noicompulsory schoolinglabour market performanceroductivity growth and income
inequality.

Box 3.4. Grades, test scores and productivity in the education sector

Measuring output accurately in the education sector is crucial for evaluating the effectiveness of education policy.
While quantitative measures (number of students etc) are easy to come by, quality is more difficult. During the last few
years, several OECD countries have started to incorporate quality adjustment factors in order to improve estimates of
public service output.1 In the United Kingdom, this has mainly been implemented by augmenting quantity measures of
schooling output by the annual change in average scores of GCSEs and equivalent qualifications. To the extent that
improvements in GCSEs overstate actual improvements in educational outcomes, value added in the education sector
will be overvalued. As di scussed in the main textistakene gradasr i 3
of educational quality in England.

Official test scores and grades in England show systematically and significantly better performance than
international and independent tests (Figure 3.8). These differences in performance increase with the age of the
students tested and are more pronounced for England than for Scotland. The measures used by the Office for National
Statistics (ONS) based on English (GCSE Average Point Score) and Scottish (APS) grades show significant increases
in quality over time, while the measures based on cognitive tests not used for grading show declines or minimal
improvements. The annual difference between the improvement in the average GCSE score and decline in the
PISA score is 4.1%.

Figure 3.8. Test scores in England and Scotland
Annual average change in per cent

- Official grades and test scores

0y
[ Independent tests *

%

4 4
3 3
2 2
1 1
o [ [ 0
_ | — L1
-1 5-6 years old 11 years old 15 years old Scotland -1
" KS1 PIPS' KS2 TIMSS PIRLS GCSE PISA Standard Grade PISA
2001-06  2001-06  2001-07 200307 200106  2001/02 200009 APS 2001/02 2000.09
2007/08 2007108 (Sco)
CO,

Source: PISA database, Mullis etal. (2007 and 2008) and Merrel, Tymms and Jones (2007) and ONS
(www.statistics.gov.uk/articles/nojournal/educationi extendedi analysis.pdf).

Note: PIPs is used by a relatively small number of schools and there have been concerns about the robustness of the test results
(Statistics Commission Report, 2005).

To illustrate the impact of di fferent assumptions
approach of using GCSEs and APS scores is contrasted to an assumed unchanged quality in output over the
period 20001 2008. Educational productivity falls by 1% per year in the first approach but by roughly 3% a year if quality
is unchanged (Figure 3.9). Assuming that value added in public primary and secondary education amounts to
roughly 4% of GDP, there is almost a 0.1% annual effect on GDP growth from the ONS assumed quality improvement.
Although qualityi adjustment of output in the public sector is clearly useful in principle, the quality of the data is of
utmost importance. Developing better and more reliable indicators of quality should therefore be a priority.
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Figure 3.9. Educational output, inputs and productivity

Per cent change from 2000
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40 » 40
—— Output = -+ Productivity
30 _ - _ * Adjusted output — - Adjusted productivity - 30
Inputs -

20 20
10 10
0 0
10 -10
20 -20
-30 -30

2000 2001 2002 2003 2004 2005 2006 2007 2008

Source: www.statistics.gov.uk/articles/nojournal/educationi productivity.pdf ,
www.statistics.gov.uk/articles/nojournal/education-extendedi analysis.pdf and www.statistics.gov.uk/pdfdir/pps0609.pdf and OECD
calculations.

1. Seewww.statistics.gov.uk/articles/nojournal/educatiertendedanalysis.pdfor a discussion.
2. While data from PISA for th&Jnited Kingdom for 2000 should be used with some caution, due to sampling problems, PISA szadesyfell by anverage

of 0.1% per annum betwe@006and 2009.

The extensive focus on grades in the school system is a cause of concern

3.20 National Curriculum Tests and GCSEs are used in many ways, such dgsdiac higher
education, informing parents and students on school choice, need of Ofsted inspection, measuring variation
and improvements in educational outcomes, quality adjustment factor in national accounts data, and for
research purposes. &y are ued to gauge studentschools and national achievements. The use of
benchmarking is more widespread than in virtually any other O&Citry (Gonanetal., 2007).

3.21 While benchmarking isinimportant feature of a successful school systénghi stake tests can

have negative consequences for educationabmés (Looney2009; Rosenkvis010). The currentuse

of tests and grades in England theref@iges severaloncernsFirstly, highi stake tsts are conducive to

grade inflation, which raisesssues of comparability over timeWhilst is it difficult to draw clear
conclusions on the extent of grade inflation, the share idéw&l entries awarded grade A has risen
continuously for 18&ears and ha roughly trebled sinc#980. While comparable data over long time
periods is not available, independent surveys of cognitive skills do not support this developmén(Box

This divergence might reflect a range of factors, where e.g. grades refleginchanbject choices, more
frequent resitting of exams and also changes to teaching and to the curriculum. This contrasts with
international tests like TIMSS, PIRLS and PISA which are designed to facilitate comparability over time.
Highi stakes benchmarkingan influence behaviour in other ways too. For students, grades are obviously
crucial, and this pressure is further leveraged by limited access to tertiary education. Schools and teachers
stand to benefit from increased autonomy through a lighter inspeetyime from the Ofsted and a higher
ranking in the league tables if performance is strong. The government could obviously stand to gain from
being seen to improve educational performance. And the five examination boards that certify examinations
have litle incentive to uphold higher standards than their competitalthough an independent regulator,
Ofqual is in place to guard against lowering of standards. Nevertheless, theresgorgrincentives for
fgamiambeachi ng t @00TbePsoviders of highé €ddcation have alsised concerns
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about the impact of gaming on university admission and the university admission service (UCAS)
launched a review of the admission system in sun2®&0.

3.22 Secondly, test scores compiled during a short period measure only a small part of the relevant
skills of the student. In particular, nicognitive skills are not measured by tests but have a significant

i mpact on st ud ealdaed and liletoutcoraes im tbums @& e€mployment, income and wider
social success (Carneirtal., 2007). It is not only that these skills, which seem to be much more
malleable during school age than cognitive skills, are neglected in testing bektiwasive testing and
grading of cognitive ski Icognitive skill dccumuation in alaskrgomsii c r o w
This deficit may affect disadvantaged students disproportionately as their social networks may be less able

to compensate this laoéf support in the school environment. There is evidence that spillovers from
parent al t oiedhuiclad ri oméd O0finanrc o me i $nitedKipaomiwaithl y i mj
may suggest that the school system is not effective in fostering socialtbkillare important for labour

market outcomeand social mobility (Braconie2011).

3.23 The reliance on GCSE scores should be lessened and primarily used as selection indicators into
higher educon and employment. Universities and employers are main stakeholders in the grade system
and should have a greater say in the qualification procedures. Universities may anyway see the need to
develop more individualised selection instruments, such asviewes, to better gauge overall and
especially noncognitive skills, although a larger reliance on hoognitive skills could make entry more
difficult for students from disadvantaged backgrounds. The government should consider whether the
possible negati sidé effects of having five competing examination boards, are sufficiently held in check

by Ofqual.

3.24 More sophisticated indicators of schools vakgded should be developed. GCSE grades and
National Curriculum scores are important indicators of school quality for parents, students and Ofsted.
While the move to publish Contextual Value Added (CVA) scores was a step in the right direction, school
efficiency is imperfectly measured by this indmatKramarzetal., 2009). The use of more sophisticated
measures could dispel some of the overestimation of peer effects among parents that seems to be reflected
in an excessive focus on sending chil dr eumdst o scl
perhaps neglecting other f actbeingdOfosft esdcohso oil n sgpueacl tii
would also benefit from more accurate indicators. Furthermore, it is important that more focus is being put
on proper inkgliagbi enboof sAhonfurther relieve the
scores in order to avoid inspectidnslore emphasis on lesson observatiml the learning environment

would provide evidence which can be usdahgside attainment data in assegsiochools andould make
performancenanagement more dynamic (OECIDO7b).

3.25 To measure changes in overall schooling outcomes (output) over time more accurately, additional
information should & collected. Outcomes for statistical comparisons should be separated from school
grades to make output measures independent of grade inflation and changes to the curriculum. As
measurement and testing is costly, sampling methods should be used to &mg#scim outcomes over

time and across regions and school organisations. The sampling approach would hinder ranking of schools
and would therefore remove teachersd and school s
could also be combined thi a (smaller) set of idepth interviews to analyse development of inon
cognitive skills. This set of testing should be designed and administered by an independent body, without
connection to Ofsted or qualification boards, with a specific remit to megsaiiy of schooling over

time, region, school form and social background. Possibly, such an outfit could be set up as a part of the
Office for National Statistics (ONS).
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More attention to composition and quality of inputs could improve outcomes

3.26 Raising teacher quality is important for better outcomes. Teachers are the most important
resource in schools, with spending teachers amounting to rougl@% of total spending in English
primary stiools (Holmlundetal.,, 2009). Student teacher ratios seem to have a bigger impact on
educational outcomes than general funding (Chowetlay., 2010b).As the share of educational spending

that goes to core activities (excluding transport, meals andrigusilower in theJnitedKingdomthan in

any other OECxountry (OECD, 2010k reallocating resources towards teaching seems warranted.
Teacher quality is even more important. Hanushek and Wossman (2007) anetalat@009) find that

higher qualityof teachers raise student test scores. Recrudtimgmaintaining the most efficient teachers
should therefore be prioritised. Measures to improve the quality of teachers include improving
remuneration and work conditions. Continuing professional develapisealso an important factan

raising quality Day etal., 2006).Teacher wages in high perforrginountries in terms of PIS8cores and
efficiency tend to be relatively competitive compared to other academic professions g@)raVhile

starting slaries in general are high in England, low top wages may discourage the more experienced
teachers from remaining in the profession, which may be exacerbated by an increasing number of
retirements over the coming years. Working hours in teaching areadyddng compared to many other
OECDcountries

Figure 3.10. Salary after 15 years of experience (minimum training) in relation to earnings for worker with
tertiary education?

Il Primary education
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1. Fulli time worker aged 25 to 64.
Source: OECD (2010b).

3.27 To address the significant inequalities in the English education systera,i$ a need to provide

better teaching for the most disadisged students. As shown in B8x3, the Netherlandstatistically has

the most similar istitutional setup to thelnitedKingdom In comparison to Dutchtudents, Ukstudents

from better socibeconomic backgrounds tend to be taught in smaller classes and have access to better
quality teaching resources (FiguBell). The previous government tried to improve teacher quality for
students from disadvantaged backgrounds by offering golden handeuff®ung teachss with high

grades if they tookup positions in disadvantaged areas. This policy has been abolished by the current
government. Attracting and maintaining welérforming teachers should be the focus. It should be noted
however that althagh better remuneration and work conditions could improve quality of the pool of
teachers, easily observable teacher characteristics seem to have little correlation with effectiveness (Slater
etal., 2009). This point to the importance of giving individeahools, which can identify teacher quality,

the tools and incentives to hire and reward high performing teachers, but also to remove low performing
ones. Localising hiring and making pay cdiatis more flexible also for LAnaintained schools would
therebre be warranted and would also level the playing field relative to independent schools, academies,

91



Free Schools and faith schoBlEhere is a risk that current proposals for academies and Free Schools may
actually increase the correlation between samionomic background and the quality of school resources.

The government has proposed that bfaintained schools judged to be good by Ofsted should be eligible

for academy status, thus providing already wedlforming schools with relatively few disadvargdg
students with more independence in hiring andevaetting (Machin and Verno010). Free Schools
which will receive similar freedoms are | ikely t
to be playd by parents in their creatioifhe impact of these reforms therefore needs to be closely
monitored.

Figure 3.11. Correlation between students' socioi economic background and school inputs

Bl Teachers / student [ Quality of resources
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Source: PISA 2009 database and OECD calculations.

3.28 As shown in AnneX.Al., longer instruction time and time spent on homework tendseto
associated with higher PISgkores in thaJnitedKingdom Studies typically find a positive relationship
between instruction time and test scores, although point estimates often are quiteHawaNer, most

studies are based on national data, where variation in instruction time is typically fairlyHeveas more

recent evidence based on international data find modest to larges effénstruction time on PISécores

(Lavy, 2010). Although increasing instruction timeuld be a relatively straigiorward and cost effective

way of improving educationabutcomes in England and thénitedKingdom, it should be noted that
English students already receive more instruction time especially in science, mathticarad laamguage

than their OECIpeers. Rsearch on the effects of homewark outcomess mixed, but homeworkand
homework supporittave been shown tmproveresultsfor nori native speakers (Cosdenal., 2004) This

seems less to be the case for bétiErchildren who already benefit from a more intellectually stimulating
home environment and higjuality extracurriculamactivities. PISAdata show that the correlation between

socid economic status and instruction time is positive inWnéedKingdomand of a similar magnitude

as for othelOECD countries(Figure3.12).Time spent on homework is muenore highly correlated with
sociceconomic status in thenitedKingdom than in otherOECD countries(Figure3.12). Homework

support for disadvantaged students should therefore be contemplated. In designing such programmes
special attention should be giv to support to parents, as programmes otherwise could have negative
longit erm consequences by separating parents from t
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Figure 3.12. Correlation between students' socioi economic background and learning time

B Instruction time
[ Time spent on homework

0.20 0.20
0.156 0.15
0.10 0.10
0.05 0.05
0.00 0.00

United Kingdom Netherlands Finland OECD

Source: PISA 2006 database.

3.29 Pursuing a strategy where sufficient resources,ilgjgality staffing and efficieninstitutional
arrangements are in place, especially for the most disadvantaged students, should be a priority. Achieving
such outcomes is not easy however and takes timei gdppmeasures, such as numeracy and literacy
hours, to support less experiencedchers have been efficient in raising educational outcomes at a
relatively low cost and should be purduarther (Machin and Vignole2006).

Inefficient deprivation funding leads to underachievement among disadvantaged students

3.30 The unequal educational outcomes and the high impact ofisgomomic background in the
UnitedKingdom and England partly reflect a poorly functioning deprivation funding system in England.
The central governmerdurrently provides (implicit) additional funding per deprived student in a LA
equivalent to roughl¥£4 000 per year (Figurd.13). On average, LAs (implicitly) pass through roughly

£3 000 per deprived student to schools, with the difference spread altredsools within the LA. Several
mechanisms can contribute to this low level of pass through. The complex transfer system may contribute
by making it difficult for LAs to understand the share of deprivation funding in their total gimts.

partial pasghrough may also reflect that LAs do not agree with the governments priorities. For schools
(and parents with children in those schools) that have fewer disadvantaged children, strong deprivation
funding to other schools may seem unfair and these scmagisry to influence the LAs funding schedule.

This may be one reason why LAs sometimes do not express support for extensive deprivation funding
(OECD, 2007b).

331 Schools also face incentives tmderspend on disadvantaged students. Firstly, the complex
funding system may lead schools to underestimate the implicit deprivation funding that they receive.
Secondl vy, i f perceived deprivation fundinginis |o
Afcream ski mmingo, trying to dissuade disadvant ag
receiving deprivation funding provides an incentive for some schools not to recruit or retain disadvantaged
students (Sibietatal., 2008). Schoolalso seem to spend significantly less on disadvantaged students than
what they say is appropriate (FiglBd.3).
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Figure 3.13. Deprivation funding and spending in primary and secondary schools

Pounds

6000 6000

4000 4000

2000 2000

Primar)é and Primar)é and Actual Needs 2014/15 Low High Chile
seconda seconda f :
schaol imchit school imp|i|ycit Pupil premium Netherlands

M premium FSM premium

from central to schools
goverment from

tolA ! . School spendin Deprivation premium
Deprivation funding on disadvantaged students®

1. Refers to schools6estimates per pupil with additional educational needs (excluding highi cost needs).
Source: Chowdry et al. (2010), PwC (2009), Ministry of Education, Culture and science (2009) and OECD calculations.

3.32 The governmenis introduang a pupil premium (DfE, 2010).In 2011/12 schools will receive a
premium amounting tcE430per child entitled to free school meals @op of base funding. The
OECDestimates thatfter full rolli out in 201415 schools willreceive additional funding equivaletu
somewhatless thanEl 700 per annum for each disadvantaged studEhé premium will go some way
towards addressing underspending on deprived students.dtaecr | y est abl i shes the
preferences in terms of minimum deprivation spendibdgs not clear whether the proposed level of
deprivation funding is sufficient, and therefore the impact should be montitored carefully. Deprivation
premia n the Netherlandsand Chile are also more generous in relation to base funding (Bid®e The

impact of the premium on overall resources available for disadvantaged students is furthermore unclear as

some underlying incentive problems leading to underfdi ng i n todayb6s system
circumvent the governmentdés intentions of the pr
the gener al grant system, while school s madlifie cont i

decison to include in the performance tables an indicator of attainment over time of gigbe for the

pupil premium should go some way towards increasing transparency and may also incentivise schools to
use the funding to improve the attainment of thegét group. @ be fully efficient however, the
government needs to ensure that the pupil premium in combination with implicit deprivation funding is
transparent, sufficiently large and more directly responsive to the actual number of enrolled disadlvantage
studentsThis would incentivie schools to attract and retain disadvantaged students. Transparancy would
also make it more difficult for LAs to divert funding for other purposes. To increase transperency, the
government should therefore consider incoatiag implicit deprivation funding into the pupil premium,
making it the only source of deprivation funding. Providing school funiffirgugh avoucher style system

with an integrated and large deprivation premium along the lindsedfetherlandsand Clile could also

be considered.

Strong reliance on admission based on residency hampers user choice

3.33 Admission authorities vary across school providers in England (BableCompared to other
OECD countries admission based on residency is very common and academic criteria are seldom used
(See B0oxX3.5 and Musset2010). Most LAmaintained schools admit students by residence criteria,
hampering competition between schools in different catchmeatsand driving up house prices around
figood schools (Gibbonsetal,, 2006; Black and Machir2010). Faitiibased schools often use a
combination of denomination and academic criteria, while academies often use some aptitude criteria for
particular subjets, such as sports and musi@ependent schools admit on a combination of tuition fees
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and academic criteria. Effective user choices are thus highly influenced by whether families can afford
independent schools or have access toifaihed schooling, ke children with specific aptitudes, or are
ableto move close to attractive Liaintained schools.

3.34 The introduction of Free Schools could decrease the reliance on admission based on residency
and contribute to more user choice and competition between schools. There is hoixedeevidence
within the OECDarea whether school systems with more user choice provide better outcareshdice
may also increase segregation of higibility and low ability students, which is likely to create pier
spillovers.Several high perfoning school systems in the OEGiea offer very limited user choice, such
as Finland, Canadand NewZealand Country specific evidenceis also mixed Studies show no
measurale long termeffects of increasing user choiom pupilsin Sweden andhe UnitedKingdom
(Bohlmark and LindahR008; Gibbonsetal., 2006).However, Gibbonsetal. (2006) find evidence that
competition between faitthased schools (which typically do nete residency admittance criteria) seems
to improve efficiency in English schoolBatrinos (2010) also finds that more school choice, proxied by
private sbool attendance, increases PlS#ores irthe Netherlands

3.35 It is thus uncertain whether the increased user choice that will be provided through school
reforms will improve overall educational performance. Compared to many other countries however,
preconditions for establishing a widlinctioning educational qudsharket are relatively good in England.
Outcome indicators for schools are widely available, helping parents to make informed choice, and schools
have significant management autonomy, making them able to adjust to local needs. Famyilyg |
follows the student, although responsiveness could be improved, as discussed above. Increasing user
choice would hence induce stronger competition between schools which could provide better educational
outcomes.

3.36 Although the number of academies and Free Schools are set to rise fast, most English schools
will continueto manage oversubscription using criteriaewgdproximity to the schooplays an important

role. Arguably, admission baseuh residency in maintained schools is a bigger obstacle to user choice than

0 marskheatr es & of academies and Free School s. Di sadv
schools are loWwperforming currently have limited user choice, especialls@gsply is inflexible (see

below) and popular schools are oversubscribed, and may not be affected by reforms. More equality in user
choice could thus be warranted, which also would provide disadvantaged families with a better bargaining
positionvisi ai vis schools. User choice could be increased by proscribing the use of residential criteria in
all LA maintained schools. Admission based on residency is limitethaéiNetherlands providing
significant user choice for parents and students,te@dutch educan system igperforming well in an
OECDperspective (Bo8.5; Patrinos2010. Reforms to lessen residency criteria could have significant
impact. Basedon the analysis in the ann8#A1, the move to a similar level of admission based on
residency as irtheNetherlandscould increase average Pl1SAores in thdJnitedKingdom by almost

8 points (2%), although uncertainties surround these estiffaBzech reforms may have to be radical
however, as piecemeal reforms are likely to lead to a limited resoftstgaents within catchment areas,

as seems to have been the consequence of admission reforms in Brighton and Hoe2glAI2010). As

there is significant uncertainty to the effectiveness of admission reforms, the government should initially
experimat with proscribing the usd cesidential criteria in a fewAs.

Supply must be more flexible if substantial user choice is to be exercised

3.37 In order to improve competition among schools andease user choice, the abewentioned
demaniside reforms need to be complemented by more flexible supply, allowirigéof@rming schools

to exit, new schools to enter and popular schools to expand. Without flexible supply, schools would face
captive makets and user choice would simply result in reshuffling of students. Empirical evidence
suggests that supply flexibility is low in England, with combimxit and entry rates equal 1®2% of the

total primary and secondaschool population i2005/06, lss than half the rate in Sweden during the
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same time. Furthermore, everheols that are among the bottd®% in terms of performance manage to

fill 93% (primary schools) artB% (secondary schools) of available pladedicating low competitive
pressurgSibietaetal., 2008). To reap the dynamic gains of competition, temporary excess capacity may
have to be accepted to ensure that parents and students are able to choose schools rather than the other way
around.The recent White Papdrhe Importance of Behingsets out an intention for movement in this
direction.

3.38 One factor hampering supply is that decisions to open a new school rest with the LA, except in
the case of Free Schools, which nieawe weak incentives to encourage competition at the cost of already
struggling LA maintained schools. Surplus places also lead to higher short term costs and decreased value
for money and LAs have therefore been under pressure from the Audit Commigsitite ddepartment

for Children, Schools and Families (now replaced by DfE) to keep vacancies low (8itzib;&2008).
Presumptive school providers should instead be allowed to start new schools if they fulfill quality
evaluations thiashould not be prodied by the A.

3.39 Another factor that constrains supply is access to appropriate facilities foriweudshtrants.
Already under the current system, shrinking funding for investment will cdteassas the number of
pupils is growing. Encouraging more flexible supply would probably need a system where providers may
receive a reasonable per pupil grant in order to find existing facilities to rent or to cover costs of actually
constructing a newchool. The latter setup may be facilitated by allowinggoufit providers to enter the
market, as these coutdovide upfront capital for investment in facilities.

Box 3.5. School choice, competition and educational outcomes in the Netherlands

The Netherlands is a useful point of comparison when evaluating the English and the UK education systems for
several reasons. Firstly, institutional similarities are significant, as illustrated by the cluster analysis in Box 3.3. These
similarities entail a strong emphasis on government benchmarking through a national curriculum and exams (that are
published), significant managerial freedom for schools and a relatively weak influence of local authorities. Differences
between the two systems are significant too with early tracking, a national school funding scheme directly linked to
enrol ment, direct fdeprivation compensationd to scho
hallmarks of the Dutch system. Admission is typically based on academic rather than residential criteria (Table 3.3).

Secondly, similarities in terms of inputs are also significant, both in terms of social background and school
resources, with students in both countries having better than average socioi economic backgrounds than the
OECD average, while immigrants and noni national language students make up large shares of the student population.
In 2007, the Netherlands spent 3.7% of GDP on primary, secondary and posti secondary noni tertiary education
compared to 4.2% in the United Kingdom (OECD, 2010b).

Table 3.3. Educational outcomes

United Kingdom United Kingdom
United Kingdom (maintained (independent Netherlands OECD
schools) schools)

Average PISA score 500 497 516 519 492
Sociol economic 0.20 0.16 0.46 0.27 10.15
background
Native 0.93 0.94 0.91 0.95 0.95
Speak national language at 0.98 0.98 0.97 0.96 0.97
home
Students per teacher 14.5 14.9 9.5 15.6 16.1
Quality of resources (index) 0.45 0.44 0.61 0.32 0.07
Residency not considered 0.19 0.17 0.35 0.62 0.35
in admittance
Academic performance not 0.72 0.84 0.00 0.03 0.41

considered in admittance

Source: PISA database.
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Thirdly, the Netherlands is interesting as the education system scores among the top countries in terms of
average PISA results and educational efficiency (Sutherland et al., 2007). Furthermore, the school system seems to be
efficient in mitigating the impact of differences in socioi economic background, as shown by the low impact this
variable has on PISA scores (See Table 3A1.1 and the annex). Thus, the Dutch school system is able to produce
average outcomes comparable to independent schools in the United Kingdom with resources comparable to the
UK public funded school system, while at the same time compensating efficiently for differences in socioi economic
background.

Within the Dutch governmenti financed primary and secondary education sector, roughly 70% of students attend
independent (noni government) schools and 30% attend public schools provided by municipalities. These shares have
been remarkably stable since financial equality was introduced in 1917 (Karsten, 1999). Independent schools often
have a confessional alignment and may therefore impose religious criteria for admission, but selectivity is in most
cases limited. Students attending independent schools tend on average to perform better on national exams, even
after controlling for the socioi economic background of their students (See Table 3A1.3 in Annex 3.Al). Overall, the
Dutch primary and secondary school system seems to provide genuine school choice and good outcomes for
disadvantaged children (Patrinos, 2010).

Participation in upper secondary education is low

3.40 Participation rates in edation in the UnitedKingdom amongl5i 19i year olds have been
increasing but remain low in comparison to ot®&CD countries(Figure3.14).In 2009 85.1%of 17 year
olds participated in education or woldased learning compared to 79.7% in 2008. share fthe age
group that is neither in education nor in employmenidatbed NEETS) is high and incresd during the
recession (OECLIR010d), but has started to fall. To address relatively low participation iii non
compulsory upper secondary education the adsguy participation age will be increased in England.
According to the 2008 Educations and Skills Act, participatiosdincation or trainingvill be compulsory
until 17years age in 2013 and $8ars fron2015 instead of the current M@ars Fulli time education,
worki based apprenticeships and pime education combined with employment all qualify.

Figure 3.14. Share of the 151 19 population not in education
Per cent, 2008
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Source: OECD (2010b).

341 Compulsion can raise participation and may improve later educational and labour market
outcomes (OECD, 2008b). Evidence however suggests that those that do not stay on drepoiebry
schooling may face low expected returns from further education (Deatdén2004). As discussed in
OECD (2007a), policies should focus on ensuring that students are equipped with the right skills to benefit
from further education, incentivigj them to participate and ensuring that the training provided eventually
gives high returns in the labour market.
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342 The main problem in the vocational education system seems to baahgtquafications have

low or even negative impact on future wages, although high quality apprenticeshgmsatdgher level

vocational qualificationsare major gceptions (Machin and Vignole&D06). There is a perception that

there is too much fragmentaticend too many programmes (UKCEX®10). The sheer amount of
programmes and the fact they have changed signif
understanding of the programmes, and their low impact (Machin and Vigao@s). Providing a les

complex and higher quality set of further education paths would make participation more attractive and
could contribute to overall productivity. Therefore, the supply of education paths should be streamlined,
quality increased and the number of appadhip positions further increasetihe government has

recently commissioned an independent review on vocational training.

343 Economic incentives for risk groups that may stand to gain most ilerigerun from education

but who are severely credit constrained are also warranted. The abolished Education Maintenance
Allowance(EMA) raised the participation of recipients by roughly 8%, indicating deadweight costs around
92%, but economic benefits seed to exceed the costs of the system (Chowtiy;, 2007; Deardestal.,

2005). Given that the government has abolishedEMA, it needs to find alternative measures to
efficiently raise incentives for participation for children from low income familie

Higher caps on tuition fees should provide room for increasing the number of study places

344 Attainment levels in tertiary emtation are just above th@ECDaverage (Figure3.15,

first panel),and overall quality of universities is impressivérivate returns to tertiary education are high
compared to mosOECD countries (Figure3.15, seconganel). Brattietal. (2008) find that a male
(female) university graduate Mtypically gain al16% (19%) wage premium relative to similar individuals
without higher education. The averages reflect significant variations across subjects and institutions,
however. Raurns on the margin seem lowdénut still relatively high (Deardeetal., 2004). Even thouy
university attendance has increased recently, there is little evidence that returns have fallen (Walker and
Zhu, 2008), reflecting buoyant demand for highly educated labour relative to stippl{Bfowne Review

2010). Increasing the supply of study madn higher education without diluting quality would increase
human capital, raise economic growth, further equality and mobility by increasing access to higher
education and potentially contribute to lowering wage differentials. Finding ways to finaokean
expansion of higher education is therefore key.

98



Figure 3.15. Tertiary education in the UK

Share of population that has attained tertiary education (2008)
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Source: OECD (2010b).

345 As individuals eap a large share of the gains from higher education, there is a strong case for
students meeting a large share of the costs. However, market imperfections mean that students, especially
from disadvantaged backgrounds, may find it difficult to invest gefitly upfront in higher education.

Thus there is a case for a publicly supported financing system that eventually recovers most costs for
tuition and maintenance for graduates. The current funding system of higher education in the
UnitedKingdom providessuch mechanisms to a greater degree than @B&D countries with good

access to upfront support in terms of maintenance loans and grants to students, significant tuition fees and
eventual repayment of significant parts of the costs. Still, public Sabgidr student remain very high; the

public covers almo€i0% of total direct costs of a degrée, university spending and student loans and
grants (Figur8.16)* In the current system, repayments do not even cover the costs of support that
studeeatsibve when studying. There is thus further
of education, in order to lower the reliance on government funds and finance expansion of the number of
study places.

3.46 Student support arrangements vary acrosdJthieedKingdom as higher education policy is a
devolved matterCurrently, tuition fees ifenglandare capped at £890 per year for EWitizens with most
universities charging the topted® In response tthe Browne Reviewthe governmenis changing higher
education funding policy in Englandicreaing the cap to £900 per year, accompanied by changes to
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