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EXECUTIVE SUMMARY

This country report assesses the United Kingdom's
economy in the light of the European
Commission's Annual Growth Survey published
on 26 November 2015. The survey recommends
three priorities for the European Union's economic
and social policy in 2016: re-launching investment,
pursuing structural reforms to modernise Member
States’ economies, and responsible fiscal policies.
At the same time, the Commission published the
Alert Mechanism Report that initiated the fifth
annual round of the macroeconomic imbalance
procedure. The Alert Mechanism Report identified
the United Kingdom as warranting a further in-
depth review.

Economic growth has been strong in recent
years as the United Kingdom emerged from
recession to grow above long-run averages.
Robust growth was accompanied by low inflation
and a robust labour market as employment
increased rapidly while price and wage pressures
were subdued. However, the external position
deteriorated. The strong performance was driven
by a number of internal factors. Accommodative
monetary policy, increased resilience of the
banking sector, an efficient and competitive labour
market, increased corporate profitability and
growing confidence among households and firms
supported growth. Economic growth is now on a
firm trajectory. After peaking in 2014 at 2.9 %,
growth moderated to 2.3% in 2015 and is
expected to settle at rates of 2.1 % in 2016 and
2017. Domestic demand, in particular private
consumption, is projected to continue to drive
growth. Business investment has been strong and
is expected to continue growing solidly. However,
net exports are expected to still detract from
growth.

Inflation was zero in 2015. It is projected to rise
modestly in 2016 and 2017 to approach the Bank
of England's inflation target of 2 %.

The labour market should remain firm as the
unemployment rate remains low, and falls
further. Employment is still expected to increase
although at somewhat more moderate rates; labour
force participation is forecast to remain high.

Addressing low labour productivity remains a
challenge for the United Kingdom. Despite a
recent modest rise, labour productivity remains
low and only slightly above its level in 2008. The

strength of the labour market has been a notable
feature of economic performance in the past few

years.  Strikingly, employment growth has
rebounded more quickly and strongly than was the
case after earlier recessions. Strength in

employment has been assisted by a flexible labour
market. However, expansion in output and
employment mainly occurred against a background
of low productivity growth.

The rise in the current account deficit has been
a notable development. The current account
deficit is at record highs and has increased sharply
since 2011, although some improvement is
projected in 2016 and 2017. The trade balance has
remained stable since 2011 but the deficit in
primary income flows between the United
Kingdom and the rest of the world has risen. The
rise reflects changes in patterns of foreign and
United Kingdom investment and income generated
by that investment. The United Kingdom is an
attractive destination for international investors
and the rise in external financing requirements has
been increasingly met by stable flows of foreign
direct investment to the United Kingdom.

Developments in the housing market have
posed challenges but more recently housing
market indicators have varied. Activity
continues to rise gently as mortgage approvals and
starts and completions of new houses increase.
However, the gap between supply and demand
persists. Despite moderating in the first half of
2015, house price growth gained renewed
momentum in the second half of 2015. Growth in
house prices significantly outstripped growth in
nominal household disposable income and secured
credit. Secured credit growth has been muted,
however, in contrast to the rapid build-up in the
previous decade. Household indebtedness has been
declining since 2009 but remains high. The cost of
borrowing remains low; as a consequence,
mortgage interest payments as a proportion of
household disposable income remain below
previous peaks.

Overall, the United Kingdom has made some
progress in addressing the 2015 country-specific
recommendations. The United Kingdom is taking
further steps to boost supply in the housing sector
and has adjusted its national planning policy
framework. Furthermore, numerous policies have
been announced to raise supply and housing starts



and completions rose in 2015. However, supply
still falls short of projected demand. As regards the
labour market, the United Kingdom has announced
various policies to address skills mismatches by
increasing the engagement of employers in the
delivery of apprenticeships. This includes
increasing the role of employers in the allocation
of funding for apprenticeships and introducing
reform of qualifications.

Regarding the progress in reaching the national
targets under the Europe 2020 Strategy, the United
Kingdom is performing well on greenhouse gas
emissions and renewable energy but faces
challenges with regard to energy efficiency.

The main findings of the in-depth review
contained in this country report and the related
policy challenges are as follows:

e Household indebtedness remains relatively
high, but has fallen from its peak in 2009. At
the same time, household balance sheets are
relatively strong. Levels of household assets
exceed financial liabilities and the net
household position is among the strongest in
the EU. The resilience of the banking sector
continues to improve as indicated by the results
of recent 'stress tests' conducted by the Bank of
England. Secured credit growth is muted
although unsecured credit is rising more
rapidly. The risk profile of secured lending has
increased in some areas such as an increase in
lending to 'buy-to-let' investors.

e House price levels remain high, and
affordability has deteriorated as growth in
house prices exceeds that in nominal
disposable income. The rate of growth of
house prices moderated in the first half of 2015
to more sustainable rates, but picked up again
in the second half of 2015 exceeding 7 % on an
annual basis. House price growth in London is
a little under 10 % while house price levels in
London are the highest in the UK.

e In the short-term, the household sector and
wider economy seem robust enough to
handle risks such as an interest rate shock
or a shock to employment and/or disposable
income. This resilience is supported by a
healthy economy and firm labour market,

Executive summary

including rising household disposable income.
These trends are projected to continue in 2016
and 2017. Housing starts and completions are
rising.

However, over the medium term, demand
continues to outstrip supply in the housing
market. As a result, house prices are likely to
continue to increase, as is household
indebtedness. This leaves the household sector
and the wider economy more exposed to risks
over a longer period of time than would
otherwise be the case.

The risks related to the high current account
deficit and the external sector more
generally are assessed as low. The current
account deficit has risen sharply since 2011 and
now stands at a record high. However, the trade
balance is in line with recent historic averages
and has not contributed to the increase in the
current account deficit. The appreciation of the
exchange rate has affected external
competitiveness.

The rise in the current account deficit has
been driven by the upward movement in the
deficit on primary income. The latter reflects
movements in the stock of foreign assets and
liabilities and relative rates of return on those
stocks. In particular, there has been a reduction
in income received from investments abroad,
notably in income from foreign direct
investment. In addition, there has been an
increase in payments on foreign investors'
direct investment in the United Kingdom.
Nevertheless, to some extent, recent trends may
be cyclical and are expected to reverse in 2016
and 2017 leading to a fall in the primary
income deficit and current account deficit.

The net international investment position,
which is the difference between foreign
assets and liabilities, has deteriorated over
the past decade. It is moderately negative
although it is not especially negative by
European Union standards. A negative net
international investment position coupled with
a large current account deficit may leave the
United Kingdom vulnerable to changes in the
sentiment of foreign investors. However, a



favourable institutional framework and low
foreign currency liabilities mitigate these risks.

Other key economic issues analysed in this report
which point to particular challenges for the United
Kingdom's economy are the following:

The labour market continues to perform
strongly and is projected to remain firm.
Employment continues to rise, although growth

is expected to moderate, while the
unemployment rate remains low and is
expected to fall further, albeit slightly.

Participation rates remain high and youth and
long-term unemployment rates are decreasing.
Labour productivity has been weak but is
picking up and accompanied by modest
increases in earnings. However, some
challenges remain. An improvement in the
availability and affordability of childcare could
further assist women's return to work. It would
also ensure that the female participation rate
remains high;. Furthermore, there are
challenges relating to the provision of
vocational education and in basic skills, which
may be responsible for certain skills shortages.
Investment in skills can help raise productivity.
There is scope to improve social policy
outcomes, in particular as regards material
deprivation rates and rates of poverty in
households with children.

The high general government debt level
represents a source of vulnerability. While
no substantial short-term fiscal risks exist,
some variables point to possible short-term
challenges. Moreover, there are medium-term
risks. The debt ratio poses risks; in particular, it
could exceed 90 % of GDP should shocks such
as an interest rate shock or a shock to GDP
materialise and if the budget deficit persisted.

The economy is competitive and open, but
labour productivity is weak. The UK is open
and competitive and ranks highly as a country
in which to do business, and for businesses to
invest. The overall tax system is relatively
growth friendly. However, although it has
picked up a little recently, labour productivity
has been weak, relative to trend, since the
beginning of the international economic and
financial crisis in 2008. The government has
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set out a wide-ranging plan including a number
of specific actions to raise productivity.

Investment in public infrastructure is
critical in addressing challenges relating to
low productivity and investment gaps in key
sectors such as: transport, energy and digital
communication. The government has in place
a National Infrastructure Plan that sets out its
ambitions to  increase  investment in
infrastructure including a pipeline of projects.
The plan is reliant on private finance for much
of the investment. Delivery and monitoring are
crucial and transparency and accountability are
key. The provision of regular reports showing
progress made on delivery should provide
certainty as to whether the infrastructure
projects are delivered on time, and on budget,
and whether the private components of finance
will fully materialise.



1 « SCENE SETTER: ECONOMIC SITUATION AND OUTLOOK

Growth peaked in 2014, moderated in 2015 and
is expected to settle at solid rates in 2016 and
2017. Domestic demand growth has exceeded
GDP growth and this pattern is projected to
continue. The price level was unchanged in 2015
but is projected to rise modestly in 2016 and 2017
and approach the Bank of England's inflation
target. The labour market is forecast to remain firm
as the unemployment rate stays low and
productivity rises. The current account deficit
reached a record high in 2014 but is projected to
fall slightly in the period to 2017. The rise in the
current account deficit since 2011 has been driven
by an increase in the primary income deficit while
the trade deficit remains broadly at historic
averages.

Graph 1.1:  Contributions to real GDP growth
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GDP growth and its composition

Economic growth peaked in 2014 at 2.9 %
before moderating gently to 2.3% in 2015.
Growth is projected to settle at 2.1 % in both 2016
and 2017 as the output gap closes and becomes
positive. Although growth has become somewhat
more broadly based, the economy remains
dependent on internal engines of growth and there
has been limited rebalancing towards external
sources of growth (graph 1.1). Net exports are
expected to have detracted from growth for the
past four years and are projected to continue to do
so. The economy is now 6.6 % larger than at its
peak in 2008 before the recession. Output relative

to its previous peak is relatively higher for the UK
than for other G7 countries, except the United
States and Canada (graph 1.2).

Graph 1.2:  Gross Domestic Product at constant prices
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Robust private consumption is driving growth.
In 2014, household consumption grew by 2.5 %
and growth is expected to have accelerated to
2.8 % in 2015. Household consumption has been
supported by robust growth in real household
disposable income, itself fuelled by wage
increases, rising employment and negligible
inflation. The household saving ratio fell by
around 1 percentage point (pp) in 2014 —to 5.4 %
of household income - although that fall is
expected to have been reversed in 2015. The
household saving ratio is projected to increase
further in 2016 and 2017.

Business investment is rising at healthy rates. It
grew by 7.3 % in 2014 and an expected 4.6 % in
2015, above the growth rate of GDP. Plant and
equipment investment was buoyant in 2014 and is
expected to have continued to drive investment
growth in 2015 although it remains below its level
prior to the recession (graph 1.3). Healthy business
investment reflects sturdy ‘tailwinds', including
strong corporate balance sheets, rising profits, low
borrowing costs, a pick-up in credit supply and
sustained increases in demand. However,
investment in the oil extraction sector has fallen
sharply, by around 20 %, in the year to Q3 2015.



Business investment is projected to continue to
grow at an average of 4.9 % in 2016 and 2017.

Graph 1.3:  Business investment by asset type
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Graph 1.4:  Contribution to growth of net exports and

growth in exports and imports
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The external sector has weighed on growth,
reflecting sluggishness in net exports. As a
result, external rebalancing remains limited and a
challenge remains for the economy to diversify its
sources of growth. Import growth is expected to
have exceeded export growth in each of the past

1. Scene setter: Economic situation and outlook

four years to 2015 (graph 1.4). Import growth has
been supported by buoyant domestic demand,
while export growth has been hampered by slower
growth in some major export markets. Net exports
have reduced growth in each year since 2012 and
are projected to have again detracted again from
growth, by 0.pp, in 2015. The negative
contribution to growth from net exports falls to
0.1pp by 2017.

There has also been limited rebalancing on a
sectoral basis. The economy remains dominated
by the services sector, which accounted for 79 %
of gross value added (GVA) in 2015, slightly
higher than in 2005 (76 %). Since the recession,
growth in the services sector has outstripped that in
manufacturing and construction (graph 1.5). The
size of the services sector is well above its
previous peak in 2008, prior to the recession, while
that in other major sectors remains close to, or
below, their previous peak. The value of the output
of the extractive industries (ie of crude petroleum
and natural gas) fell in 2015 to account for 0.7 %
of GVA compared to 1.9 % of GVA in 2005.

Graph 1.5:  Gross value added (GVA) by sector
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Inflation

Inflation is at a historic low. The price level was
unchanged in 2015. The flat price level reflects the
impact of a number of factors, including a
significant reduction in retail energy prices, the
appreciation ~ of  sterling, subdued wage



developments and competitive pressure on margins
in the supermarket sector. Although exceeding
HICP inflation since 2014, reflecting relatively
higher price pressures in the services sector, core
inflation has followed a similar downward trend.
Those components of the price level most sensitive
to oil prices, namely, the prices of fuels and
lubricants and retail gas and electricity prices fell
in 2015 (graph 1.6).

However, inflation is projected to rise in 2016
and 2017. The projected rise, to 0.8 % in 2016 and
1.6 % in 2017, reflects a base effect from the
fading impact of previous reductions in energy
prices, strengthening wage growth and the closure
of the output gap as remaining slack in the
economy is absorbed. Nevertheless, inflation is
projected to remain below the Bank of England's
inflation target of 2 %.

Graph 1.6:  Price indicators
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Public finances

Fiscal  consolidation  continues to  be
implemented in the UK with the strategy
focusing mainly on expenditure cuts. The deficit
declined to 5.0 % of GDP in 2014-2015 from its
peak of 10.9% of GDP in 2009-2010. Gross
government debt is expected to peak in 2015-2016
at 87.6 % of GDP. The outlook for 2017-2018 is
for the deficit to fall to 1.7 % of GDP and for the
government debt ratio to fall to 86.1 % of GDP.

1. Scene setter: Economic situation and outlook

Graph 1.7:  GDP and employment following recessions
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Labour market

The labour market continues to perform
robustly against the background of solid GDP
growth. The strong growth in employment since
the recession, relative to GDP, is in contrast to the
experience following previous recessions (graph
1.7). Employment growth peaked at 2.3% in 2014
and is expected to have moderated to a still healthy
1.7% in 2015. Despite moderating further, to an
average of 1% in each of 2016 and 2017,
employment growth is projected to remain solid.

Continued growth
contribute

in  employment should
to further reductions in the



unemployment rate. The unemployment rate
stood at 5.5% in Q3 2015 and is expected to fall
further to 5.0% and 4.9% in 2016 and 2017
respectively (*). The employment rate (age group
20-64) stood at 77.0 % in the three months to
September 2015, among the highest in the EU (and
above the EU average of 70.5%). Youth
unemployment rates, and rates of long-term
unemployed, continued to decline in 2015. Further
details can be found in section 3.2.

Despite the tightening in the labour market,
wage growth remains contained. Growth in
whole-economy weekly earnings (regular pay)
stood at 2.1 % in the year to November 2015 and is
expected to continue to pick up given the dynamic
labour market developments. Growth in nominal
unit labour costs has remained muted and below
that of compensation per employee (graph 1.8).

Graph 1.8:  Growth in unit labour costs and
compensation of employees.
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Output gap and capacity utilisation

Ongoing buoyancy is reflected in high levels of
capacity utilisation. This should further drive
firms' investment intentions as firms strive to raise
capacity in order to meet increasing domestic
demand. High rates of capacity utilisation are also
consistent with a narrowing of the output gap. The

() Measured according to Eurostat's definition, that is, based
on the population aged 15-74.
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output gap has steadily narrowed since peaking at
around 4.5 % of GDP in 2009. The output gap is
projected to have closed in 2015 and is to become
mildly positive in 2016 and 2017 (graph 1.9).

Graph 1.9:  Output gap
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Credit growth

Credit growth has picked up, but is relatively
modest. The stock of secured household credit
grew by 2.6 % in the year to December 2015 while
growth in consumer credit was substantially higher
at 8.6 % over the same period. Unsecured credit
accounts for a little over 12 % of the total credit
stock (graph 1.10).

Growth in the credit stock for corporations
remains muted, while corporate indebtedness is
high. The stock of lending to private non-financial
sector corporations (including overdrafts) was flat
in the year to December 2015 — lending to small
and medium-sized enterprises (SMEs) rose while
lending to large non-financial corporations
declined slightly over the year. Corporate
indebtedness remains high, but is on a declining
trend. Corporate indebtedness stood at 71 % of
GDP in 2014, lower than the peak in 2009 of 91%
of GDP in 2009. Overall, total private sector
indebtedness continued to fall, to 158 % of GDP in
2014 from its peak of 190 % in 2009 (graph 1.11),
although it remains at a high level.
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Graph 1.10:  Growth in the credit stock, secured and
unsecured lending
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Housing market

Activity in the housing market has risen to its
highest levels since the recession. Starts and
completions increased and demand has been
supported by a rise in mortgage approvals (see
section 2.1).

House price growth moderated throughout the
first half of 2015, but has picked up since then.
After moderating to 5.2 % in the year to July 2015
house price growth rose to 7.7 % in the year to
November 2015 as steadily rising demand is
accompanied by relatively low levels of supply.
House price growth is more than double that of
nominal GDP. It is strongest in the East of England
(an increase of a little over 10 % in the year to
November 2015) and London and the South East
of England (an increase of a little under 10 % in
the year to November 2015). Forward indicators
point to a further rise in 2016. More details on the
housing cycle and house prices can be found in
section 2.1

Graph 1.11:  Private sector indebtedness
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External balances

In 2014, the current account deficit rose to
5.1 % of GDP, the highest deficit on record. The
trade deficit remained reasonably flat at a little
under 2 % of GDP, but the primary income deficit
increased in 2014 to reach 1.8 % of GDP, part of a
medium-term deterioration since 2011 when the
primary income balance was significantly positive
(graph 1.13). The rise in the primary income
deficit partly reflects lower earnings on foreign
direct investment (FDI) assets held by UK
investors relative to earnings on FDI assets held by
foreign investors in the UK, a fall in the stock of
foreign FDI assets held by UK investors and a rise
in the stock of UK FDI assets held by foreign
investors (a more detailed analysis of recent
movements in the external balances can be found
in section 2.2). The current account deficit is
projected to decline to 4.7 % and 4.3 % of GDP in
2016 and 2017 respectively.



Graph 1.12:  Current account
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Spillovers

The UK is one of the largest economies in the
EU and, as such, its economic conditions may
exert significant spillover effects on other
Member States. One way in which the UK may
be affected by spillovers is through shocks to its
export markets which, in turn, may be affected by
developments in other countries. UK exports are
most likely to be affected by developments in its
largest export markets, namely the United States,
Germany, France, the Netherlands and Ireland
(graph 1.14). China is a large export destination for
the UK. The recent slowing of growth in China
represents a downside risk to UK export growth.
Developments in the UK could also spill-over to
other Member States. For example, a shock to the
economy which affected demand for imports could
adversely affect other Member States' exports and,
hence, growth. Proportionate to other Member
States' GDP, the main sources of imports to the
UK from the EU are Ireland, Malta, Cyprus and
the Netherlands (graph 1.15).

In addition, developments in the UK banking
sector may spill over to the banking sectors, and
wider financial systems and economies, of other
Member States. This is particularly likely to be
the case given the central importance of the UK
banking system within the EU banking sector. For
example, Member States may be vulnerable to a
sudden repatriation of funds from them to the UK.

1. Scene setter: Economic situation and outlook

However, the UK banking sector is more strongly
capitalised than prior to the recession, so that
banks are better placed to absorb the impact of
shocks without adverse consequences. Risks are,
therefore, more limited than previously.

Graph 1.13: UK exports by destination, 2014
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1. Scene setter: Economic situation and outlook

Box 1.1: Investment challenges

Macroeconomic perspective

Business investment and public investment currently stand at 14.4 % and 2.7 % of GDP — lower than
the average for the EU (graphs 1la and 1b). Business investment has typically been a relatively volatile
component of growth, reflecting the relatively greater impact of shocks on this component of GDP and the
time taken to recover from shocks. For example, business investment fell by 20% between its peak
preceding the recession and trough in the recession, greater than the decline of 4% in GDP. Since their
respective troughs in 2009, business investment and GDP have increased by 28% and 13% respectively.
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There is a need for substantial additional public infrastructure. Investment in infrastructure can underpin
productivity and growth in the medium term. Investment in the core structures that facilitate and support
economic activity is complementary to business output, and social welfare, given the importance of high
quality infrastructure in daily business and household activity.

Assessment of barriers to investment and ongoing reforms

Despite recent progress, investment barriers in the United Kingdom remain in some areas (%):

The major challenges regarding investment relate to public investment in infrastructure. There has long been
a perceived shortage of high quality infrastructure particularly in relation to investment in energy and
transport but also in other sectors such as digital communication. Greater investment in public infrastructure
is likely to boost growth and productivity and also encourage an increase in private sector investment.
Previous in-depth reviews have identified access to finance and low skill levels as areas to be addressed. As
discussed in previous publications, the UK has undertaken a number of reforms to boost skills and ease
access to finance. For example, in relation to the latter, the Business Bank began operation in 2014 with the
aim of providing a loan facility to Small and Medium Enterprises. Further details can be found in Section
3.3.

The UK's objectives, strategy and priorities for infrastructure investment over a medium-term horizon and in
an integrated way that is relatively detailed in its scale and scope are set out in its National Infrastructure
Plan (NIP). Proposed investment of GBP 327 bhillion is identified. The NIP, which was last updated in
December 2014, sets out details of the progress of infrastructure projects within a coherent and consistent
framework. A 'pipeline' of proposed investment is set out and a report on progress on major investment

(*) See "Member States Investment Challenges", SWD(2015) 400 final/2
(http://ec.europa.eu/europe2020/pdf/2016/ags2016_challenges_ms_investment_environments_en.pdf).

(Continued on the next page)
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Box (continued)

projects already in the pipeline is provided. Investment in infrastructure is, appropriately, focussed on the
energy and transport sectors although many other sectors (including digital communications, flood defences
and waste management) will also benefit from additional investment in infrastructure.
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The main barriers to investment in infrastructure relate to delivery and funding. Around 21% of planned
investment in the projected pipeline is expected to be financed by the public sector, 66% by the private
sector and the remainder through a mix of private and public sources. Given the UK's fiscal constraints,
which limit its ability to fund large infrastructure projects directly from the budget, reliance on private sector
funding is necessary. Despite recent announcements (%), the government's ability to invest large amounts of
funds in infrastructure is likely to remain constrained as the budget balance returns to surplus. Therefore, the
investment plans of the private sector to invest in infrastructure are crucial if the UK is to deliver its
objectives.

In principle, infrastructure investment should be an attractive asset class for long-term private sector
investors such as pension funds and long-term asset managers as it can offer stable and predictable returns
over the long term. Therefore, the long-term horizon of, and pipeline of projects in, the NIP is welcome.
However, the amounts currently committed are considerably smaller than the requirements set out in the NIP
and, despite some recent announcements (%), that remains the case. Further reassurance that the scale of
funds required will materialise and within the required timeframes is need to ensure confidence in the
deliverability of the projects in the NIP.

In addition, to encourage private investment in infrastructure, the government provides a guarantee scheme,
that can provide up to GBP 40 billion of guarantees to private investors to help their ability to raise funds,
and reduce the cost of such funds, for large projects. As at December 2015, GBP 3.7 billion of guarantees
had been provided and it was announced at the November's spending review that the scheme would be
extended to March 2021. A new entity, the National Infrastructure Commission (NIC), to provide
independent advice in relation to national infrastructure priorities, is being established. The NIC is primarily
responsible for setting out a long term vision, identifying national infrastructure needs over a 10 to 30 year
horizon.

(® In October 2015, the UK announced that GBP 5 billion would be raised from the sale of land, buildings and other
state assets to fund infrastructure.

(®) In October 2015, the UK announced that 89 local authority pension funds would pool funds into six 'British wealth
funds', each with assets of over GBP 25 billion.
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Box 1.2: Contribution of the EU Budget to structural change

The United Kingdom is a beneficiary of European Structural and Investment Funds (ESIF) support and can receive
up to EUR 16.4 billion for the period 2014-2020 from the European Structural and Investment Funds (ESIF). This is|
equivalent to 3.1% of the expected national public investment in areas supported by the ESI funds.

\With the exception of an action plan on the ex-ante conditionality on "monitoring and result indicators", to be
complete before end-2016, all other reforms and strategies have been put in place in those areas to benefit from the|
Funds in order to fulfil the conditionalities and ensure successful investments.

The UK is already directing considerable domestic resources to address Europe 2020 strategy ambitions, taking
account of relevant UK policy recommendations made in the context of the European Semester. The programming of
the Funds includes a focus on specific priorities and challenges identified in recent years in the context of the
European Semester. The use of EU financing focuses inter alia on tackling access to quality employment for all,
skills mismatches and SME competitiveness and persistent low productivity, company and public under-investment,
in particular in research and innovation . The UK also benefits from EUR 206 million under the Youth Employment
Initiative (matched by the same amount from the European Social Fund) to support young people to find their way to
the labour market, get involved into traineeship projects or continue their education. Productivity is determined by a
number of factors which the ESI Funds can address through capital intensity and investment in research and
innovation (smart growth) and education and skills (inclusive growth).

Financing under the new European Fund for Strategic Investments (EFSI), Horizon 2020, the Connecting Europe
Facility and other directly managed EU funds would be additional to the ESI Funds. Following the first rounds of
calls for projects under the Connecting Europe Facility, the United Kingdom has signed agreements for EUR 59
million in the energy field and EUR 204 million for transport projects. For more information on the use of ESIF in
the United Kingdom, see: https://cohesiondata.ec.europa.eu/countries/UK.
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Table 1.1: Key economic, financial and social indicators
forecast
2003-2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017
Real GDP (y-0-y) 2.8 -0.5 -4.2 15 20 1.2 2.2 29 23 21 21
Private consumption (y-0-y) 3.7 -0.7 -3.1 0.0 0.1 1.8 1.9 25 2.8 2.6 2.3
Public consumption (y-0-y) 2.6 2.2 1.2 0.2 0.1 1.8 0.5 25 17 0.4 -0.2
Gross fixed capital formation (y-o0-y) 34 -5.9 -14.4 5.0 20 15 2.6 73 4.6 51 4.7
Exports of goods and services (y-0-y) 5.3 13 -8.8 5.8 5.8 0.7 12 12 4.6 31 4.2
Imports of goods and services (y-0-y) 5.0 -1.7 -9.2 8.3 0.6 2.9 2.8 24 5.7 45 42
Output gap 13 0.3 47 41 32 2.9 1.9 06 0.0 0.3 0.7
Potential growth (y-o-y) 24 15 0.8 0.9 1.0 1.0 1.0 16 17 18 18
Contribution to GDP growth:
Domestic demand (y-0-y) 3.1 -1.1 -4.4 0.8 0.4 1.8 17 33 29 2.6 22
Inventories (y-0-y) 0.0 -0.6 -0.6 15 -0.6 0.5 0.9 0.0 -0.2 -0.1 0.0
Net exports (y-0-y) 0.0 0.8 0.4 0.9 15 0.7 05 04 -0.4 -05 0.1
Contribution to potential GDP growth:
Total Labour (hours) (y-0-y) 0.5 0.4 0.4 0.5 0.6 0.7 0.7 11 11 1.0 08
Capital accumulation (y-o-y) 0.6 0.6 0.3 0.4 0.4 0.4 0.4 0.5 0.6 0.7 0.7
Total factor productivity (y-0-y) 14 0.5 0.1 0.1 0.0 -0.1 -0.1 0.0 0.1 0.2 0.3
Current account balance (% of GDP), balance of payments -1.9 -3.6 -3.0 -2.8 -1.7 -3.3 -4.5 -5.1
Trade balance (% of GDP), balance of payments -2.7 -3.1 -2.3 -2.8 -1.6 -2.0 -2.0 -1.9 . . .
Terms of trade of goods and services (y-0-y) -0.1 -35 17 14 -1.0 0.8 17 11 17 0.8 05
Capital account balance (% of GDP) 0.0 0.0 0.0 0.0 0.0 0.0 0.0 -0.1
Net international investment position (% of GDP) -10.5 48 -15.2 -8.2 <75 -20.9 -14.1 -23.7
Net marketable external debt (% of GDP)™ 279 345 -37.7 -31.9 318 -36.2 2738 245
Gross marketable external debt (% of GDP)™” 279.8 379.5 350.5 355.9 363.7 3438 309.0 298.7
Export performance vs. advanced countries (% change over 5 years) -2.0 -13.8 -132 -175 -19.1 -11.4 -35 -2.78
Export market share, goods and services (y-o0-y) -3.2 -10.9 0.0 -7.4 -2.1 -15 -0.5 25
Net FDI flows (% of GDP) 0.6 3.8 -2.6 -0.4 21 -1.3 -2.4 -4.5
§aV|ngs rate of households (net saving as percentage of net disposable 02 08 40 6.1 34 29 01 13
income)
Private credit flow (consolidated, % of GDP) 149 10.7 -7.8 -2.8 -1.2 0.1 1.7 31
Private sector debt, consolidated (% of GDP) 166.7 186.8 189.7 177.4 1731 174.6 165.1 157.5
of which household debt, consolidated (% of GDP) 90.1 97.1 99.1 94.9 91.7 90.6 87.8 86.0
of which non-financial corporate debt, consolidated (% of GDP) 76.6 89.6 90.5 824 81.3 83.9 77.2 714
Corporations, net lending (+) or net borrowing (-) (% of GDP) 1.9 2.3 44 21 3.6 2.8 14 17 -0.1 -1.0 -1.5
Corporations, gross operating surplus (% of GDP) 222 22.1 21.7 20.7 214 21.0 22.0 23.1 232 22.8 229
Households, net lending (+) or net borrowing (-) (% of GDP) -0.5 -0.8 34 4.8 24 2.3 -0.2 -12 -0.6 -0.6 -0.8
Deflated house price index (y-0-y) 7.6 -4.9 -95 2.6 -4.5 -0.2 13 8.3
Residential investment (% of GDP) 4.0* 3.7* 2.9* 3.2* 3.3* 3.1* 3.2%
GDP deflator (y-0-y) 2.9 2.9 2.0 31 2.1 1.6 2.0 1.8 0.6 1.1 1.9
Harmonised index of consumer prices (HICP, y-0-y) 1.9 3.6 2.2 33 45 2.8 2.6 15 0.0 0.8 1.6
Nominal compensation per employee (y-0-y) 4.8 0.5 24 3.2 11 17 14 0.4 2.6 2.8 3.2
Labour productivity (real, person employed, y-0-y) 1.8 -1.3 -2.6 13 15 0.1 1.0 0.6 .
Unit labour costs (ULC, whole economy, y-0-y) 3.0 1.9 5.2 1.9 -0.4 1.6 0.4 -0.2 20 1.8 1.9
Real unit labour costs (y-0-y) 0.1 -1.0 31 -12 -24 0.0 -15 -19 14 0.7 0.0
Real effective exchange rate (ULC, y-0-y) 1.8 -14.4 -9.5 3.0 -2.2 41 -2.5 53 8.3 -2.3
Real effective exchange rate (HICP, y-0-y) -0.2 -12.8 -95 0.9 0.6 4.4 -15 72 5.9 -23 -05
Tax wedge on labour for a single person earning the average wage (%) 26.9 25.6 253 255 251 247 24.1 237
2-02))(8 wedge on labour for a single person earning 50% of the average wage 20.7% 202 197 201 182 175 16.1 154
Total Financial Sector Liabilities, non-consolidated (y-o-y) 175 52.6 -18.1 9.0 10.6 -3.7 -7.0 6.8
Tier 1 ratio (%)®
Return on equity (%)(3)
Gross non-performing debt (% of total debt instruments and total loans and
advances)
Unemployment rate 5.0 5.6 7.6 78 8.1 7.9 7.6 6.1 5.2 5.0 49
Long-term unemployment rate (% of active population) 11 14 1.9 25 2.7 2.7 2.7 22
Youth unemployment rate (% of active population in the same age group) 13.0 15.0 19.1 19.9 213 21.2 20.7 16.9
Activity rate (15-64 year-olds) 75.3 75.8 75.7 75.4 75.5 76.1 76.4 76.7
People at-risk poverty or social exclusion (% total population) 23.7 232 22.0 232 22.7 24.1 24.8 24.1
Persons_llvmg in households with very low work intensity (% of total 118 104 127 132 15 130 132 122
population aged below 60)
General government balance (% of GDP) -33 -5.1 -10.8 -9.7 -1.7 -8.3 -5.7 -5.7 -4.4 -3.1 -2.1
Tax-to-GDP ratio (%) 35.8 37.7 34.9 35.5 35.9 35.1 34.9 34.4 34.9 35.3 35.5
Structural budget balance (% of GDP) . . . -7.2 -5.8 -6.6 -4.6 -5.2 -4.4 -3.3 -25
General government gross debt (% of GDP) 41.0 51.7 65.7 76.6 81.8 85.3 86.2 88.2 88.6 89.1 88.2

(1) Sum of portoflio debt instruments, other investment and reserve assets

(2,3) domestic banking groups and stand-alone banks.

(4) domestic banking groups and stand alone banks, foreign (EU and non-EU) controlled subsidiaries and foreign (EU and

non-EU) controlled branches.
(*) Indicates BPM5 and/or ESA95

Source: European Commission, winter forecast 2016; ECB




2 « IMBALANCES, RISKS, AND ADJUSTMENT ISSUES

This section provides the in-depth review foreseen under the macroeconomic imbalance procedure
(MIP) (3. It focuses on the risks and vulnerabilities flagged in the Alert Mechanism Report 2016. The
section analyses developments in the housing sector and household indebtedness and the external sector.
The section concludes with the MIP assessment matrix which summarises the main findings.

2.1  THE HOUSING SECTOR

For the fifth consecutive year, high levels of
private sector indebtedness have been identified
as potentially posing risks to the stability of the
household sector. Broadly, private sector
indebtedness is split evenly between corporates
and households. As set out in previous in-depth
reviews, corporate indebtedness has not been
assessed as posing clear risks to financial stability
or the economy. In view of the stable
developments over the past year, that assessment
has not changed. Therefore, this section considers
issues and risks relating to high household
indebtedness only.

Possible risks to the stability of the household
sector include risks relating to movements in
interest rates and employment or household
disposable income. However, households' balance
sheets are, overall, healthy and the level of
indebtedness has fallen and the economy is
resilient to shocks. The risks need to be assessed in
the context of the recent pick up in house price
growth and the high level of house prices, the high
level of household indebtedness and the medium-
term gap between demand and supply for housing.

House prices

The rate of house price growth receded in the
first half of 2015 but picked up towards the end
of the year. After peaking at 12 % in September
2014, house price growth receded gently to an
average of 5.2 % in the year to July 2015 but has
since risen to 7.7 % (%) in the year to November
2015. While house price movements have been
orderly, the recent increases suggest renewed

(® According to Article 5 of Regulation (EU) No. 1176/2011.

() However, there are divergences depending on the measure
used. According to the various alternative measures, in the
year to December 2015, house prices grew by 4.5 %
(Nationwide House Price Index) and 9.5 % (Halifax House
Price Index) while they increased by 7.7 % in the year to
November 2015 according to the ONS house price index.

momentum in the housing market in the second
half of 2015.

Graph 2.1.1: House price growth
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While the pace of nominal house price increases
has abated, overall, in 2015 compared with that
in 2014, the overall price level in absolute terms
remain high. In addition, as inflation is currently
close to zero, real house prices are increasing at
around the same rate as nominal house prices and
exceeding growth in real household income. House
price growth in the past few years has resulted in
the house price level in absolute terms rising to
exceed the previous peak although the extent of the
rise depends on the measure of house prices used
(graph 2.1.2).
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Graph 2.1.2: House price levels

Graph 2.1.3: House price to income ratio
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Regional house prices

The divergence in growth of house prices across
regions remains significant. House price growth
was strongest in the East of England (10.2 % in the
year to November 2015) and in London and the
South East of England (9.8 % for both) and
weakest in Scotland and the north east of England
(both 0.4 %). The moderation in house price
growth at the national level in 2015 was reflected
in most regions, although it was more pronounced
in London, the South East and east of England than
elsewhere. House price levels in London remain
well above those in all other regions.

Affordability

Affordability continues to deteriorate. As
measured by the house price to income ratio,
affordability (*) has deteriorated markedly since
2012 as house price growth has risen and exceeded
growth in household disposable income. The
pattern continued in 2015 with the house price-to-
income ratio approaching, and exceeding, previous
peaks. Affordability is now below levels in the
middle of the previous decade and the average
house price is around six times higher than average
income (graph 2.1.3).

(Y Affordability is measured by the price to income ratio. A
rise in the price to income ratio represents a fall in
affordability.
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Reflecting previous sharp divergences in house
price growth, the house price-to-income ratio,
differs greatly by region. Houses in London and
the South East of England remain significantly less
affordable than elsewhere in the UK (graph 2.1.4).
The high house price to income ratio, or low levels
of affordability, in London and the South East of
England are likely to reflect the relative balance of
demand and supply of houses across the regions of
the UK which is likely to be tighter in London than
elsewhere. In particular, the relative prosperity and
economic base in London are likely to result in
higher housing demand than elsewhere.



Graph 2.1.4: Regional house price to income ratio
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Cost of borrowing

Households" cost of secured borrowing remains
at historically low levels. The cost of secured
borrowing fell further in 2015 (graph 2.1.5). Since
2009 the spread between quoted borrowing rates
and the bank rate has fallen although it remains
higher than before the international financial crisis
and UK recession. Interest payments as a
proportion of household disposable income remain
contained as the cost of servicing mortgages
remains at levels well below those seen in the
previous decade (graph 2.1.6).

The outlook for near-term movements in the
cost of borrowing is subdued. The Governor of
the Bank of England has recently emphasised the
uncertainty posed by international geo-political
developments and dampened expectations of
imminent rises in the cost of borrowing noting that
'now is not the time to be raising interest rates' (°).
Moreover, financial markets' expectations seem to
point to a rise in the bank rate of 25 basis points in
late 2019 (as of early February 2016) and further
possible increases in the bank rate are expected to
be relatively gradual thereafter. The two-year swap

(®) Speech by the Governor, Peston Lecture, Queen Mary
College, University of London, January 2016.

2.1. The housing sector

rate, a key proxy for banks' funding costs for
secured credit, fell in 2015 (graph 2.1.7)

Graph 2.1.5: Quoted mortgage rates
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Graph 2.1.6: Mortgage interest payments as a percentage
of household disposable income
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Graph 2.1.7: Two-year fixed rate mortgage rate and two-
year swap rates

Graph 2.1.8: House price expectations - 3 and 12 months
ahead
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Forward projections of house prices

Forward indicators of house prices are mixed
but some key indicators suggest that the
renewed momentum in house price increases
will continue. Surveyors' expectations of house
price rises over the next three months has picked
up markedly in recent months although
expectations of a rise over the twelve month
horizon have risen by less than at the three month
horizon (graph 2.1.8). The recent increase in house
prices, together with survey measures suggesting
further rises, may reflect a tendency for sellers to
delay the sale of their property, perhaps in
expectation of future house price rises. It could
also reflect a sudden increase in demand by buy-
to-let investors ahead of the upcoming increase in
stamp duty land tax (see below). Overall, demand
and supply pressures seem to have tightened since
the middle of 2015 resulting in renewed upward
pressure on house prices in the short term. The
Office for Budget Responsibility predicts house
prices to increase at an average of a little below
5 % per year from 2016 to 2020 (°).

(%) Office for Budget Responsibility, Economic and fiscal
outlook, November 2015.
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Demand and supply

Indicators of activity suggest that demand has
risen in 2015, but remains at moderate levels.
The number of mortgage approvals rose by slightly
over 20 % in the year to Q32015 and has risen a
little above the average from 2010 to 2014.
However, the value of mortgage approvals has
risen more decisively (graph 2.1.9). The number of
property transactions rose slightly in 2014-2015
and reached its highest level since 2008.

Recent rising levels of mortgage approvals are
consistent with increasing, although still
moderate, levels of demand. However, as noted
above, the demand-supply balance may have
tightened as indicated by rising rates of house price
growth. It may be the case that demand is rising
but this is not reflected in the number of mortgage
approvals; such an outcome would be the case if
there is an increasing number of cash purchases.
Furthermore, demand is constrained by low levels
of supply and there remains considerable 'pent up’
demand for housing even at current levels of
affordability. Recent movements in forward
indicators of near-term demand, such as new buyer
enquiries, which are rising while new vendor
instructions remain low, and a decrease in
surveyors' average stock levels (average stock
levels reported by surveyors have fallen by around



a quarter in 2015), suggest that near-term demand
may continue to rise (*).

Graph 2.1.9: Number and value of mortgage approvals
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Rising near-term activity can be indicative of
further increases in prospective buyers’
confidence. Despite the sustained erosion of
affordability, such confidence may reflect
households' views that the cost of borrowing will
remain low, that there would be steady growth in
households' disposable income and that house
prices may continue to rise over the medium term.
The reductions in stamp duty on most property
purchases that were implemented in December
2014 may also have boosted demand.

The supply of newly completed houses
continued to increase and is now at its highest
level since the recent trough in 2013. Housing
starts have also followed a steady upward trend
despite falling back in recent quarters and are well
above their trough in 2009 (graph 2.1.10).

The gap between the demand and supply for
housing

There is still a gap between the demand for and
supply of housing. While welcome, the rise in
housing completions in 2015 to date needs to be

() Source: Royal Institute of Chartered Surveyors, Residential
Market Survey, January 2016.

2.1. The housing sector

sustained, and extended, if there is to be a material
narrowing of the gap between supply and demand.
New supply is currently at around 150 000 units
per year. According to the UK government's
official projections for medium-term demand,
which were last published in 2013, an average of
220 000 households would be formed per year
between 2012 and 2021. Population increases may
result in further upward movement on household
formation and add to upward pressure on demand.
The ONS' latest population projections (%) show
that the population is projected to rise to 69 million
by 2024, 71 million by 2029 and 74 million by
2039 from 65 million in mid-2014.

Graph 2.1.10: Housing starts and completions
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As demand greatly exceeds supply, upward
pressure on house prices and household
indebtedness is likely to persist over the
medium term. Therefore, the household sector
remains more vulnerable to risks than would
otherwise be the case. These risks are discussed
below. Typically, an increase in house prices
would spur new supply which in turn should,
eventually, dampen the initial increase in house
prices. However, as discussed in previous country
reports, the price elasticity of supply is low.
Therefore, prices are likely to be set largely by
demand in the short and medium terms.

(®) Office for National Statistics (2015) National Population
Projections, October.



Household secured credit

The growth of the stock of credit secured on
mortgages has increased modestly throughout
2015. The secured credit stock rose by 2.6 % in the
year to December 2015, around the rates of the
past two years. Although growth in the total
secured credit stock remains historically modest,
the aggregate data mask a significant pick up in
credit flows. Both the flows of new (gross) lending
and repayments have picked up from their troughs
earlier in the decade and the gap between them has
widened (graph 2.1.11).

Graph 2.1.11: Gross lending and repayments
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Growth in secured credit remains well below
that in nominal house prices. Indeed, the gap
between house price growth and growth in secured
credit in recent years has been historically unusual.
Typically, growth in house prices has been
accompanied by growth in secured credit.
However, the rapid rise in house prices in late
2013 and 2014 has not been accompanied by
similar growth in secured credit (graph 2.1.12). As
a result, household indebtedness has not risen by
as much as would otherwise have been expected.
Nonetheless, movements in the secured credit
stock considered in aggregate may mask the
dynamism in secured credit growth. In particular,
gross secured lending has picked up more
markedly than consideration of growth in the
credit stock alone would suggest; growth in the
secured credit stock has been relatively muted

2.1. The housing sector

because there has been a similar rise in gross
repayments.

Graph 2.1.12: House price growth and credit growth
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The gap between house price rises and credit
growth may be partly be explained by the
steady increase of the proportion of houses
acquired by cash throughout 2014. The
proportion of houses purchased by cash peaked at
37 % of all purchases in Q4 2014 — a rise from
34 % in 2012 and has since fallen slightly to 35 %
of all transactions in Q3 2015(°). It may be the
case that overseas investors have purchased a large
number of residential properties to such an extent
that they have contributed to driving up house
growth in London to over 20 % at its peak in the
middle of 2014. Arguably, such investors are
attracted by the residential property in London and
the south-east of England as a stable investment
proposition, at a time of heightened geo-political
tensions. However, there is only anecdotal
evidence to support the proposition. The sheer size
of the Greater London and south-east markets
suggests that other factors may have exerted an
influence.

In addition, young households in London and
the south-east may be increasingly unable to
raise a large enough deposit to buy a residential
property. In particular, some new and/or young
households might be unable to qualify for a
mortgage using the new, stricter lending standards
that banks are required to apply. Hence such
households are reliant to a greater extent on inter-

(®) Source: Council for Mortgage Lenders.
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generational transfers of wealth to fund purchases
of houses than previously (*°) and such transfers
may take the form of cash and could explain the
rising proportion of cash purchases.

Household indebtedness

Household indebtedness continues to decline. In
2014, household indebtedness stood at 86 % of
GDP, 13 pps. lower than its peak of 99 % in 2009
(graph  2.1.13). Nevertheless,  household
indebtedness remains high.

Graph 2.1.13: Household sector indebtedness
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Modest growth in the credit stock has been
outweighed by growth in nominal GDP. As a
result, relative household indebtedness continues
to fall. The UK's experience of deleveraging
compares positively with that of a number of other
Member States as it has occurred with less adverse
impact on the economy. More formally, since
2009, the UK has experienced ‘passive
deleveraging' while many other Member States
have experienced ‘active deleveraging'. Active
deleveraging is generally seen as less favourable
than passive deleveraging (‘') because of its

(*) In 2013-14, the proportion of first home buyers in England
that purchased their home with financial assistance from
friends or family was 27 % - higher than the 20 % in 2003-
04. In addition, the proportion of mortgagors that
purchased their house with assistance of an inheritance
increased from 3 to 8 % in the same period. Source:
Department for Communities and Local Government
English Housing Survey 2013-14.

Passive deleveraging occurs when nominal GDP growth
lowers debt ratios in the presence of positive credit flows.

(11

~
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adverse impact on economic growth. Nevertheless,
additional deleveraging remains desirable to
further reduce the exposure of the household sector
to risks associated with high levels of indebtedness

(12) )

Unsecured credit

Unsecured credit growth continues to rise
rapidly and exceed that in secured credit
growth in 2015. Unsecured credit increased by
8.6 % in the year to December 2015. However, it
accounted for only 12 % of total outstanding credit
in December 2015. The growth in unsecured credit
may indicate confidence among households about
future income flows, but may also be related to
purchases of large items such as motor vehicles.
As growth in unsecured credit is usually linked to
consumption  goods, such growth leaves
households increasingly —exposed to  risks.
Although the risks associated with the rise in
unsecured household indebtedness have risen in
2015, taking household balance sheets as a whole,
such risks remain contained for the moment.

Outlook for household indebtedness

Household indebtedness will continue to fall if
nominal GDP growth continues to exceed
secured credit growth. The pace and impact of a
possible fall depends on the rate of turnover of the
housing stock and the rate of increase in house
prices. The UK Office for Budget Responsibility
projects household indebtedness to rise gently to a
little over 160 % of household disposable income
by 2020 from the current level of around 145 % of
income (**). If these projections are realised,

By contrast, active deleveraging is achieved by reductions
in credit flows in absolute terms. Such credit contractions
can harm economic growth. By contrast, passive
deleveraging does not involve reductions in the credit
stock. This issue is discussed in more detail in the 2014 UK
Country Report.

(**) Deleveraging needs are defined as the portion of private
debt that is at, a given date, considered unsustainable. In
past economic surveillance under the Macroeconomic
Imbalances Procedure, two estimation methods have been
used for this purpose (a detailed description of the two
methods can be found in European Commission (2014),
'Private sector deleveraging: where do we stand?,
Quarterly report on the euro area, vol. 12(3)).

(**) Office for Budget Responsibility Economic and Fiscal
Outlook, November 2015.



household  indebtedness  would return to
historically high levels.

Lending standards

Although there are mixed developments
regarding the composition of new loans,
‘pockets' of relatively risky lending emerged in
2015. For instance, the increasing proportion of
lending to buy-to-let property owners may increase
risks. These borrowers are potentially more
vulnerable to rising interest rates if they are more
highly leveraged than home owners or their credit
is more likely to be advanced on less stringent
terms than for owner occupiers (**). In the buy-to-
let mortgage market, lending has continued to
increase more rapidly than lending to owner-
occupiers; in the year to Q3 2015, the stock of
lending to buy-to-let investors increased by 10 %
compared to an increase of 0.4 % for owner-
occupiers while the number of loans for buy-to-let
purchases increased by 28 % compared to 2 % for
loans to owner-occupiers.

Graph 2.1.14: Proportion of loans at various loan-to-value
ratios (LTV)
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In addition, the proportion of mortgages
advanced at high loan-to-value ratios has been
increasing. The proportion of loans advanced at
high loan-to-value ratios has steadily increased

(*) See Bank of England Financial Stability Report, December
2015.
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since its recent trough in 2009 and reached new
peaks in 2014 although those peaks remain below
those in the previous decade (graph 2.1.14). The
proportion of loans advanced at high loan-to-
income ratios has also steadily increased since its
recent trough in 2009, and reached new peaks in
2013, but flattened and reversed somewhat in 2014
(graph 2.1.15). Nevertheless, overall, levels of
high loan-to-income loans remain high. Stricter
borrowing requirements required by the former
Financial Services Authority that came into effect
in 2014 should help mitigate risks (as discussed in
the 2015 country report).

Graph 2.1.15: Share of new mortgages with Loan to income
(LTI) multiples above 4
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Other developments may increase households'
vulnerability in the event of negative shocks. As
noted above, rapid growth in unsecured lending in
2014 and 2015 leaves households more vulnerable
in the event of a shock. On the other hand, the
proportion of (pure) ‘interest only' advances
continues to fall and stood at 22 % of all
mortgages in Q2 2015 compared with a peak of
50 % in 2008 (*°).

Policy responses: macro-prudential regulation

Macro-prudential regulation can affect credit
quality as it can be targeted to specific types of
loans and/or borrowers. It may also affect the
quantity of secured credit available for example,

(*) Source: Prudential Regulation Authority, Mortgage
Lending and Administration Return, September 2015.
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by restricting the amount of secured lending
available or increasing its cost for banks. In the
latter case, demand for housing would be affected
as well as the size and composition of secured
lending. Macro-prudential regulation is the
responsibility of the Financial Policy Committee
of the Bank of England (FPC).

In November 2015, the Financial Policy
Committee stated that recent developments
may warrant additional macro-prudential
measures. The FPC signalled that it may raise the
counter-cyclical capital buffer from its current rate
of 0% 'in small increments' and would return to
the issue at its next meeting in March 2016 (*°).
Moreover, in relation to the growth in buy-to-let
mortgages, the FPC decided to await the outcome
of a review by the Prudential Regulation Authority
into lenders' underwriting standards for such
mortgages. In relation to other types of lending, the
FPC decided not to take, or signal, action.

The FPC also provides an annual assessment to
the UK government of the impact of the Help to
Buy (mortgage guarantee) policy on financial
stability. In September 2015, the FPC concluded
that, under current market conditions, the policy
did not pose 'material risks' to financial stability'

(17) .

The Help to Buy policy (*}), which aims to
support first-time buyers to purchase a home,
continues, but is likely to only have a limited
macroeconomic impact due to the relatively
limited volume of transactions. Under Help to
Buy | (equity loan), in England, 62 600 properties
have been sold between the inception of the
scheme in March 2013 and September 2015.
Under Help to Buy Il (mortgage guarantee), there
have been 65 900 transactions in the two years to
September 2015. By comparison, total UK
property transactions have averaged 95000 per
month over this period (*°). In addition, the

(*) Financial Policy Committee (2015) Record of the Financial
Policy Committee Meetings, November.

(*") Letter from the Governor of the Bank of England to the
Chancellor, September 2015

(*®) Details of the Help to Buy policy can be found in the 2014
UK In-depth Review

(*) Source:  Department for Communities and Local
Government Help to Buy Equity Loan Scheme, Quarterly
Statistics, September 2015 and HM Treasury, Help to Buy
Mortgage Guarantee  Scheme, Quarterly  Statistics,
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majority of transactions under the policy have
taken place outside London and the south-east of
England. Nevertheless, the policy has successfully
targeted first-time buyers. About 80 % of the
transactions under Help to Buy have been with
first-time buyers. As the number of first-time
buyers is estimated at 26 000 per month, the policy
has succeeded in supporting a reasonable
proportion of such buyers.

Overall, the need for immediate action is
dampened by falling levels of household
indebtedness overall and a robust economy.
Nevertheless, pockets of risky lending have
become apparent in 2015. The FPC will need to
remain vigilant to the risks surrounding recent
trends should they intensify and take action if
necessary.

Policy responses: demand

Some aspects of government policy serve to
support demand for houses by supporting first-
home buyers. In particular:

o first-time buyers who save for a house using a
specific vehicle (namely, a 'Help to Buy
Individual Saving Account (ISA)) would
receive additional support from the government
by way of a 'top up' of 25 % of the amount of
the savings subject to a cap of GBP 3 000, that
can be used to fund the deposit for the
property. The policy commenced operation in
December 2015; and

e in November 2015, it was announced that the
Help to Buy | policy would be extended to
2021 with a particular variant developed for
London in recognition of the higher costs in
that city. The latter commenced operation in
February 2016.

In addition, changes to the taxation
arrangements for buy-to-let properties may
reduce the returns for buy-to-let property
owners and, therefore, reduce demand for such
properties at the margin. In particular:

September 2015, HMRC UK Property Transactions
Statistics January 2016.



e in November 2015, the government announced
that higher rates of stamp duty land tax,
namely, an increase of 3 pps. above standard
rates, would apply to the purchase of buy-to-let
properties (and second homes) from April
2016; and

e in July 2015, the government announced
restrictions to the deductibility of interest (and
other costs) against tax for owners of buy-to-let
properties, specifically, interest could be
deducted at the basic rate of tax (rather than at
higher marginal tax rates). The restrictions will
be phased in from April 2017.

The changes in taxation arrangements for buy-
to-let property may discourage investment in
such property, at the margin. They are also
consistent with reducing the risks associated with
growth in demand for buy-to-let property. On the
other hand, policies supporting first home owners
promote their entry into the market. Taken
together, these policies may result in a switch in
demand for housing away from buy-to-let
investors towards first home owners, at the margin
thereby resulting in a shift in the composition of
the ownership of houses. As a result, there is likely
to be, at the margin, a relative increase in the
supply of houses for home ownership and a
relative reduction in property for rent.

Policies that aim to support demand may result
in a widening of the gap between demand and
supply. Such widening may occur if supply does
not increase in line with demand. As a result,
house prices may rise more rapidly than would
otherwise be the case.

Barriers to increased supply: the role of the
planning system

The shortage of land and delays in the
operation of the planning system are regularly
cited by builders as the major constraint on the
supply of new homes (graph 2.1.16). Concern
about the constraints posed by the planning system
reached their highest level in three years in late
2015. Developers and builders regularly cite
concerns about the efficiency, effectiveness,
transparency, predictability and costs in their use
of the planning system.

2.1. The housing sector

Graph 2.1.16: Factors limiting activity in the housing sector -
the role of the planning system
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The allocation of land between competing uses,
including residential construction, is
determined by the planning system. The policy
setting out the principles that guide the planning
system, and key features of its operation, is
decided at the national level (*°) and is set out in
the National Planning Policy Framework (NPPF).
Under the NPPF, demographic and other factors
that determine the demand for housing are central
to housing strategy and planning decisions which
remain the responsibility of local authorities (*).
Further details on the operation of the planning
system can be found in the 2015 country report.
The NPPF was published in 2012 so has been in
force for a number of years. Although the benefits
of the reforms are more likely to become apparent
over the medium term, it is worth noting that
builders continue to cite the role of the planning
system as an impediment to construction.

(*) Although each of the devolved regions in the UK has
responsibility for planning policy.

(**) While there is provision for decisions relating to planning
to be taken at the national level in certain circumstances, it
is the local authority that, in the majority of cases, is
responsible for decisions regarding the supply of land with
planning permission for residential development and for
setting conditions relating to that development.

23
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Barriers to increased supply: shortages of
labour in the construction sector

There is growing evidence that the ability to
raise construction levels may be impeded by a
shortage of labour. Labour in the construction
sector is varied and wide-ranging from managers
to carpenters, joiners, bricklayers, electricians and
so forth. The proportion of builders who consider
that the availability of skilled and unskilled labour
is a constraint on production has increased from
none at the end of 2010 to up to 60 % in 2014
depending on the type of labour (graph 2.1.17).
Moreover, the Construction Industry Trades Board
and Local Government Association have also
conducted major surveys of the construction sector
and found shortages of skilled and unskilled labour

(22) )

Graph 2.1.17: Skills shortages in the construction sector
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Policy responses: supply

Risks relating to rising house prices and high
levels of household indebtedness can be reduced
by narrowing the gap between supply and

(*® Local Government Association (2015) Skills to Build
August, Construction Industry Trades Board (2014) Skills
and Training in the Construction Industry. It should be
noted that the construction sector is far broader than the
residential construction sector and that skills shortages may
apply to one or both sectors although anecdotal evidence
suggests that they apply in both.

2.1. The housing sector

demand. In particular, policies to boost supply can
reduce the imbalance between supply and demand
and alleviate pressure on house prices and,
therefore, reduce household indebtedness below
the level that would otherwise be the case.

The government recognises the need for a
significant increase in supply. It has set out a
number of new policies in relation to planning
policy, including strengthening provisions in the
National Planning Policy Framework (NPPF) to
require local authorities to plan for housing need in
their local areas and facilitate a rise in supply, for
example, policy has been amended to strengthen
the likelihood that local authorities produce a local
plan to assess housing need. The preparation of a
local plan is, at present, not compulsory and, as at
September 2015, 64 % of local authorities had
adopted a local plan and 82 % of local authorities
had published their plan (). The government
introduced legislation in its Housing and Planning
Bill in October 2015 to provide new powers for
action in the event that a local authority has not
produced a plan by early 2017. In such a case there
would be a centralised intervention to expedite and
ensure completion of the Plan (**). In November
2015, the government announced that it would
establish a new 'delivery test' to ensure that local
authorities deliver on their local plans. The Bill
passed the House of Commons in January 2016
and will shortly be considered by the House of
Lords.

The government has set ambitious objectives to
increase the supply of new houses. Various
initiatives have been announced by the government
since May 2015 and include measures to:

(®) HM Government Press Notice September 2015.

(*) Specifically, the Secretary of State will be given powers to
intervene with respect to local plans which are prepared by
each local authority. In instances in which local authorities
have not prepared a plan, the Secretary of State will be
empowered to impose a plan for that local authority's area.
Other provisions relating to planning policy in the Bill
relate to neighbourhood planning, greater powers for the
Mayor London to intervene in the planning process and the
introduction of a zonal system. Under this system,
brownfield sites on the register that are assessed as suitable
for residential development will be given automatic
planning approval 'in principle', subject to a limited number
of technical issues. The Secretary of State will be given a
new power to grant planning permission in principle for
housing developments on these sites. These proposals build
on existing policies.



e deliver 400 000 ‘affordable’ homes by 2020-
2021 including 200 000 ‘affordable’ starter
homes, 135000 shared ownership homes
through the Help to Buy scheme, 10 000 homes
that will enable tenants to save for a deposit
while they rent and 8 000 specialist homes for
elderly or disabled people;

e provide GBP 1.2 billion to facilitate the
construction of 30 000 affordable starter homes
on brownfield land over five years;

e develop further the 'garden city' at Ebbsfleet
through the investment of GBP 310 million;

e improve the efficiency of the system of
‘permitted development rights' under which
planning permission for change of land use can
be obtained (e.g. from non-residential to
residential purposes); and

e support large housing developments of at least
1500 housing units near large infrastructure
developments (under the Large Sites
Infrastructure Programme); and

o release sufficient public sector land to support
construction of 160 000 homes over the five
years from 2015.

An objective of new policy initiatives
announced in 2015 is to link support for house
purchase with new supply. By doing so, the
government aims to influence the composition of
purchasers of new houses through its support,
specifically, to prioritise assistance to first home-
owners through provision of financial incentives to
various parties in the house-building and sale
process.

Another objective of policy is to facilitate
residential development on brownfield sites.
Such development could increase the supply of
land while respecting the principles and practices
behind the 'green belt' as residential development
on brownfield land can enable a higher density of
development than elsewhere (*). The government

(*) The principles governing development on the green belt are
set out in the 2015 country report. The green belt is a
policy for controlling urban growth by restricting urban
sprawl by keeping land permanently open. It has been
estimated that, in 2013-2014, the average density of
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has set ambitious targets for building on
brownfield sites including that planning
permission is in place for 90 % of identified and
suitable brownfield sites by 2020. It initially
estimated that 200 000 new units could be built on
existing brownfield land, subsequently upgraded to
400 000 homes, although it has been suggested
that development on brownfield land could enable
the construction of around 1 million new homes in
England (%°).

The government's policy initiatives are a
positive response and a step in the right
direction towards addressing the supply and
demand imbalance. While the objectives in
relation to ‘affordable’ and starter homes are
ambitious, the key is delivery. Should the
objectives be met in full, the existing demand-
supply imbalance would be substantially narrowed
by 2020 (as the goal of building 200 000 houses
falls only a little short of estimates of demand and
other private housebuilding should more than meet
the remaining gap). However, implementation will
depend on a number of factors, not least the
identification of sufficient sites, and in the
appropriate areas, on which to build the new
houses. In relation to building on brownfield sites,
while the policy response is welcome, the costs of
converting brownfield sites for residential
construction can be high depending on the
previous use of the site and such high costs may
impede development.

Transport links and housing supply

Constraints on land availability for residential
development can be eased by efficient and quick
transport links. Such constraints are particularly
tight around London and the south-east of England
in which the ability to expand is affected by the
green belt. Improved transport links between

residential addresses surrounding a newly-created
residential address was 32 addresses per hectare whereas
for previously developed land it was 37 addresses per
hectare. In the case of green belt land, the density was 18
addresses per hectare. Source: Department  for
Communities and Local Government (2014) Land use
change statistics in England 2013/14. Brownfield is a term
used in urban planning to describe land previously used for
industrial purposes or some commercial uses.

(%) Campaign for the Preservation of Rural England (2014)
From wasted spaces to living spaces.
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London and large surrounding towns and between
the large towns themselves can increase the ease of
commuting longer distances from outside London
and major cities.

The second half of 2015 saw the opening of the
'Waverley Line' from the Scottish Borders to
Edinburgh and a partly new rail link between
Oxford and London. Such lines should ease
access to Edinburgh and London respectively and
therefore alleviate pressure on the housing market.
In addition, the completion of 'Crossrail 2', a new
underground rail line between the western and
eastern outskirts of London should further ease
congestion and increase the ability of commuters
to move into and around London.

Further investment in rail and road links can
also provide benefits by increasing access to
London and other cities. To this end, the
government's plans to build a new high speed
railway (‘High Speed 2") to improve links between
Birmingham (and subsequently Leeds and
Manchester) with London should boost both cities.
The new connection should increase the flexibility
of the workforce and businesses as regards their
decisions as to where to locate and work. In
particular, High Speed 2 increases the feasibility of
living in the West Midlands but working in
London, easing housing supply constraints in and
near London. Work is advancing on preliminary
plans for a third high speed rail network in the
north of England. With a view to improving
access, there would be merit in further increasing
the number of high speed rail routes into London.

'Direct commissioning' and housing supply

There is a greater role for the public sector to
facilitate a step up in housing supply. The past
35 years has been marked by a sharp drop in the
proportion of new houses built by local authorities
from just under 50 % in 1969-1970 to around
1.6 % in 2014-2015 (*'). Already, some public
sector agencies have announced ambitious plans to
use land or property that they own to boost the
supply of houses (*®). However, local authorities

(%) Office for National Statistics (2014) Trends in the UK
Housing Market.

(*®® Transport for London has announced that it plans to build
10000 new dwellings in suburban London in the next
decade by exploiting land close to tube stations across 75
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and other public agencies are unlikely to have the
capacity or funding to contribute directly to
residential construction on the scale of that of forty
to fifty years ago.

There is scope for local authorities to develop
close strategic partnerships with private sector
builders to strive jointly to develop and deliver
large residential developments. Such an
approach may ensure that the sometimes
adversarial nature of the system under which
planning permission for residential development is
determined, is supplemented by a more
cooperative approach. In particular, close and early
involvement of local authorities could help provide
greater and earlier certainty in relation to planning
permission. This would mitigate one of the major
risks for private sector suppliers acting alone and
reduce the costs of development.

Under such partnerships, local authorities
could act as a ‘facilitator' or ‘enabler’ of such
developments (*). Local authorities would take a
significant strategic role in the identification and
assembly of sites for development and shape the
overall development. Such sites may include
publicly-owned land. Private sector developers and
builders would continue their key roles in site
design, construction, sales and marketing.

Local authorities and other owners of public
land could ‘directly commission' large scale
residential developments in partnership with
the private sector. In short, under this approach,
costs, risks and benefits could be pooled to
maximise the increase in housing supply, reduce
delay, maximise ‘build out' (*°) rates and reduce
costs. A noteworthy example of direct
commissioning is underway at Northstowe with
8500 units to be built by the partners.

The government plans to expand the number of
sites on which direct commissioning is used to
deliver new supply. In January 2016, it
announced that it would directly commission new

sites, two-third of which are in central London (i.e. zones 1
and 2) . (FT 21 October 2015).

(**) As set out in the Elphicke-House Report (2015) From
Statutory Provider to Housing Delivery Enabler

(*) A build out rate is a developer's amount and location of
potential development for an area.



houses on public land for which planning
permission is in place with 13 000 units on four
sites to commence in 2016. The announcement
should help extend an important new avenue to
raise housing supply.

Risks

High levels of indebtedness and rising house
prices may leave the household sector
vulnerable to adverse developments in the short
and/or medium terms. In turn, an adverse effect
on the household sector may have implications for
economic growth and financial stability. Two
potential risks are an unexpected rise in the cost of
borrowing and a negative shock to household
disposable income.

An unexpected rise in the cost of borrowing
could place some households under pressure to
meet the cost of servicing their mortgages. An
increase in interest payments for households on a
variable rate loan could, ceteris paribus, result in a
reduction in consumption. In the extreme, large
and unexpected increases in the cost of borrowing
could result in households missing part, or all, of
mortgage repayments and seeking assistance from
their lender.

However, market expectations for a rise in the
bank rate, the Bank of England's main policy
rate, have been increasingly delayed and
remain muted. Financial markets do not seem to
expect the next rise in the bank rate until late 2019
(graph 2.1.18). Even assuming that a rise in the
bank rate takes place consistent with market
expectations at that time, future rises in the bank
rate are likely to be gradual and limited and to
reach a level well below what was typical in the
previous three decades.

2.1. The housing sector

Graph 2.1.18: Market expectations for future rises in the
bank rate
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Source: Bank of England, the graph shows the date that
the first interest rate rise is expected (on the vertical axis) at
different points in time (on the horizontal axis).

Even if interest rates were to rise unexpectedly,
the impact is limited by the high proportion of
loans that are at fixed rates. As at Q2 2015,
almost 80 % of new loans for households were at
fixed rates for a period of one to five years. This is
double the proportion in Q2 2010. However, the
proportion of outstanding mortgages at fixed rates
has remained at around 40 % between Q2 2010
and Q2 2015. Nevertheless, as fixed rate
mortgages eventually need to be renewed, as either
fixed or variable rate mortgages, households will,
eventually, be exposed to higher interest rates.

Furthermore, mortgage interest payments as a
percentage of household disposable income
remain low. Mortgage interest payments as a
percentage of household disposable income has
remained low in 2015 at around 2 % (graph 2.1.8).
The proportion of households experiencing arrears
in their mortgages payments, and the proportion of
households with properties taken into repossession,
continued to fall in 2015. Therefore, there would
appear to be capacity for households, in aggregate,
to absorb an increase in the cost of borrowing
without an excessive impact on consumption
(graph 2.1.19).

On the other hand, the risk profile of lending
has increased. As noted above, there has been an
increase in unsecured lending and an increase in
lending to buy-to-let investors. Such lending may
leave borrowers vulnerable to an interest rate
shock. In relation to the proportion of loans at high
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loan-to-value and loan-to-income ratios, the risk
profile of bank lending is considered manageable
given that it has occurred at the same time as solid
growth in household disposable incomes and
further declines in household indebtedness.

Overall, the likelihood of this risk arising is low
and the impact is low at the macroeconomic
level. However, as discussed in the 2015 Country
Report, certain groups could be disproportionately
affected, such as groups that are relatively highly
indebted and/or groups on lower incomes.
Vigilance on the part of the authorities, especially
given the uncertainty caused by geo-political
developments in 2015 and early 2016, is required
should the economy or financial stability be
threatened by a negative shock.

An unexpected reduction in household
disposable income or employment could
threaten the ability of households to make
regular mortgage repayments. GDP growth is
projected to remain healthy at 2.1 % in each of
2016 and 2017 leaving the economy in a robust
position to absorb shocks. Consistent with that,
growth in real household disposable income is
expected to be buoyant, fuelled by growth in
employment and compensation of employees.
However, the recent fall in household saving, to
4.4 % of income in Q3 2015, limits the immediate
scope for households to reduce saving to support
consumption  while  maintaining  mortgage
repayments in the event of a shock. Even though
the household saving ratio is expected to increase
somewhat and then remain steady at a little under
7 % of household disposable income in 2016 and
2017(*Y), the risk remains that households may
need to reduce consumption in the event of a
negative demand shock. Such a course of action is
more likely  for low-income  households
particularly if such households are unable to
increase labour supply to maintain income at
previous levels.

However, unless it is particularly severe, a
negative shock to income is unlikely to have a
serious impact on growth or financial stability.
In particular, a low proportion of households are
currently experiencing difficulties meeting their
mortgage obligations, as assessed by arrears and

(®Y Source: European Economic Forecast Winter 2016.
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rates of repossession (graph 2.1.20). Even during
the recession of 2009-2011, when a severe
negative income shock occurred, and the
proportion of households falling into arrears and,
in the extreme, having their property taken into
repossession increased, they remained at relatively
low rates, particularly when compared to rates in
the early 1990s. Overall, the likelihood of this risk
arising is low and the impact should it crystallise
also appears to be low-modest.

Graph 2.1.19: Mortgage arrears and repossession rates
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Household balance sheets and risk assessment

Household balance sheets are in aggregate
sufficiently strong to absorb shocks should the
risks discussed above materialise. Households'
gross financial assets were 320 % of GDP in 2014
while households' net financial assets, at 229 % of
GDP, are also among the highest in the EU (graph
2.1.20). Nevertheless, households' holdings of
financial assets can be subject to sharp corrections
in their market value, particularly equity prices
when compared with the broadly stable value of
liabilities. Moreover, differences in the relative
distribution of assets and liabilities across
households could also affect the distribution of
risks should a negative shock affect balance sheets.

However, the proportion of UK households'
financial assets held in pension funds is high. As
such financial assets are relatively illiquid, they
cannot easily be realised should households face



difficulties in servicing their mortgages in the
event of the shocks discussed above. Nevertheless,
even excluding this class of financial assets, assets
exceed liabilities.

Graph 2.1.20: Households' financial assets (2014)
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Household balance sheets are even stronger
once real assets are included. In 2014,
households' gross real housing assets were valued
at around 300 % of GDP. An examination of
household balance sheets indicates, therefore, that
households hold considerable net worth (*?).

Resilience of the banking sector

The banking system is also relatively resilient to
shocks that affect the household sector. Around
16 % of the assets held by the banking sector
comprised secured lending to households for house
purchase in 2014 — a rise of about 6pps from the
recent trough in 2009 and the highest level in ten
years. However, the exposure of UK banking
sector to housing assets is in line with that of other
Member States (graph 2.1.21).

(*?) Office for National Statistics (2015) Total Wealth, Wealth
in Great Britain 2012-2014. Nevertheless, any fall in house
prices could disproportionately affect household balance
sheets.
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Graph 2.1.21: Banks' lending for house purchase, % of total
assets

.n
o

UK 16

o

5 10 15 20 25 30

Source: European Central Bank

The results of the Bank of England's ‘stress
tests' show that, in the event of a severe
economic shock, the banking sector’'s capital
buffers would decline, but remain above key
thresholds. As a result, the Bank of England
concluded that the seven major banks did not need
to raise additional capital above levels already
planned to increase their resilience in the face of a
severe shock.

More generally, the banking sector has
returned to stability and is now much better
capitalised than before the crisis. Banks have
rebuilt their balance sheets and are now safer. The
aggregate tier 1 capital ratio of the UK banking
sector was 13 % of risk weighted assets in
September 2015 and compares favourably with
other EU countries. Since 2008, UK banks have
also improved their liquidity positions and are
holding significantly more high quality liquid
assets which would allow them to overcome a
liquidity ‘crunch’. Banks have deleveraged further
and improved the composition of their balance
sheets. Since 2008, total assets of the banking
system have declined by almost 20 %. Banks
increased the share of their domestic lending as a
proportion of total assets while reducing the share
of overseas and intra-financial sector lending.
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2.2. THE EXTERNAL SECTOR

The current account has been in deficit for the
past three decades. In 2014, the current account
deficit rose to 5.1 % of GDP. This is the highest
level on record and well above the average deficit
of around 2.1 % of GDP between 1984 and 2014.
However, the size and composition of the deficit
have varied over this period. The rise in the trade
deficit, which is the difference between exports
and imports of goods and services, exerted a
significant impact on rise in the current account
deficit in the late 1980s and from 2007-2008. More
recently, however, the primary income deficit,
which is the difference between income flows
between the UK and the rest of the world, have
played a more significant role. This section
examines the causes of the marked rise in the
current account deficit since 2011. It also considers
recent trends in the export share.

Movements in the primary income balance have
been the main driver of the increase in the
current account deficit since 2011. The rise of
3.4 pps. in the current account deficit between its
recent trough in 2011 and peak in 2014 is
dominated by an increase of around 3.1 pps. in the
primary income deficit. The move into a
substantial deficit in the primary income balance is
historically unusual. Between 1995 and 2010 the
balance had typically been in surplus and, although
there was a deficit in most of the years between
1980 and 1995, for most of those years it was
relatively small and considerably smaller than that
in 2014 (graph 2.2.1).

By contrast, the trade deficit has remained
stable since 2010. The trade deficit fell from an
average of around 2.6 % of GDP in 2000-2009 to
2.0 % of GDP from 2010-2014 (graph 2.2.1). The
current pattern is also historically unusual.
Typically, changes in the trade balance have
dominated those in the current account balance but
that has not been the case since 2010.

The primary income balance

The primary income balance is dominated by
the net effect of income flows on the stock of
investment abroad by UK nationals and by
foreign nationals in the UK (*). Both credits

(*® The analysis in this section has been informed by work by
the Office for National Statistics. See Office for National

(i.e., earnings by UK nationals on their
investments abroad) and debits (i.e. earnings by
foreign nationals on their investments in the UK)
to the primary balance comprise income flows.
These, in turn, comprise earnings from Foreign
Direct Investment (FDI) and portfolio investment.
On the credit side of the primary balance, earnings
on FDI generally outweigh earnings on portfolio
investment while, on the debit side of the primary
balance, payments on FDI outweigh payments on
portfolio investment to foreign nationals.
Movements in the portfolio income balance and
the FDI income balance and their contributions to
the overall primary income balance are, therefore,
of particular interest.

Graph 2.2.1: Current account balance
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The rise in the primary income deficit since
2011 has been driven by a deterioration in the
FDI income balance. Since 2011, the balance on
primary income from FDI has moved from a
strong positive position to balance — a decline of
around 3.2 pps (graph 2.2.2). By contrast, the net
balance of income from portfolio investment has
remained reasonably constant and in deficit at
around 1.2 % of GDP. The balance on primary
income is the difference between income receive

Statistics (2015) and (2016) An analysis of Foreign Direct
Investment, the main driver of the recent deterioration in
the UK's Current Account.



from abroad (income credits) and income paid
abroad (income debits). While the deterioration in
the balance on income from FDI reflects both a
decline in UK earnings from abroad and a large
rise in payments to abroad, the fall in credits
outweighs the rise in debits (table 2.2.1).

Table 2.2.1: Decomposition of the primary income
balance, foreign assets and liabilities and
rates of return on foreign assets and liabilities

2011 2014 Difference

Primary income balance % of GDP

Total primary income balance 13 -18 -3.1
Of which: FDI income balance 33 0.1 -3.2
Of which: FDI debits 3.2 39 0.7
FDI credits 65 4.0 -2.5
Portfolio Income balance Sak i -0.1
Other -0.9 12 21
Of which:  Balance with the EU -06 -1.9 -13
Balance with the non EU 19 01 -1.8
Of which: FDI income balance with the EU 11 -04 -1.6
Of which: FDI earnings, EU credits 2.2 0.9 -1.3
FDI earnings EU debits 11 13 0.2
Stocks % of GDP
Foreign Assets 688.0 560.9 -127.1
Of which: FDI assets 80.1 675 -12.6
Of which: EU FDI assets 329 223 -10.7
Foreign liabilities 695.5 584.7 -110.8
Of which: FDI liabilities 60.9 757 14.7
Of which: EU FDI liabilities 230 273 4.3

Rates of return Earnings/Stocks

Foreign Assets 18 14 -0.4
Of which:  FDI assets 8.1 5.4 -2.7
EU FDI assets 6.4 3.6 -2.8
Foreign Liabilities 1.6 1.6 0.0
Of which: FDI liabilities 52 43 -0.9
Of which: EU FDI liabilities 4.1 4.4 0.3

Source: Office for National Statistics

The decline in FDI credits predominantly
reflects a decline in the rate of return received
from FDI assets since 2011 although the level of
FDI assets also declined. The rate of return on
gross UK FDI abroad has fallen. The rate of return
fell between 2011 and 2014 by a little under 3 pps
while the level of FDI assets fell somewhat (table
2.2.1). This is the reason for the fall in FDI credits.
It is worth noting that the decline in credits
received from portfolio  investment  was
considerably smaller than that for FDI credits. In
absolute terms, the yield on portfolio assets is
considerably lower than on FDI assets.

The rise in FDI debits reflects a rise in the stock
of FDI liabilities rather than a rise in the rate of
return on FDI liabilities. The rise in FDI
liabilities may reflect the positive features of the
UK economy which make it an attractive
destination for foreign investment although the rate
of return for overseas investors on their FDI
investments in the UK fell slightly between 2011
and 2014. At the same time, gross debits from
portfolio investment remained relatively stable.

2.2. The external sector

Moreover, the rate of return on FDI assets remains
above that on FDI liabilities by 1.1 pps.

Graph 2.2.2: Primary income balance
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The primary income balance with the
European Union

The decline in the primary income balance
partly reflects a decline in the primary income
balance with the rest of the EU. At the same
time, it is by no means confined to the EU and the
decline in the balance with the extra-EU exceeded
that with the EU. The primary income deficit with
the EU rose between 2011 and 2014 (graph 2.2.3
and table 2.2.1). However, the decline in the
primary income balance with the EU accounts for
less than half of the decline in the primary income
balance. Moreover, the primary income balance
with the rest of the world (i.e. 'extra-EU") fell from
a healthy surplus to close to balance (graph 2.2.3
and table 2.2.1). Within the extra-EU, there has
been a particularly large decline in the balance
with the United States which accounts for a little
under half of the total decline.
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Graph 2.2.3: Primary income balance

Graph 2.2.4: FDl income balance
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The decline in the primary income balance with
the EU reflects a deterioration in the balance of
income from FDI. The balance on FDI income
with the EU fell from a surplus in 2011 to a small
deficit in 2014 (graph 2.2.4). A similar decline is
seen in the FDI income balance with the extra-EU.

The decline in FDI credits from the EU reflects
both a fall in the stock of FDI assets invested in
the EU and a fall in the rate of return received
from EU FDI assets (table 2.2.1). The size of the
decline in the rate of return on FDI assets in the
EU was similar to that in other geographical
regions. However, the sharp fall in the stock of
FDI assets invested in the EU stands in contrast to
trends in the extra-EU, where such stocks either
increased or fell only slightly depending on the
region over the same period. This possibly
indicates a shift in investment preferences among
UK FDI investors. Nevertheless, despite the
decline, the remaining stock of UK FDI assets in
the EU remains well above that of any other
geographical region and accounts for around 50%
of all UK FDI assets.
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By contrast, EU FDI debits have remained
relatively healthy and risen slightly between
2011 and 2014. The increase in EU FDI debits
reflects an increase in the stock of EU FDI
liabilities and a small rise in the rate of return on
that investment (table 2.2.1). The absolute rate of
return on EU FDI in the UK is broadly in line with
that for the extra-EU. In addition, there was a
marked rise in the FDI liabilities to the EU (table
2.2.1). The stock of EU FDI liabilities accounts for
around half of all FDI liabilities — by far the largest
of any geographical region - and exceeds the stock
of EU FDI assets by around 5pps of GDP. The rise
in EU FDI liabilities may reflect the perceived
increased attractiveness of the UK as a destination
for FDI in recent years for EU investors.

The UK has a primary income deficit with
many EU Member States and many primary
income balances with Member States have
deteriorated since 2011. The largest primary
income deficits are with Germany, France, Ireland
and Luxembourg (graph 2.2.5). Since 2011, there
has been a significant deterioration in the net
income balance for Luxembourg and the
Netherlands which accounts for most of the
increase in the primary income deficit with the EU.
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Graph 2.2.5: Primary balance with EU Member States,
2014, and change in the primary balance
with EU Member States, 2011-2014

Graph 2.2.6: FDlincome balance with EU member states
2014 and change in the FDI income balance
with EU member states, 2011-2014
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The largest FDI income deficits are with
Germany, Finland, France and Spain. However,
there has been a particularly noteworthy
deterioration in the deficits with the Netherlands
and Luxembourg since 2011 which has driven the
deterioration in the overall EU FDI deficit (graph
2.2.6).

The rise in the FDI income deficit with the
Netherlands and Luxembourg is difficult to
interpret and may distort the overall rise in the
FDI income deficit and its attribution by
country or region. Specifically, the Netherlands
and Luxembourg may be intermediate recipients
for FDI flows rather than the ultimate destination
or source of such flows consistent with their status
as significant world financial centres. Such flows
may mask the true country of origin — which may
also be in the EU or outside the EU. Once this
effect is removed the relative impact of
Luxembourg and the Netherlands on the change in
the FDI primary income between 2011 and 2014
falls significantly. The role of cross-border flows
through the Netherlands and Luxembourg may
confirm the broadly-based nature of the decline in
the primary income FDI balance as a worldwide
development.
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Cyclical and structural issues

The increase in the primary income deficit may
be, at least in part, cyclical and therefore
temporary. As discussed above, a significant
contributor to the rise in the deficit is the broad-
based fall in the rates of return on UK FDI
investments abroad. These developments may
reflect the challenges confronting the world
economy in recent years and the low growth that
has resulted in some countries. These effects are
compounded by the possibly more advanced
business cycle position of the UK vis-a-vis some
other advanced economies, which would support
somewhat higher returns on FDI in the UK. At the
same time, industries in which UK FDI is
concentrated may be facing temporary headwinds.
This is the case of industries for which profitability
has been affected by a drop in commodity and oil
prices. On the assumption that future economic
growth and an improvement in international
business cycles is reflected in the rates of return on
the UK's FDI assets, FDI credits may rise. Such a
rise would contribute to a reduction in the FDI
income deficit and the primary income deficit
overall. However, should the rate of return paid
abroad on UK assets and/or the stock of such
assets held by foreign investors also rise, the
impact on the FDI income balance would be
reduced.
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Nonetheless, at least part of the rise on the
primary income deficit may be structural. Some
of the increase in FDI liabilities, and decline in
FDI assets, may be structural given the medium to
longer term nature of these flows. In addition, the
deterioration in the net international investment
position (NIIP) (see below) would tend to increase
outflows (including FDI outflows). Moreover, the
observed decrease in rates of return on UK assets
has brought them closer to the rates paid on UK
liabilities. Such a movement may be medium term
in nature. Any structural increase in the primary
income deficit would limit the extent of its
reduction once cyclical conditions improve.

There has also been a significant change in FDI
income balance by sector. While the fall in the
net FDI income balance occurred in every sector,
the decline has been steepest in the production,
'‘transport, storage and communication' and
‘distribution, hotels and restaurants' sectors (**).
The decline in the net income from the production
sector since 2011 has been concentrated in the
mining and quarrying sector. It reflects a steep fall
in credits outweighing a modest fall in debits. The
decline may reflect the sharp fall in world oil
prices over this period, which was amplified by a
larger stock of foreign FDI assets than liabilities.
To the extent that recent movements in world oil
prices reflect cyclical rather than structural
phenomena, at least part of the recent deterioration
in the primary FDI income balance may be
cyclical.

The Net International Investment Position

The recent rise in the current account deficit
has been accompanied by a worsening in the net
international investment position (NIIP). The
NIIP has decreased from -7.5 % of GDP in 2011 to
-25 % of GDP in 2014. The NIIP in 2014 is now
more negative than the previous low point in 1999
(graph 2.2.7). The NIIP is modestly negative by
EU standards.

A sequence of current account deficits since the
mid-1980s has contributed to the deterioration
of a previously significantly positive NIIP.
Nevertheless, the NIIP is only roughly correlated
with the cumulative current account balance (graph

(**) See ONS (2015) ibid.
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2.2.8); the level of the NIIP 'implied' by the
cumulative current account balance has typically
been higher than the recorded NIIP. It would seem
that, for prolonged periods, movements in the NIIP
are dominated by factors other than the current
account balance.

Graph 2.2.7: Net International Investment Position
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Valuation effects can be particularly important
in the UK given the very large size of foreign



assets and liabilities. Reflecting the sheer size of
the UK's external balance sheet, which is around
six times that of GDP, valuation effects can exert a
very large impact on the NIIP (graph 2.2.9). Such
valuation effects can be caused by fluctuations in
the exchange rate and price movements.

Graph 2.2.9: Decomposition of the change in the net
international investment position

Change in pp. of GDP (yoy)

04 05 06 07 08 09 10 11 12 13 14
[ Valuation changes
= Net transaction effect (rest FA bal.)
I Investment income effect

== Nominal growth effect
==¢==Change in NIIP (yoy)

Source: European Commission

A change in the composition of external
financing towards unstable short-term portfolio
investment flows would leave the UK more
vulnerable to changes in investor confidence. A
negative current account balance needs to be
financed — either by the sale of assets or the
acquisition of liabilities. In either case, the net
foreign liability position would rise. However, the
vulnerabilities associated with such a position
depend on the type of asset and liability flows that
underpin it. Should a rise in the net liability
position be associated with a rise in net FDI
liabilities, then the risks associated with a negative
NIIP are attenuated. This is because FDI liabilities
are likely to be more stable and long term in
nature, and reflect a perceived positive investment
environment in the UK and less vulnerable to
changes in investor sentiment and/or a rise in net
foreign portfolio liabilities, which can be unstable
and short-term in nature.

Recent movements in foreign asset and liability
flows have mitigated the risks associated with a
net liability position. Gross FDI liabilities
increased from 61 % of GDP in 2011 to 76 % of

2.2. The external sector

GDP in 2014 and from 9% to 13 % of total
liabilities. By contrast, portfolio liabilities fell —
from 155 % of GDP in 2011 to 144 % of GDP in
2014. The fall in gross foreign portfolio liabilities
was mirrored in a fall in net foreign portfolio
liabilities from 24 % of GDP to 2011 to 6 % of
GDP in 2014. Nevertheless, despite recent trends
the size of gross portfolio liabilities continues to
exceed that of gross FDI liabilities — by around
70 % of GDP — although the relative net positions
are similar.

A depreciation of sterling is likely to act as an
automatic stabiliser should investor sentiment
turn against the UK. A depreciation should spur
export growth and reduce import growth and thus,
theoretically, reduce the current account deficit. In
addition, UK assets denominated in sterling
become cheaper in foreign currency terms. As a
greater share of the UK's foreign liabilities is
denominated in sterling than is the share in foreign
assets (), in the event of a depreciation of
sterling, the net foreign asset/liability position
should improve as a result of valuation effects.

Despite vulnerabilities, the short-term risks
associated with the current account balance and
NIIP are considered low. Investor sentiment
towards the UK is currently positive. The UK is
assessed as a favourable destination for ease of
doing business (see section 3.3) and its
institutional framework is strong. Although the
NIIP has worsened in recent years, the position is
only modestly negative by EU standards and the
short-term risks associated with it are considered
manageable. The asset/liability composition of
foreign stocks is moving towards a greater reliance
on stable FDI flows. Moreover, the UK retains the
advantage of a favourable foreign currency
composition of foreign assets and liabilities,
which, along with a floating exchange rate, serves
to stabilise the NIIP in the short term in the event
of a loss of investor confidence.

Export market share

The rate of decline in export market share in
recent years has slackened and even reversed in
2014. Over the past fifteen years, the export

(*®) Bank of England Financial Stability Report, July and
December 2015.
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market share has fallen by almost 20 %. However,
since 2010, this trend has been reversing. The
reduction in export share of 9 % in the five years
to 2014 was the lowest since 2006. The decline in
export share since 2009 was largely concentrated
in a single year, 2010. Indeed, in 2014 taken alone,
export share rose again (by 2.5 %). Furthermore,
the decline in the five-year average export share
reflects faster rate of growth in world exports
rather than a decline in UK exports (graph 2.2.10).
Within the EU, the decline in export market share
has not been particular to the UK, but has been
broad based throughout the European Union.

Graph 2.2.10: Composition of change in export share
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The trend reversal in export market share has
been driven by developments in the market
share for goods and services. There have been
continual gains in market share for services since
2010. In addition, the previously large reductions
in the market share for goods have dissipated and
largely ceased in 2014 (graph 2.2.11).

2.2. The external sector

Graph 2.2.11: Decomposition of change in export market
share
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Unit labour costs

Nominal unit labour costs, a component of
competitiveness, have been muted since 2010
and have not contributed to the decline in
export share since 2010. Unit labour costs have,
on average, increased below the average inflation
rate since 2009 (graph 2.2.12). Both productivity
and growth in real compensation of employees
have been weak since 2009 and have moved
broadly consistently with each other. Prior to 2009,
by contrast, growth in real compensation of
employees  typically  outstripped that in
productivity, resulting in substantial nominal unit
labour cost increases. Subdued movements in
nominal labour costs may have contributed to the
recent reductions in the rate of decline in export
market share.
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Graph 2.2.12: Unit labour costs
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The relationship between the exchange rate,
price competitiveness and export market share
appears to be weak in the UK. Despite a modest
depreciation since late 2014, overall, the exchange
rate has appreciated since 2013 and stands well
above its trough during the recession 2008. The
appreciation, reflected in a rise in the real effective
exchange rate, has resulted in a loss of external
price competitiveness (which is typically measured
as the inverse of the real effective exchange rate).
However, the extent to which this development
will affect export market share is unclear. The
relationship between the real effective exchange
rate and export share seems weak (graph 2.2.14).
For instance, despite a significant depreciation in
the nominal exchange rate, and the real effective
exchange rate, in 2008 and 2009, the export market
share did not improve; to the contrary, it continued
to decline. Similarly, it may be the case that the
rise in the real effective exchange rate, and
corresponding fall in price competitiveness, does
not result in a renewed decline in export share.

Graph 2.2.13: Real effective exchange rate and export
market share

10

b

Navalviva

Rate of change y-0-y (%)
S &

N
3]

-20
01 02 03 04 05 06 07 08 09 10 11 12 13 14

e REER (ULC) IC-37 Export market share

Source: European Commission

Non price competitiveness

The quality of goods exports is relatively high.
Among the EU, the UK ranks as the fourth highest
in quality of its goods exports (graph 2.2.14).

Graph 2.2.14: Share of export value in top quality category
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A quality ranking of 1 reflects the highest quality rank in the
EU market for a particular 'country of origin' product. The
quality ranking of the UK's exports indicates that the quality
of its exports is the fourth highest in the EU. The quality
indicator is calculated using export prices and costs or
mark-ups of exported products.

Source: European Commission.
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Moreover, the UK's longstanding strengths as a
leading world financial centre are reflected in
its comparative advantage in the exports of
financial services. The UK retains a comparative
advantage in the export of banking services and
pensions and insurance services (graph 2.2.15)
which contributes to a healthy surplus in trade in
services (of just under 5 % of GDP in 2014).

Graph 2.2.15: Symmetric revealed comparative advantage
in services
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an indicator of specialisation of a country in the export of
services relative to the world.

Source: European Commission

Investment in infrastructure and policies to
boost skills can enhance productivity and
economic growth including in the export sector.
Investment in infrastructure, especially in transport
and energy, should help support exports while
investment in skills should ensure that exporters
can take advantage of a high quality skill base with
which to gain further market share. These issues
are discussed further in section 3.

2.2. The external sector



2.3. MIP ASSESSMENT MATRIX

This MIP Assessment Matrix summarises the main findings of the in-depth review in the country report.

It focuses on imbalances and adjustment issues relevant for the MIP.

Table 2.3.1:

MIP assessment matrix (*) — United Kingdom 2016

Gravity of the challenge

Evolution and prospects

Policy response

Housing sector
and household
debt

Imbalances (unsustainable trends, vulnerabilities and associated risks)

The UK has one of the highest levels of
household indebtedness in the EU. After
peaking at 99 % of GDP in 2009,
household sector indebtedness has declined
somewhat — to 86 % of GDP in 2014.

Real and nominal house prices rose at
around 7.7 % in the year to November
2015 implying that nominal house price
growth has almost halved since its peak in
mid-2014. The rise in house prices has not
been accompanied by commensurate
growth in household secured credit.
However, house prices remain high, given
supply and demand fundamentals, and the
price-to-income ratio is above the historical
average.

Economic growth has been robust in the
face of deleveraging. The resilience of the
household sector and financial sector to an
interest rate or income shock is considered
to be robust. Therefore, risks appear low in
the short term.

Household balance sheets are strong in
aggregate terms, with financial assets
exceeding financial liabilities. The main
risks flow from a high level of household
indebtedness, which increases the
vulnerability to shocks. However, the risks
appear low to modest in the medium term.

The evolution of household
indebtedness depends upon
projections for nominal GDP
growth, house price growth
and the proportion of houses
purchased using mortgages.
Under plausible assumptions,
household indebtedness is
projected to trough in 2015
and rise modestly, if steadily,
thereafter.

The pace of nominal house
price growth is projected at
around 5 % per year in the

medium term.

The policy response
needs to reduce the
imbalance between
demand and supply in
the housing market in
order to moderate
house price growth.
This is best achieved
by raising the supply
of new houses. The
measures in the
Housing and Planning
Bill 2015-16 and
‘direct commissioning'
constitute recent
initiatives to this
effect, although their
ability to materially
narrow the gap
between expected
demand and supply
will depend on the
effectiveness of their
implementation.

On the demand side,
macro-prudential
regulators need to
remain vigilant to an
excessive easing of
lending standards for
new mortgages.

(Continued on the next page)
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Table (continued)

2.3. MIP assessment matrix

External
balance

The UK has one of the highest current
account deficits in the EU at 5.1 % of GDP
in 2014. The trade deficit has been stable at
around 2 % of GDP since 2011, but the
primary income deficit has risen to around
1.8 % of GDP, accounting for most of the
rise in the current account deficit since
then.

Due to the sharp appreciation of the
exchange rate since early 2013, price
competitiveness has declined. However,
unit labour costs remained contained.
Although the export market share
improved in 2014, it has been in long term
decline, in common with that of the
majority of Member States.

The Net International Investment (NIIP) is
moderately negative at 25 % of GDP and
the large external financing needs leave the
UK vulnerable to a shock, e.g. a sudden
change in investor sentiment. However, the
recent rises in the NIIP have been
increasingly financed by stable FDI flows
and are less reliant on short-term financial
flows. In any case, the UK has a flexible
exchange rate and a broadly favourable
currency composition of foreign liabilities.
This means that any depreciation of
sterling should lead to a 'self-correcting'
effect on the current account deficit and the
NIIP, implying lower risks.

The current account deficit is
projected to narrow to 4.3 %
of GDP by 2017 driven
largely by a decline in the
primary income deficit,
which is in turn a reflection
of changes in changes in
foreign asset and liability
positions and rates of return
on those assets and liabilities.

The NIIP may remain
moderately negative although
this depends, inter alia, on
valuation effects which are
typically strong in the UK. In
the absence of favourable
valuation effects, a
significant improvement in
the current account balance
would be required to prevent
the NIIP from deteriorating
over the medium-term.

Growth in NULCs should
remain low as real wages and
productivity rise at a similar
rate in the medium term.

At least in part, some
of the rise in the
primary income
balance is cyclical and
should unwind
irrespective of policy.

In the medium term,
as identified in
previous in-depth
reviews and country
reports, continued
investment in
infrastructure and
skills would support
productivity and
economic growth
including export
growth. This should
eventually improve
the trade balance.

Conclusions from IDR analysis

e  The household sector continues to experience high levels of indebtedness and house price levels remain high.
Housing supply shortages remain acute particularly in London and the south-east of England, exerting upward
price pressures. Household balance sheets are, however, strong on aggregate and the household sector and broader
economy appear resilient to short-term shocks. On the external side, the current account deficit increased in 2014
to reach a record high, linked to a deterioration in the income balance, which is partly cyclical. The high current
account deficit leaves the UK vulnerable to changes in investor sentiment. However, a favourable institutional
framework and low foreign currency liabilities mitigate these risks.

e  Household indebtedness levels projected to rise again in the short to medium term. House prices are also projected to
continue to rise — at an average of around 5 % per year although at a slower pace than recently. In the absence of a
further supply side response the level of house prices and level of household indebtedness will remain high. The
current account deficit is expected to decline as adverse cyclical conditions unwind.

e  The main policy challenge in the short and medium terms is to address the ongoing imbalance between the supply
and demand for houses. Although there have been many government initiatives, they have yet to exert a material
impact on supply.

(*) The first column summarises "gravity" issues which aim at providing an order of magnitude of the level of imbalances. The
second column reports findings concerning the "evolution and prospects" of imbalances. The third column reports recent
and planned relevant measures. Findings are reported for each source of imbalance and adjustment issue. The final three
paragraphs of the matrix summarise the overall challenges, in terms of their gravity, developments and prospects, policy
response.

Source: European Commission




3 « ADDITIONAL STRUCTURAL ISSUES

In addition to the imbalances and adjustment issues addressed in section 2, this section provides an
analysis of other structural economic and social challenges for the United Kingdom. Focusing on the
policy areas covered in the 2015 country-specific recommendations, this section analyses issues related
to taxation policy and debt sustainability; labour market and social policies; and the challenge of raising

labour productivity, and infrastructure investment.

3.1  TAXATION POLICY, DEBT SUSTAINABILITY AND FISCAL

FRAMEWORK

Taxation policy

The tax system is overall relatively growth
friendly. For instance, consumption and recurring
taxes on property account for 43 % of total
taxation in 2014, a share which is among the
highest in the European Union. At around 33 % of
GDP in 2014, the UK's total tax burden is below
the European Union average of around 39 %.

The government continues to implement its
fiscal consolidation plan following the May 2015
general election. The plan focuses mainly on
expenditure cuts, which account for around 80 %
of the total consolidation. The government has set
out a consolidation path until 2020-2021 with the
intention of reaching a budget surplus in 2019-
2020. The government estimates that it will receive
an additional GBP 20.9 billion in the period 2015-
2016 to 2020-21 from tax policy decisions. These
revenues include measures relating to avoidance,
evasion and tax planning, and savings due to the
modernisation of the tax and benefit system.

Table 3.1.1: Composition of tax revenue

2014-15 (GBP Revenue 5
Tax category billion) % GDP %
Income tax 163.7 271 9
National insurance contributions 110.3 183 6
(employers and employees)
Corporation tax 42.1 7 2.3
Property taxes 66.3 11 3.6
Capital taxes 8.5 1.4 0.5
VAT 124.9 20.7 6.9
Excise duty 52.8 8.7 2.9
Other taxes 35.3 58 1.9
Total 603.9 100 33.1

Source: OBR

Tax receipts have increased in 2014-2015
compared to 2013-14. The overall increase was
4 % with corporation tax receipts increasing by
7 % over the same period. This change reflects
increases in the financial, life assurance and other
industrial and commercial sector categories,

reflecting robust trading profits in most sectors of
the economy. In particular, financial sector receipts
increased by 28 % over this period, a marked
contrast to the declining profitability of the sector
since the financial crisis.

With a view to stimulating investment, the
government has reduced the statutory
corporation tax rates in recent years, from
28% to 20%, and is planning a further
decrease to 18 % by 2020. The effective marginal
tax rate (EMTR) on investment was high
compared to other OECD countries (*°). This could
be attributed to the capital allowance regime that
remains one of the less generous in the OECD for
large companies, especially for businesses with
substantial investment in physical assets like plant
and machinery and buildings. The reduction in
statutory corporation tax rates in recent years as
well as the planned further reduction would make
the EMTR more internationally competitive. A
further tax incentive to stimulate investment is the
annual investment allowance for plant and
machinery investment, which is GBP 200 000
from 1 January 2016.

Despite recent reforms to the R&D tax credit
system, spending on R&D in the UK continues
to be below that of peer countries. The R&D tax
credit scheme is the main way to stimulate private
sector R&D spending. According to a 2015
evaluation by the government, every GBP 1 of tax
relieved by R&D tax credits stimulates between
GBP 1.53 and GBP 2.35 of additional investment.

To incentivise investment and growth, the UK
launched a review of business rates in 2015. The

)
https://www.sbs.ox.ac.uk/sites/default/files/Business
_Taxation/Docs/Publications/Reports/cbt-coalition-report-
final.pdf.
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review could be used to assess whether the current
system acts as a barrier to investment by
discouraging property intensive production and
penalising investment in new plant and machinery.
Business rates are a property tax charged on most
non-domestic properties such as shops, offices and
factories. The scope of the review is wide and
includes both the scope, and how, business rates
are currently administered. The outcome of the
review is expected in the 2016 budget although the
government has recently announced that it intends
to devolve business rates from central to local
government towards the end of the Parliament.
Business rates comprise a large proportion of the
taxes paid by companies in the UK and form a
relatively —stable source of tax revenue
(GBP 27.5 billion in 2014-2015 compared to
GBP 42.1 billion in corporation tax). Recurring
taxes levied on business property are higher in the
UK than elsewhere in the OECD (*'). Business
rates represent a fixed cost for businesses and are
not linked to their profitability.

Some progress has been made on tackling the
complexity of the tax system. One of the
responsibilities of the Office of Tax Simplification,
which was set up in July 2010, is to provide advice
on simplifying the UK tax system. The importance
of the need to tackle the complexity of the UK tax
system was underlined in its recent report when the
Office of Tax Simplification concluded that since
2010 57 reliefs had been abolished to be replaced
by 151 new reliefs. A key recommendation of the
Office of Tax Simplification is to merge income
tax and national insurance contributions.
Furthermore, the government intends to modernise
its tax system administration through the use of
digital technology and through the restructuring of
the tax offices in the UK.

The UK has a very competitive regime for the
taxation of labour income. The taxation of labour
income is 38 %. In order to improve skills, the
government announced that it will impose a 0.5 %
charge on employment costs of businesses to fund
an apprenticeship levy.

The UK has identified cutting income taxes as a
key element to boost productivity. It aims to
increase personal allowances to GBP 12500

(") http:/iwww.ifs.org.uk/budgets/gh2014/gh2014_ch11.pdf.
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(currently GBP 10 600) and increase the higher
rate threshold to GBP 50 000 by 2020.

The government loses potential revenues by
using reduced VAT rates. Next to its standard
20 % VAT rate, the UK applies a reduced rate of
5 %, along with a super-reduced rate of 0 %. In
2013-2014, VAT receipts accounted for 21 % of
government revenues. The zero-rating applies to a
broad range of goods and services including many
foodstuffs, books, pharmaceutical products, water
supply, passenger transport and the construction of
new dwellings. The 5% rating applies to, among
others, domestic fuel and power, energy-saving
materials and certain residential renovations.

In 2014-2015, the loss of potential revenues
from the zero- and reduced-VAT rates was
estimated at GBP 49.4 billion or 2.7 % of GDP.
It is expected to increase to GBP 50.1 billion in
2015-2016. In respect of the zero-percent rates, the
government has the possibility to tax goods and
services previously taxed below 5 % at a reduced
rate (¥). Such a choice would dampen any
inflationary effects of an immediate move to the
standard VAT rate, as well as lessen the impact on
the most wvulnerable in society. Many of the
applied zero- and reduced-rates are sensitive as
they are deemed to address social issues.

The UK has reduced the VAT compliance gap
from 10.5% in 2012 to 9.8 % in 2013, which
represents an increase in yield of EUR 1.3 billion
(corresponding to approximately GBP 1 billion).
The UK VAT compliance gap, which measures the
difference between what was collected and what
should have been collected based on economic
activity, is below the European Union average of
15%. Continuing to address the VAT gap is
important as the total gap is estimated at around
GBP 16 billion (0.9% of GDP).

Fiscal sustainability

The high general government debt level
represents a source of vulnerability for the UK
economy. Gross public debt is expected to peak in

(*®) The UK can use the provisions in Article 113 of the VAT
Directive, which allows a Member State to tax goods and
services previously taxed below 5 % at one of two reduced
rates, even if such goods and services are not included in
Annex Il of the Directive.



2016 at around 89 % of GDP and only begin to
slowly decrease from 2017.

While no substantial short-term fiscal risks
exist, some variables point to possible short-
term challenges. According to internal analysis,
the short-term fiscal risk indicator remains above
the threshold which indicates a risk (*). However,
the long average maturity of public debt mitigates
short-term risks of fiscal stress (linked to
fluctuations in interest rates). Indeed, the long
average maturity of public debt limits rollover
risks (that could arise under adverse financial
markets conditions), as a relatively small fraction
of public debt needs to be renewed every year.
Moreover, a more comprehensive short-term risk
indicator, which also takes into account variables
such as the private sector credit flow, the private
sector debt and the net international investment
position, points to no significant risks of short-
term fiscal stress.

Fiscal risks appear to be higher in the medium-
term. The same internal analysis projects
continuing relatively high and increasing stock of
debt at the end of the projections (2026). Under the
baseline scenario, the simulation assumes that the
deficit (*°) is constant at 0.2 % from 2017 onwards,
while the government plans to achieve a surplus
from 2019-2020. The sensitivity to potential
shocks to nominal growth, interest rates and
structural primary balance, could lead to a debt
ratio well above 90 % of GDP (Graph 3.1.2).
Jointly simulated shocks to growth, interest rates
and the primary balance point to a significant
chance of a debt ratio in 2020 greater than in 2015
(Graph 3.1.1). Moreover, a cumulative fiscal
adjustment of 3.5 percentage points of GDP,
relative to the baseline no-fiscal policy change
scenario, would be required over 5 years (until

(*) The SO indicator is a composite indicator that estimates the
extent to which there might be a fiscal stress risk in the
short-term. It is based on a wide range of variables (fiscal
and macro-financial variables), which have proven to
perform well in the past in detecting situations of fiscal
stress. This indicator is further decomposed into two sub-
indexes (SO fiscal sub-index and SO financial
competitiveness sub-index) For the UK, the overall SO
indicator is under its critical threshold, while the SO fiscal
sub-index is above, but close to, its critical threshold. See
European Commission Fiscal Sustainability Report 2015.

() Structural primary deficit before costs of ageing.
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2022), to reduce the debt-to-GDP ratio to 60 % of
GDP by 2030 (*}).

Graph 3.1.1: Debt projections based on probability
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In the long run, the UK might face medium
fiscal risks. Internal calculations of the long-term
sustainability gap (**) show that a fiscal adjustment
of 3.4 percentage points of GDP is needed to
ensure the sustainability of public finances over
the long run (Graph 3.1.2). The indicator is
calculated under the assumption of a no-fiscal
policy change scenario. The gap is mainly due to
the projected impact of age-related public spending
(contribution of 2.4 percentage points of GDP),
with pensions accounting for 1.0 percentage point
of GDP required fiscal adjustment, and healthcare
for an additional 1.0 pp of GDP. The unfavourable
initial budgetary position, determined by the
structural primary balance and the general
government debt level at the last forecast year, also
contributes to the gap (by 1.0 pps. of GDP).

(*) The S1 indicator measures the required fiscal adjustment
needed over the next 5 years (from the last forecast year) to
drive debt ratio down to 60 % of GDP in 2030. Thus, itis a
medium-term sustainability risk indicator.

(* The S2 indicator measures the required fiscal adjustment
needed to stabilise public debt in the long run (2060),
taking full account of future increased liabilities linked to
population ageing. Thus, it is a long-term sustainability risk
indicator.
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Graph 3.1.2: Gross public debt as a % of GDP
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Under a more adverse scenario, the gap would
reach a higher value. This scenario assumes that,
in the health care and long term care areas, non-
demographic drivers push costs upward. The cost
of ageing reflects the long-term challenges posed
by an ageing population. In this case, fiscal
sustainability over the long-term would rely on
reducing the projected age-related spending
increases through reforms.

Fiscal frameworks

The fiscal framework is strong and benefits
from the role played by independent
authorities. The Office for Budget Responsibility
(OBR) was set up in May 2010 and is tasked with
producing official economic and fiscal forecasts,
and with assessing the government's performance
relative to targets for borrowing, debt and welfare
spending. The Charter for Budget Responsibility
was updated in July 2015 and approved by
Parliament in October 2015. The fiscal mandate
now specifies a headline target for a surplus on
public sector net borrowing by the end of 2019-
2020 and in each subsequent year. Over this
period, there is a target for public sector net debt as
a percentage of GDP to fall in each year and there
is a limit on a part of welfare spending under the
welfare cap. The fiscal mandate further specifies
that these targets apply unless and until the OBR

3.1. Taxation policy, debt sustainability and fiscal framework

assesses that there is a significant negative shock
to the UK (**). According to the OBR's November
2015 Economic and Fiscal Outlook, the
government has a greater than 50 % chance of
meeting the fiscal mandate and supplementary debt
target. However, the welfare cap is set to be
breached in three successive years from 2016-2017
to 2018-2019, with measures raising welfare cap
spending in each of these years.

In November 2015, the government published
its Spending Review which specifies multi-
annual departmental expenditure limits (DELS)
until 2020-21 for all government departments.
Annually managed expenditure (AME) is more
variable and, therefore, not capped. Together with
the spending review, the government delivered its
Autumn Statement. The objective set out in the
fiscal plan is to achieve a public finances surplus
in 2019-2020 and maintain it thereafter.

(*®) Charter for Budget Responsibility, July 2015.



3.2. LABOUR MARKET, SOCIAL POLICIES, SKILLS AND

EDUCATION

Labour Market

The labour market continues to perform
robustly against the background of relatively
strong GDP growth. The employment rate
(Europe 2020 measure of those aged 20-64) rose
further in 2015 and, at 77.0 % in the third quarter,
was above the pre-crisis level of 75.2 % in 2008.
The unemployment rate was 5.5 % in Q3 2015.

Graph 3.2.1: Employment frends
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Long-term and youth unemployment fell in
2014 and into 2015, although both remain
higher than in the pre-crisis period. The long-
term unemployment rate recorded in Q3 2015
(1.5 %) was less than half the European Union
average (4.3 %), but still at the upper end of the
low rates observed before the crisis (between 1 %
and 1.5% between 2001 and 2008). The youth
employment  situation has also improved
significantly in 2015 and is favourable compared
to the European Union average. The youth
unemployment rate (15.2 % in Q3 2015, compared
to an European Union average of 19.9 %), the
NEET rate (11.9% in 2014, compared to an
average of 12.5%), and the youth long-term
unemployment rate (4.7 %, compared to an
average of 7.8 %) have all decreased from their
high levels during the crisis years and are
gradually recovering to pre-crisis levels (graph
3.2.1). The share of long-term unemployed in total
unemployment is below 30 %, while it is close to
50 % in the European Union.

Graph 3.2.2: Labour market indicators
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Labour market participation remained resilient
through the crisis and recovery, but many part-
time workers are looking for more work. The
fall in unemployment was accompanied by
increasing activity rates. The share of discouraged
workers increased only slightly during the crisis,
and by early 2015 had returned to pre-crisis levels
(graph 3.1.2). At the same time, the share of
“underemployed” workers (those working part
time who would prefer, and be able, to work
additional hours) has increased since 2008 from
about 4% to about 55% in 2015 (Q2). The
demand for part-time work may be explained by
flexible needs in the service sectors, including
reliance on contracts under which working hours
may fluctuate over time (and even involve no work
in some weeks). For workers aged 20-64, part-time
work as a proportion of total employment is four
times more prevalent for females (40.1 %) than for
males in the UK (9.9 %). The female part-time
employment rate in the UK is also almost 8.5 pps.
higher than the European Union average. Lower
work volume may lead to diminished career
opportunities, lower  prospective  pensions,
underutilisation of human capital and lower pay
and earnings. At 19.7 % in 2013, the unadjusted
gender pay gap is well above the European Union
average of 16.3 % and contributes to labour market
inequalities. In addition, the gender pension gap
stood at 39.5% in 2014, close to the European
Union average of 40.2 %.
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Graph 3.2.3: Unemployment rate and potential additional
labour force

18

16

14

% of labour force

2

0
08Q2 10Q1 11Q4 13Q3 15Q2

OUnemployment rate BDiscouraged BUnderemployed

Source: European Commission

Average earnings are increasing after a number
of years of stagnation. Wage growth was modest
throughout  the  recovery, with  nominal
compensation per employee growing by less than
2 % per annum for most of the post-2008 period,
but it is expected to have picked up in 2015. A
comparison of actual developments in nominal
wage growth with a prediction based on economic
fundamentals, including the growth of prices,
productivity and unemployment (*) shows that, in
the run-up to the crisis, wage growth in the UK
was higher than predicted based on inflation,
productivity growth and unemployment (by about
1.8 pps. on average over the period 2003-2007)
(graph 3.2.3). In contrast, wage growth remained
lower than predicted since 2010.

Recent estimations suggest that during most of
the previous decade, the composition of the
workforce had only a limited effect on
aggregate wage growth. An exception from this
was the first phase of the crisis (2009-2010), when
statistics of aggregate wage growth were
"artificially increased"” by the fact that lower-
skilled workers and those with shorter tenure
employment contracts lost their job with a higher

(*) The prediction is based on Arpaia and Kiss (2015):
“Benchmarks for the assessment of wage developments:
Spring 2015.” Analytical web note 2/2015, European
Commission, Directorate General for Employment, Social
Affairs and Inclusion.

3.2. Labour market, social policies, skills and education

probability. The reverse is observed for 2014 and
early 2015: as economic conditions improved and
hiring increased, the changing composition of the
workforce made a negative contribution to
aggregate wage growth. The changing composition
of the workforce may also explain part of the
weakness in productivity growth for the most
recent period (2014-2015), but not for the full
post-2008 period.

Graph 3.2.4: Nominal wage growth: actual and predicted
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The extent to which the improvement in wages
is shared between individual workers at
different levels of the earnings distribution
cannot readily be discerned from the available
official data. Several research reports suggest that
pay progression at an individual level is an issue in
the UK. A 2014 report from the Chartered Institute
of Personnel and Development (CIPD) (*°)
indicates that for those starting with low pay, the
likelihood of being "stuck™ is strongly correlated
with being female and increases with age. Working
part-time, in a small workplace, or in a low-wage
industry are also strongly associated with being
stuck on low pay once the person has had this
status for more than one year. The report finds that
it is easier to achieve an increase in remuneration
by changing jobs than by getting promoted.

(*) "Pay Progression — Understanding the Barriers for the
Lowest Paid", CIPD, October 2014.



Structural changes to the labour market have
potentially had a negative impact on
opportunities for occupational and pay
progression. The hollowing-out of middle-skilled
jobs may have closed some of the routes that those
in low-skilled work were once able to advance into
and through, and the increasingly specialised
nature of many highly-skilled occupations may
have acted to limit progression from the middle to
the top (*°).

Increases in remuneration will contribute to
alleviating some of the issues arising from low
pay and its associated high in-work welfare
expenditure. The government announced an
increase in the national minimum wage in the July
2015 budget (the 'National Living Wage') for those
over 25. The minimum wage in excess of GBP 9
per hour expected to be reached by 2020, will
benefit currently low paid employees over the age
of 25. The subset of the population which is low
paid is, however, not an exact match with the
subset of the population which currently accesses
assistance via in-work benefits. The 'National
Living Wage' may present challenges for
employers with large numbers of low-paid
employees. A case in point is that of the social care
sector, where much of the funding originates from
public bodies. For example according to the
Resolution Foundation the sector will have to
make provision for GBP 2.3 billion to meet the
increased payroll costs associated with the NLW,
and indeed this may result in a need for an extra
GBP 1.4 billion provision to be sourced from
public bodies.

There are also significant regional Ilabour
market disparities. The unemployment rate varies
from 7.9 % in the North-East to 3.7 % in the
South-East, reflecting regional differences in the
availability of job offers that result from their
different employment structure. It is further starkly
illustrated by recently announced industrial
closures in the North East, Scotland, Wales and
Northern Ireland in areas as diverse as steel, tyres,
and equipment manufacturing. The UK
Government intends to rebalance this disparity
through initiatives such as the 'Northern
Powerhouse'. Associated developments such as the

(*®) http://www.ippr.org/publications/employee-progression-in-
european-labour-markets.
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National Infrastructure Plan for Skills demonstrate
the value investment can unlock in a labour market
in need of mobility options.

In addressing the challenge of youth not in
education, employment, or training (NEET), the
policy focus has been on maintaining
engagement with young persons at risk of
becoming NEET. An example of this policy in
England is increasing the school or other
mandatory participation age to 18 years. Since the
May 2015 general election, an "earn or learn"
approach has been announced to support NEETSs
claiming state benefits, although it is not scheduled
to be introduced before April 2017. The approach
will introduce a three-week programme of support
to young people to enable them to find work, an
apprenticeship or training within six months. Other
ongoing robust engagements include traineeships,
work experience placements, sector-based work
academies, the intensive activity programme, work
skills pilots, the Movement to Work initiative and
the Youth Unemployment Innovation Fund. The
increase in the availability of apprenticeships will
also contribute to the range of policy response in
the area of NEETs. No new policy measures aimed
at NEETs not claiming benefits have been
introduced, although this group represents the
larger share of NEETS.

Education and Skills

Skills shortages remain an issue in the UK. The
Commission for Employment and Skills publication
'‘Growth through People' noted that “in certain
sections of the economy businesses face long-
standing skills shortages, for example in
manufacturing and business services”. The 2015
Employer Skills Survey found that total vacancies
had risen substantially with 19 % of employers
reporting at least one current vacancy, a rise of 4
pps. in 2 years. According to the survey, the
proportion of vacancies remaining unfilled because
of a lack of candidates with the right skills,
experience or qualifications had risen further to
23 % a rise of 7 pps. since 2011, Some 14 % of
employers reported that they had employees with
skill gaps (equivalent to 1.4 million staff or 5 % of
the workforce). The Employer Skills Survey also
reports 30% of employers who say they
underutilise their workers' skills, with 2 million
employees (7 % of the workforce) perceived by
their employers to be over-skilled or over-qualified
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for their current roles. A November 2015 UK
parliamentary report ‘Education, skills and
productivity' looks at skills in the UK under a
number of interrelated headings. These include a
cross-country comparison of the UK, the US,
France and Germany; high level skills issues
concentrating on graduate skills; intermediate
skills development and finally skills upgrading and
ongoing training for those in work. The report
concludes that there are considerations for the UK
across the latter three issues, with a focus on
employer engagement and buy-in presenting a
particular challenge.

There are ongoing outcome issues pertaining to
the education system for some participants
although the UK ranks close to the European
Union average on a number of indicators of
attainment of skills (see graph 3.2.5). Some young
people in the UK, especially from disadvantaged
backgrounds, leave school prematurely without the
necessary numeracy and literacy skills (*'). The
indicator on early school leavers recorded a 3.1
pps. reduction over a four-year period, from
14.9 % in 2011 to 11.8 % in 2014, which is around
the  European  Union average (11.1 %).
Nevertheless, opportunities for upskilling of low
skilled adults, who may have previously missed
out on educational opportunity, may be more
limited than before. Even though overall adult
participation in learning is significantly higher than
the European Union average (15.8 % compared to
10.7 % in 2014), the participation of low-qualified
young adults (15-24) is much lower than that of
other groups and consistently lower than the
European Union average (*®). In addition, the
financial health of many further education colleges
has seriously declined since 2010/11 (*%), which
prompted a major reform of consolidation and
specialisation of colleges across 40 areas covering
all of England to be completed by March 2017 (*°).
The challenge is to increase efficiency in the sector
while maintaining broad universal access to further

(*) OECD International Report on the Survey of Adult Skills
(2012) http://www.oecd.org/site/piaac/.

(*®) Eurostat (last update 23.10.2015) Participation rate in
education and training (last 4 weeks) by type, sex, age and
educational attainment level (trng_Ifs_10).

(*®) National Audit Office (July 2015), Overseeing financial
sustainability in the further education sector.

(*°) Department for Business, Innovation and Skills (July
2015), Reviewing post-16 Education and Training
Institutions.
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education in order to address the needs of young
disadvantaged adults.

Graph 3.2.5: Education indicators
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Several initiatives to improve basic skills are
being implemented across each of the UK
countries. In England, ‘16 to 19 Study
Programmes’ require students who have not
achieved the required standard in English and/or
mathematics at 16 to continue to study these
subjects. In 2013-2014, this applied to around
39 % of all pupils aged 16-18. Some colleges are
facing difficulties delivering this obligation,
however there are already signs of improving
exam results for over 17 year olds in English and
maths (**). The introduction of the new slimmed-
down national curriculum in September 2014 is
expected to improve children’s numeracy,
language and literacy skills and knowledge by
making the assessment more demanding and by
tracking schools' performance on national tests in
English, maths and science. By 2016, primary
schools will be judged against a new minimum
standard of 65% of students achieving the
required standard in English and maths and
making sufficient progress. In November 2015 the
government committed to continue providing the
Pupil Premium, a financial subsidy to schools for
every disadvantaged student, since it was found
that it had increased school leaders’ focus on

(®%) Joint Council for Qualifications (June 2015) ‘GCSE Full
Course Results by Age Group 2015°.



disadvantaged pupils and that most schools used
effective interventions (*%).

A major transformation of the governance
status of schools in England is underway, with
first results showing some positive impact on
student achievement. The number of newly
established academies has risen from 203 in May
2010 to 4 676 in June 2015. Today around 18 % of
all primary and 65 % of all secondary schools in
England are academies. It is still too early to judge
the full impact of converter academy status on
school performance, however academies appear to
successfully deliver year-on-year progress on pupil
attainment. When analysed against a range of
Government indicators on attainment, a majority
of the academy chains analysed still
underperformed the mainstream average on
attainment for their disadvantaged pupils (**). On
the other hand, evidence was found that the
attainment gap between pupils eligible for free
school meals (disadvantaged pupils) and those that
are not is narrower in converter academies than in
similarly maintained schools (*).

Raising attainment in basic skills is a policy
goal in all devolved administrations. To further
reduce the attainment gap, Scotland has prioritised
education in the government programme and
focused its policy efforts on further raising the
attainment of schools in deprived areas through the
Scottish Attainment Challenge, a GBP 100m
project over 4 years (2015-2019) which builds on
the approach used in the London Challenge and
invests in targeted improvements in literacy,
numeracy and health and wellbeing in primary
schools. Following an OECD review in April 2014
(*®) and an independent review in February 2015
(*®), Wales has set off on a large-scale curricular
reform treating literacy, numeracy and digital
competence as cross-curriculum responsibilities

(*® National Audit Office (July 2015) Funding for
disadvantaged pupils.

(®® Sutton Trust (July 2015) Chain Effects 2015: The impact of
academy chains on low-income students.

(®*) National Foundation for Educational Research (NFER)
(2015) Analysis of academy school performance in GCSEs
2014: Final Report.

(*) OECD (April 2014) Improving schools in Wales — An
OECD Perspective.

(%) Prof. Graham Donaldson (February 2015) Successful
Futures: Independent Review of Curriculum and
Assessment Arrangements in Wales.
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that all teachers and areas of the curriculum would
be expected to apply. The new curriculum will be
available as of September 2018. To make
education more inclusive, considering also the
historical context, the policy direction taken by the
Northern Irish Executive is on providing shared
education of pupils of different religions and
socio-economic backgrounds.

Provision for expansion and simplification of
vocational training routes is underway. In 2014-
2015 numbers of apprenticeship starts have
increased for the first time since 2010-2011 and
people aged 25 and over are still the predominant
age group. The push to deliver 3 million new
apprenticeships by 2020 will be funded by a levy
on large employers amounting to 0.5% of an
employer’s pay bill starting in April 2017. The
levy will be paid into an apprenticeship fund.
Employers will be incentivised to offer more
apprenticeships as they will be able to recoup the
levy only by using the fund for training
apprentices. In the best case scenario, the levy is
expected to stimulate employer behaviour and
influence their workforce development planning,
There is a danger of rebranding existing graduate
programmes without effect on the productivity and
skills, so monitoring the quality of apprenticeship
training will be key. In November 2015, reforms to
increase the transparency and decrease the
complexity of technical and professional routes
have been announced, with an expert report
expected in March 2016.

Beyond a welcome expansion of work-based
learning  opportunities, the quality of
apprenticeships in England also requires focus.
A report on apprenticeships by the UK
Government’s Office for Standards in Education
(Ofsted) acknowledged improvements being made,
but criticised the quality of apprenticeships as
"variable and poor", failing to target the skills
shortages in the economy, to focus on improving
quality and to engage employers, especially SMEs.
Out of 190 inspected programmes, 72 were judged
to require improvement and 21 were inadequate,
affecting 73 000 apprentices. The report also
criticised schools for not doing enough to promote
apprenticeships. In addition, the level of
qualification acquired through apprenticeships
tends to be low. In 2014-2015 the highest level of
apprenticeships made up only 4% of total
apprenticeship starts. The middle and lowest level

49



50

recorded figures of 36 % and 60 % respectively.
Most apprenticeships take place in the service
sector, with three quarters of starts concentrated in
three sectors: business, administration & law;
health, public services & care; and retail &
commercial enterprise. Criticism has been raised
that  apprenticeships are decoupled from
occupations and therefore not rigorous enough (*').

Skills policy is largely the responsibility of the
devolved administrations in the UK. In
Scotland, the government has emphasised the need
to increase the number of apprenticeships. It aims
to raise the number of apprenticeships from 25 000
in 2013-2014 to 30 000 in 2020 under its Modern
Apprenticeship programme overseen by Skills
Development Scotland. Under the programme,
skills investment plans and regional skills
assessments  will be used to ensure that
apprenticeships are closely linked to areas of
economic growth and job opportunities. There will
be a particular focus on the creation of
apprenticeships in STEM (science, technology,
engineering and mathematics) subjects. In Wales,
under the Policy Statement on Skills and the Skills
Implementation Plan, the government has
developed a series of Skills Performance Measures
and a Flexible Skills Programme to provide
targeted interventions if recruitment and skills
needs cannot be met through existing provision or
there is a case for targeted intervention by the
government. The government offers a number of
apprenticeship programmes to raise the number of
apprentices and boost skills. In Northern Ireland,
the government's overarching skills policy
framework is the Skills Strategy for Northern
Ireland, known as 'Success through Skills —
Transforming Futures'. The achievement of the
strategic aims and the commitment to increase the
skills of the workforce, including through the
development of labour market relevant
apprenticeships, is delivered through the Skills to
Succeed programme.

Tertiary attainment rates are high but the need
for higher vocational qualifications is becoming
more apparent. Take up of post-secondary
vocational courses in the UK has declined by 35 %

(") Fuller, A. and Unwin,L. (2013) Apprenticeship and the
concept of occupation, Gatshy Charitable Foundation.
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over the last ten years (*®). An increasing
proportion of tertiary graduates are employed in
jobs which do not match their qualifications and
43% of recent graduates (21-30-year-olds) are not
using higher skills (*). These developments on the
supply-side coexist with shortages of certain
higher technical and vocational skills expressed by
a number of key sectors (*°). Dealing with this
challenge is complicated, as illustrated by the ICT
sector. There is a lot of demand for ICT
professionals, but computer science graduate
numbers have been falling over a number of years
(see section 3.3). These graduates are somewhat
slower to make the transition of ICT professionals
into the labour market due to a possible skills
mismatch. The policy response has been to
extensively involve employers in the development
of new institutions of higher technical education
such as National Colleges, University Technical
Colleges, and Institutes for Technology and
Degree Apprenticeships.

Overall, the UK does well or better than other
EU countries on a number of fronts in
education and training. However there are
potentially weaknesses in vocational and adult
skills systems that are disproportionately affecting
young disadvantaged people. The apprenticeship
reforms which put employers in charge of skills
development will need to be monitored closely to
ensure quality in addition to quantity of
apprenticeships. The move towards more rigorous
teaching of basic skills in schools and in post-16
education in England is a step in the right
direction, with outcomes yet to be measured
internationally. The education and skills policy
initiatives in the devolved administrations are
focusing on targeted interventions and delivery
will be key.

Social Policies

Despite the very robust headline performance
of the labour market, social challenges remain,

(*®) Policy Exchange (2015) Higher, Further, Faster, More:
Improving higher level professional and technical
education.

(*) Department for Business, Innovation and Skills (2015)
Policy report: Overqualification and skills mismatch in the
graduate labour market.

(*®) Department for Business, Innovation and Skills A Dual
Mandate for Adult Vocational Education: a consultation

paper.



particularly for low-income households and
households with children. While rates of the risk
of poverty and social exclusion are somewhat
steady, severe material deprivation is on an upward
trend (graph 3.2.6). The share of children in
jobless households continues to decrease (14.2 %
in 2014; European Union: 10.9 %). In the context
of an overall in-work poverty rate of 8.6 % in 2014
(European Union 9.5 %), national statistics show
that nearly two thirds of children in poverty live in
a working family (rising from 54 % in 2009-2010
to 63 % by 2013-2014) (*Y). The rate of absolute
child poverty in working families rose in the same
period from 19% to 21%. Severe material
deprivation was much higher for social renters,
lone parents and disabled people than for owner-
occupiers, the self-employed and those with some
savings. Among households with children, social
renters with incomes around the median (after
housing costs) are at least as likely to be materially
deprived as the lowest-income owner-occupiers.
People with disabilities are at a significantly higher
risk of poverty and social exclusion, registering a
gap of 13.5 pps compared to people without
disabilities in 2014 (European Union average: 9.6

pps).

Universal Credit continues to be rolled out
gradually with some continuing concern about
the pace of progress. The Universal Credit brings
together six means-tested benefits and tax credits
and extends conditionality to many more people in
and out of work, including partners with children.
It is designed to simplify the (means-tested)
benefits system and incentivise claimants to take
up work. ‘In work conditionality’ will be
introduced for those in part-time work, with the
aim of promoting progression. As at 10 December
2015, 175 505 people were on the Universal Credit
caseload. A significant volume of work is yet to
begin notably transferring the current caseload of
those on Tax Credits from the systems utilised by
Her Majesty's Revenue & Customs to the
Universal Credit system run by the Department of
Work & Pensions. A recent House of Commons
Committee of Public Accounts report notes
continuing concern on progress, with the system
not expected to be fully operational until at least
2021.

(*M Institute for Fiscal Studies: Living Standards, Poverty and

Equality in the UK, 2015.
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Graph 3.2.6: At-risk-of-poverty rate and its components
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The system of in-work benefits, most recently
delivered via tax credits, has had positive
employment effects and reduced poverty,
especially for low-income individuals and lone
parents. This is in line with findings that reduced
(or even negative) taxation of low incomes
increases employment.

The policy pursued in recent years in the UK to
tackle poverty has been to concentrate on ‘work
first'. While this policy does contribute to
reducing unemployment, there are remaining
challenges for people entering employment and
those in work who experience underemployment
with low wages and/or a low number of working
hours. The Universal Credit system, when fully
rolled out, intends to provide assistance for
individuals in work experiencing either of these
challenges. An inactivity rate of over 20 % in 2014
(European Union: 23 %) suggests challenges also
remain in bringing those far from the labour
market into job searching and the labour market.
Regarding the long-term unemployed within the
Work Programme, evaluations suggest that
available support services may be uneven or
concentrated on those people closer to finding
work partly due to the large degree of discretion
given to the providers.

Reforms relating to freezing the indexation of
certain working age income benefits and tax
credits may have reduced the incomes of low-
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income households. Couples with children, lone
parents and those with the lowest incomes have
had the largest percentage reduction in their net
disposable incomes (°%). The Equality and Human
Rights Commission found that the combined
effects of taxes and social security changes since
2010 had reduced the income of couples with
children in the bottom income decile by 13 %. A
negative impact was also observed for households
with disabled adults and children. By contrast,
pension benefits have been protected through the
‘triple lock' indexation via the highest indicator
from inflation, average earnings or a minimum of
2.5 %.

Recently announced planned reforms signal
several further alterations to social protection
for working-age persons. The reforms in the 2015
Summer Budget announcing GBP 12 bn (EUR 17
bn) of alterations largely consisted of freezing the
working-age benefits rates until 2020 (GBP 4 bn);
reductions (GBP 6 bn) to the tax credits system,
mainly affecting low-wage working families, and a
change to the subsidies provided to Local
Authorities and Housing Associations (GBP 1.4
bn) for low-income housing. The changes to the
tax credit system were substantially reversed in the
November 2015 Autumn Statement, following
much concern about the immediate drop in income
which would have been faced by many low-wage
working families, beginning in April 2016.
However, analogous cuts to the generosity of
Universal Credit for in-work claimants will
proceed. Thus the in-work welfare support regime
for new claimant families is predicted to result in
net losses averaging GBP 1300 per family per
annum in 2020 (*). This includes netting the
positive effect of the National Living Wage and
increases in tax free allowances. The government
intends to provide transitional protection for those
currently on tax credits who migrate to Universal
Credit, if there is no change in circumstances.

Several welfare reform  announcements
particularly affect low-income households with

() Reed, H. and Portes, J. (2014) Cumulative Impact
Assessment. A research report by Landman Economics and
the National Institute of Economic and Social Research for
the Equality and Human Rights Commission. Research
report 94.

(*®) http://www.resolutionfoundation.org/wp-
content/uploads/2015/11/SR2015.pdf.
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children. The 2015 Summer Budget includes a
further modification in the total amount of income
benefits that can be received per year (‘Benefit
Cap"). Combined with other changes in both in and
out of work welfare provision this gives rise to
concerns that the poverty risk of households with
children in particular will be affected. For example
for new working age-claimants from April 2017
social protection will be calculated on a maximum
of two children regardless of family size. Estimates
of the distributional effects suggest that the tax and
benefit changes between 2015 and 2019 will
reduce the real net income of the poorest two
income deciles by 6-8 % (*). These reductions
will particularly affect income in households with
children (®). Analysis indicates the following
effects arising from the introduction of Universal
Credit and the changes arising from the Summer
and Autumn 2015 budgetary announcements: of
the 4.5 million working families affected by
introduction of UC, 2.6 million lose an average of
GBP 1600 a year, while 1.9 million will gain an
average of GBP 1400 a year, with a total
expenditure cut of GBP 1.5 bn a year. Of the 1.8
million non-working families affected by the
introduction of Universal Credit, 1.2 million lose
an average of GBP 2500 a year, while 600 000
gain an average of GBP 1 000 a year, with a total
expenditure cut of GBP 2.2 bn a year (*). These
adjustments may have a negative impact on child
poverty where families are in receipt of state
support.

Compensatory measures are provided for via
the increase in the National Living Wage (a
higher minimum wage for those over 25),
although this will not provide commensurate
substitution for certain working households.
Assessments suggest that households in the lower
half of the income distribution will be most

)
http://www.ifs.org.uk/uploads/publications/co
nferences/hbai2015/HBAI_Cribb.pdf.

(*®) Resolution Foundation
http://www.resolutionfoundation.org/media/blog/wil
I-wages-fill-the-tax-credit-gap-dont-budget-for-it/

http://www.resolutionfoundation.org/publications/a-
budget-for-workers-the-impact-of-the-summer-
budget-on-work-incentives/.

*9
http://www.ifs.org.uk/uploads/publications/budgets/
Budgets%202015/Autumn/Hood_Benefit_tax_credit_chan

ges.pdf



http://www.ifs.org.uk/uploads/publications/conferences/hbai2015/HBAI_Cribb.pdf
http://www.ifs.org.uk/uploads/publications/conferences/hbai2015/HBAI_Cribb.pdf
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http://www.ifs.org.uk/uploads/publications/budgets/Budgets%202015/Autumn/Hood_Benefit_tax_credit_changes.pdf
http://www.ifs.org.uk/uploads/publications/budgets/Budgets%202015/Autumn/Hood_Benefit_tax_credit_changes.pdf
http://www.ifs.org.uk/uploads/publications/budgets/Budgets%202015/Autumn/Hood_Benefit_tax_credit_changes.pdf

impacted by the reforms to taxes and benefits
while the households gaining from the new
minimum wage are more evenly distributed across
the income distribution, with the largest gains in
the middle (°'). Some post-budget commentary has
expressed concern at the effect on work incentives
arising from the proposed changes to in-work
benefits and to Universal Credit in particular (%).
The concerns in relation to the efficacy of
Universal Credit arising from the changes, and in
particular the incentive to work more and/or earn
more for certain cohorts of claimants remain.
Conversely the Institute for Fiscal Studies notes
that incentives will increase for those with the
weakest incentives under the legacy system (*°).

Reforms propose to alter the measurement of
child poverty targets. This includes a new
emphasis in the 2015 Welfare Reform and Work
Bill on moving away from targets associated with
relative family income. This is to be replaced with
a new focus on rates of worklessness and
educational attainment where child poverty is
present. At the time of writing there is some
political uncertainty about whether income-related
poverty targets will be present in the Bill when
enacted. A Parliamentary briefing note from May
2015 notes that The Institute for Fiscal Studies
(IFS) expects that the previous income-related
child poverty targets for 2020 will not be met by
some magnitude.

The impact of parenthood on the female
employment rate remains high. The share of
children aged less than 3 covered by childcare (by
formal arrangements other by the family) is
slightly higher than the European Union average at
30 % 2013, but still below the Barcelona target. In
2014, the impact of parenthood on employment of
mothers was among the highest in Europe (age
group 20-49, with presence of a child aged 0-6) at
22.6 pps. (above the European Union average of
13.2 pps.).

Female labour market participation rates are
influenced by the cost and availability of

(*") http://www.ifs.org.uk/publications/7980.

(®®) Resolution Foundation
http://www.resolutionfoundation.org/media/blog/wil
I-wages-fill-the-tax-credit-gap-dont-budget-for-it/.

(*) http://www.ifs.org.uk/publications/8135.
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childcare. There are also challenges on the supply
side in provision. According to the 2015 Childcare
Costs Survey (), only 43% of councils in
England, 15 % of councils in Scotland, and 18 %
of councils in Wales reported having sufficient
childcare provision for parents who work full-time.
The survey also found that the cost of sending a
child under two to a nursery on a part-time basis
(i.e. 25 hours per week) has risen by around a third
over the last five years, with parents now paying
an average of GBP 6 000 a year - GBP 1 533 more
than in 2010.

The initiative "Tax-free childcare’ was due to be
introduced in autumn 2015 but is now delayed
until 2017. The tax-free childcare scheme will
allow eligible families to receive a 20 % rebate per
child on their annual cost of childcare of up to
GBP 10 000 per year per child. In the first year of
operation, all children up to age five will be
eligible. Scheme eligibility will then increase by
one year, each year until all children under 12 are
eligible. Both parents (or a lone parent) must be in
work. In 2015, an Early Years Pupil Premium
(EYPP) started to be introduced providing
additional funding of GBP 50 million over 2015 to
2016 to providers of early years education
(including nurseries and child-minders) to support
the most disadvantaged three and four year-olds.
The funding will help providers employ more
highly qualified staff, for example, or increase
access to services such as speech and language
specialists.

Currently, childcare subsidy via tax credits is
available for low-income employed families, and
significant extensions to free childcare have
been announced for 2017. Those in receipt of tax
credits are entitled to up to 70 % of childcare costs.
From April 2016, under Universal Credit,
childcare costs element, this will increase to a
maximum of 85 % of costs for certain households.
Furthermore, free childcare provision may be
extended for working parents. The new
government has outlined its proposals to double
the free childcare available to working parents of
three and four year olds from 15 to 30 hours per
week over 38 weeks of the year from 2017 in
England. Funding and supply-side provision for
this commitment remains however a challenge.

(™) UK Childcare cost survey (2015).
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In addition to childcare, the UK has recently
reformed its maternity leave system, to allow
for a better balance between work and family
life. This measure allows fathers to share the
remainder of the maternity leave not taken by the
mother. Though it is too early to assess the impact
of this measure, this initiative would be expected
to have a positive effect on female employment by
allowing fathers to take up a greater share of
caring responsibilities and by facilitating mothers'
more rapid return to the labour market.

The introduction of a more robust universal
pension from 2016 will benefit women and
contribute to a reduction of the high gender
pension gap. Regarding other pension reforms,
from April 2015 the Taxation of Pensions Act
2014 allows people aged 55 and over to access
their defined-contribution pension savings when
and how they choose, subject to their marginal rate
of income tax. The adequacy of overall pension
income depends to a large extent on private
pension savings. Thus, the abolition of the
obligation to convert defined contribution pension
savings into an annuity may result in retirees'
unable to sustain household income during
retirement with negative implications for state
expenditure.

3.2. Labour market, social policies, skills and education



3.3. PRODUCTIVITY AND INVESTMENT

Business Environment

The UK is a large, open, and competitive
economy with low levels of regulation in its
product and labour markets. It is a particularly
good environment in which to do business and for
businesses to invest. The UK ranks sixth in the
world for ‘ease of doing business', according to the
World Bank. Its strengths include: the ease of
starting a new business, reliability of power
supplies, resolving insolvency and the protection
of minority shareholders. Moreover, the UK has a
high quality public administration. Formal
measures of government effectiveness place it in
the top quarter of European Union Member States
in this respect. Product and labour markets are
among the least regulated in the European Union.

Despite the positive business environment, and
picking up a little recently, productivity in the
UK has been stagnant since 2008. Low
productivity growth may be associated with a need
for further investment in public infrastructure to
reverse a sustained period of low investment
and/or a need to raise skill levels, particularly basic
skills. These issues are discussed in this section.

Productivity

Labour productivity has been weak, relative to
trend, since the beginning of the international
economic and financial crisis in 2008. Despite
picking up somewhat in 2015, it remains low. The
weakness in labour productivity since 2008 stands
in sharp contrast to its movements following
previous economic crises/recessions (see section
1).

There has been a structural break in
productivity growth that emerged in 2008 and
has continued. The productivity gap is between
current levels of productivity and the level at
which productivity would have been if it had
continued to grow at its pre-crisis trends. Recent
estimates put that gap at 14 % (graph 3.3.1). For
most of the previous decade, labour productivity
grew by around 2% each year. After 2008,
productivity flattened and has risen only slightly in
2015, despite return to robust economic growth in
2013. On an international basis, while the fall in
productivity since the crisis is not confined to the
UK, the level of productivity is below that of many
other major countries (graph 3.3.2).

Graph 3.3.1: Productivity
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Graph 3.3.2: Productivity by country
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There is no single explanation for the weakness
of productivity since 2008. Broadly, explanations
can be grouped around temporary or cyclical
factors ('*) or 'permanent' or structural factors
(. A stylised depiction of the impact of the

(™) Temporary factors are likely to include demand side
'shocks', in which the intensity of factor utilisation falls
temporarily. The level of productivity is affected
temporarily and returns to trend once demand returns.

("®) Permanent factors are likely to include a 'permanent' supply
side ‘shock’, the intensity of factor utilisation and,
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factors on productivity is shown below (graph
3.3.3).

Graph 3.3.3: Productivity - a stylised depiction
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Temporary factors result in lower "utilisation of
labour by firms because of weak demand and,
hence, temporarily lower productivity. Firms
might have kept more workers than needed to
avoid costs of hiring and firing. In addition, there
are costs of re-training employees as demand picks
up. Firms may wish to have avoided such costs by
‘hoarding' labour until demand recovered, but at a
temporary cost of lower labour productivity.
Finally, some employees, such as those performing
administrative tasks, are needed regardless of high
or low demand. If this effect was dominant, as
demand returns, productivity would be expected to
return to its trend rate of growth prior to the fall in
demand. As demand has been healthy in recent
years, it is unlikely that temporary factors can
explain the ongoing productivity puzzle.

Structural factors result in a lower ‘utilisation’
of labour by firms due to changes on the supply
side of the economy. For instance, a lack of public
infrastructure may impede firms™ ability to invest
and grow and operate efficiently. Another

therefore, the level and growth rate of productivity are
impaired. While the growth rate of productivity may
eventually return to that before the shock, the level will be
permanently below the previous trend.

3.3. Productivity and investment

explanation might be that resources have shifted
from high to low value added sectors, reducing
overall productivity growth. In addition, the
malaise in the banking sector at the end of the
previous decade and the beginning of the current
decade may have harmed the efficient allocation of
capital between firms given the reliance of firms,
especially small and medium-sized enterprises, on
the banking system for finance. The malaise could
have resulted in excessive forbearance towards
weak, low productivity, firms and a shortage of
finance available for new or more efficient firms
that wish to set up or expand. Finally, there may
have been an increase in the supply of labour,
perhaps due to changes in the operation of the
labour market, which may have resulted in an
increase in low productivity labour.

It may be the case that a reduction in public
and private sector investment has contributed
to low productivity. The capital stock per worker
is an important determinant of labour productivity.
As employment has increased relatively rapidly,
any reduction in ‘capital deepening' may reduce
productivity. Investment fell sharply in 2008 and
2009 and, despite rising in recent years, still
remains around the levels of 2008. A related
argument is that the long-term impact of continued
under-investment is only now beginning to impact
significantly on productivity. The role of sufficient
and high quality pubic infrastructure in
underpinning productivity growth is likely to be
particularly important (7).

There is mixed support for the view that the
loss of productivity can be attributed to
weakness in particular sectors. On the one hand,
productivity has flattened in the services and
production sectors, which together account for
around 94 % of the economy. Within the services
sector, it has declined in most sub-sectors. On the
other hand, there has been a sharp drop in two

(™) See Barnett et al (2014) The UK Productivity Puzzle, Bank
of England, Quarterly Bulletin, Q2. It is estimated that had
business investment continued to grow in 2008 and
afterwards at its average before 2007, the capital stock per
worker would have been 8 % higher in 2013 Q4 than
currently estimated. The relationship between productivity
and public infrastructure investment is analysed by the IMF
(2014) World Economic Outlook October and European
Commission (2014) European Economy Infrastructure in
the EU Developments and Impact on Growth Occasional
Paper 203.



traditionally high productivity sectors: mining and
quarrying (predominantly oil and gas) and
financial services. These sectors account for only
1% and 7 % of GDP respectively but it has been
estimated that these sectors account for 22 % and
20 % of the productivity gap (").

The weakness in the banking sector at the end
of the previous decade and the early part of the
current decade may have contributed to low
productivity (”°). At a time in which the banking
system was reducing the size of its balance sheet,
and rebuilding levels of capital, and at a time of
heightened risk aversion, the banking system may
not have been in a position to extend credit to
businesses in the same amounts or on the same
terms as previously. In the absence of plentiful
credit, healthy businesses may not have been able
to expand or new businesses may not have been
able to obtain finance. In addition, reflecting the
impaired position of their own balance sheets,
banks may have been reluctant to foreclose on
weak firms and continue to provide them
‘forbearance’. Weak firms may have been able to
continue operations for longer than would
otherwise have been the case. It is worth noting
that the steep rise in the number of loss making
firms was accompanied by a broadly unchanged
level of company liquidations in this period at
around 15 % ("®). However, as the banking sector
has strengthened in recent years, this explanation
alone is unlikely to be sufficient to explain
ongoing sluggishness in productivity.

There has been a large increase in labour
supply since 2010. The increase in labour supply
has been associated with high growth in
employment but subdued productivity. The impact
on unemployment has been less than might have
been expected as relatively low increases in wages
and a flexible labour market have aided the
absorption of additional labour. There has been a
particularly notable rise in the proportion of self-
employed and part-time workers in employment as

(™ See IMF(2013) United Kingdom Article IV Report, Mc
Cafferty (2014) The UK Productivity Puzzle — a sectoral
perspective, Speech to Market News Connect Lunch,
London.

(®) As suggested by Broadbent, B (2012) Productivity and the
allocation of resources Speech to the Durham Business
School.

(®) See Barnett et al (2014) The UK Productivity Puzzle, Bank
of England, Quarterly Bulletin, Q2.
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employment itself has risen. As a result, the
employment rate has increased steadily since 2010
and in the three months to September 2015 reached
77. 1t may be the case that time is required for new
entrants to the labour force to reach the levels of
productivity of the existing labour force.

In short, there is no single explanation for the
size of the productivity gap and the length of
the time that the productivity gap has endured.
A number of factors have likely contributed to the
productivity gap and the importance of those
factors is likely to have varied over time. Earlier
this decade, as the economy remained in recession,
temporary factors may have contributed to the
flattening in productivity. However, those factors
are unlikely to have endured once the economy
returned to growth in 2012. Structural factors may
explain some of the weakness in productivity. The
strengthening of the banking sector in recent years
suggests that the impact of earlier weakness in this
sector on productivity is likely to dissipate.

Policy response

The government has set out a wide-ranging
plan, including a number of specific actions to
raise productivity. The approach is built around
two pillars which encompass a fifteen-point plan.
The two pillars are encouraging long-term
investment and promoting a dynamic economy.
The first pillar focuses on supporting businesses to
invest in skills and human capital, economic
infrastructure, and ideas and knowledge. The
second pillar comprises flexible and fair markets,
productive finance, openness and competition and
'resurgent cities'. There are specific initiatives in:
reforms to corporate taxation, skills, investment in
infrastructure. In addition the government plans to
promote increased collaboration between business
and universities.

The government's policy response is wide-
ranging. The emphasis on the need to boost skill
levels, and infrastructure investment, is
particularly welcome and should help address
particular challenges in these areas. However,
delivery and close monitoring are key; given that it
will take time to implement the policies and for
them to take full effect, the impact on productivity
is likely to become apparent over the medium
term.
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Infrastructure investment

Over time, the UK has underspent on
infrastructure relative to other countries (7).
As outlined in the 2015 country report, the
cumulative impact of such underspending has
resulted in a backlog of infrastructure provision,
efficiencies and capacity constraints. Under-
provision of infrastructure may also have
contributed to the low level of productivity.

The government has ambitious plans to drive
up the provision of infrastructure as set out in
its National Infrastructure Plan. The
government plans to address infrastructure
shortages. The infrastructure will be provided by a
combination of the private and public sectors.
There is a pipeline of proposed investment of a
value of GBP 327 billion to be delivered by 2020-
21. GBP 67.5 billion of infrastructure investment
is expected to be funded publicly, GBP 214 billion
is expected to be raised from private sources — for
example, from insurance companies — while the
remainder is to be raised from a mix of private and
public sources. While the proposed investment
covers many sectors, the majority of infrastructure
investment is proposed in the energy, transport and
communication sectors.

While the ambition of the National
Infrastructure Plan is welcome, concerns
remain regarding its delivery. One such concern
relates to the need to monitor progress on delivery
of projects in the pipeline. An update of progress
on delivery and financing against the goals in the
National Infrastructure Plan was published in late
2013 and late 2014 but a further update was not
published in  2015.  Transparency  and
accountability, in the form of regular monitoring
and public reporting on progress on the priorities
in the Plan is key. The government intends to
publish a National Infrastructure Delivery Plan
(NIDP) by the middle of 2016 to set out in detail
how it will deliver key projects and programmes in
the period to 2020. As discussed in previous
country reports, there are concerns whether the
scale of financing required from the private sector
will materialise. Concerns regarding deliverability

(") See footnote 80 of the 2015 Country Report.
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of some infrastructure projects have recently been
raised ("®).

A new entity, the National Infrastructure
Commission (NIC), to provide independent
advice in relation to national infrastructure
priorities, is being established. The NIC is
primarily responsible for setting out a long term
vision, identifying national infrastructure needs
over a 10 to 30 year horizon and will be required
to publish a National Infrastructure Assessment
every Parliament setting out its analysis of the
UK’s infrastructure needs over a 10 to 30 year
horizon. The Government will be required
formally to respond to the recommendations of the
NIC. The initial priorities for the NIC have been
identified as: investment in transport in London,
including development of 'Crossrail 2' (a new rail
link under London), options to improve transport
connectivity between large cities in the north of
England) and options for energy storage. The NIC
has been operating in shadow form since its launch
in October 2015 and plans are underway to
establish it permanently through legislation as a
non-departmental public body which will be
accountable to Parliament.

The establishment of the NIC is a sound step
forward as it should boost clarity and
transparency surrounding the selection of
major projects. Although the final decision on the
priorities for infrastructure provision will remain
with the government, the commission will provide
independent advice and recommendations to
inform those decisions.

Transport Infrastructure

Historically there have been low rates of public
investment to investment in transport
infrastructure. Between 1995 and 2013, transport
infrastructure investment varied from between 0.6-
0.8 % of GDP compared to the OECD average of
0.9-1.0 % of GDP. However, there has been a
modest increase in the level of infrastructure
investment since 2010. The transport sector faces
challenges in relation to the capacity and quality of
its networks. In particular, the UK suffers from a

(® Delivering major projects in government: a briefing for the
Committee of Public Accounts, National Audit Office
(2016).



high level of road congestion both in urban and
intra-urban areas, and must deal with high and
increasing costs of the maintenance of their
transport infrastructure.

Demand for both passenger and freight rail
services have increased over the last ten years.
Network Rail, a government agency, is currently
updating its delivery plan for the period 2014-2019
to ensure the work planned is deliverable within
the resources available. Work that cannot be
afforded, or is not deliverable, is profiled for
delivery beyond 2019. This may result in delays to
some upgrade projects.

At the same time, UK is among the 10 worst
performing countries in the European Union
with regard to the economic costs caused by
traffic congestion. UK drivers wasted an average
of 30 hours in congestion during 2014. The UK
ranks fifth in the list of Europe’s most congested
countries. In London drivers spent, on average, 96
hours in traffic in 2014 — 14 hours more than in
2013 (a 17 % increase) (").

There is some progress on policy responses. In
relation to road infrastructure in England, a new
publicly-owned company has been set up to
manage the strategic roads network. There will
also be increased investment in the coming years
to increase capacity and improve the condition of
the existing infrastructure (GBP 15 billion of
investment as part of a new road investment
strategy to 2020-21). The company overseeing the
roads network will be independently regulated.
Crossrail is running on time and budget and
scheduled to begin in late 2018.

There is a need for additional airport capacity
in London and the South East of England.
Additional capacity is required so that London can
retain its status as an international aviation hub,
one additional runway at an existing airport or a
new airport might be needed. The need for
additional capacity has been acknowledged since
at least the 1970s and has increasingly become
urgent.

An independent report into airport capacity,
delivered in July 2015, recommended that a

(™) INRIX Urban Mobility Scorecard Annual Report 2014.
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new runway be built at Heathrow. The final
report of the Airports Commission (*°) noted that
"good aviation connectivity is vital for the UK
economy. It promotes trade and inward
investment" and states that "while London remains
a well-connected city, its airports are showing
unambiguous signs of strain" and that "there is
strong evidence that good transport links, and
especially aviation connectivity, make an
important contribution to enhancing productivity".
However, the report noted that "Heathrow is
currently operating at capacity and Gatwick is
quickly approaching the same point....without
action soon, the situation will continue to
deteriorate and the entire London system will be
full by 2040". Despite the urgency of the need to
provide greater airport capacity in the south east of
England, in the eight months that has elapsed since
the publication of the report, the government has
yet to publish its formal response to the report and
its decision.

Energy infrastructure

Investment in energy infrastructure, including
green energy sources, can raise productivity.
Higher investment can provide businesses with
affordable access to high quality, stable and
reliable energy sources. It can also contribute to
social welfare through reducing the emission of
greenhouse gases and air pollution.

Electricity interconnections in the UK are
highly congested. The level of electricity
interconnection () was 6 % in 2014 for the UK
which, although low by European Union standards,
reflects the particular challenges facing island
markets. Another factor is the structural price
difference with the continent. To address this, the
European Commission selected a number of
electricity infrastructure ‘projects of common
interest' involving the UK, which will improve
interconnection with Belgium, France, Ireland,
Norway, Denmark and Iceland. If they are

(®) Airports Commission (2015) Airports Commission: Final
Report July The Commission also concluded that, without
action, users and providers of infrastructure would incur
costs of GBP 21-23 billion over a sixty year period. The
cost to the wider economy over the same period would be
GBP 30-45 bhillion.

() The indicator tells which percentage of installed generation
capacity is interconnected.
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implemented according to schedule, they will
allow the UK to achieve 10 % interconnection for
2020.

There are risks of a supply gap in electricity in
the medium term. It has been suggested that there
could be a serious shortage of capacity emerging
by winter 2020 with a further deterioration to
significant shortfalls throughout the year by 2025
(®3). It is worth noting that the UK has introduced a
capacity market whereby providers of capacity are
given a payment and in return must deliver energy
when called upon. The level of this payment is
determined through a yearly auction, the second of
which, for delivery in 2019/20, concluded in
December 2015. Other action is being taken
regarding  balancing  services aiming at
strengthening price signals in the wholesale
market. As part of the single electricity market,
Northern Ireland continues its market reform
programme with Ireland, which includes reforms
to its capacity mechanism. To diversify the energy
mix, the government authorised the development
of a new nuclear power plant — Hinkley Point C.
However, the contractor has not yet taken the final
decision to confirm the investment. Risks related
to the financing of project and resistance by the
contractor's (EDF Energy) union might cause
delays.

Competition in the retail energy market is
under scrutiny. At retail level, six major
vertically integrated suppliers share the majority of
the electricity and gas markets. Their combined
market share has recently fallen below 90 % for
the first time, as many customers switched to
smaller independent suppliers. However, the
ability of consumers to understand and choose the
most appropriate tariff has been a concern. The
Competition and Markets Authority is currently
investigating the functioning of energy markets
(electricity and gas, wholesale and retail); a final
report should be available by June 2016. In
Northern Ireland, electricity prices for domestic
and smaller non-domestic customers continue to be
regulated in those areas of the market where the
former monopoly incumbent retains significant
market power. Regarding gas, the regulation of

(®%) European Network of Transmission System Operators of
Electricity (2015) Scenario Outlook and Adequacy
Forecast Report.
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prices continues in Greater Belfast on the same
grounds.

Research and Innovation

The UK has a relatively low level of investment,
(as a share of GDP) in R&D. R&D intensity
currently stands at 1.7 % GDP, compared with an
European Union average of 2.0 % of GDP, and has
been stagnant since 2000. Recent decreases in
public investment in R&D risk undermining the
high quality output of the research base and its
potential leverage effect on business R&D
investment. Cooperation between the public and
private sector is a key aspect in gearing the
economy towards more high-tech and medium
high-tech activities. However, the UK does not
perform to the standards of the European Union
innovation leaders in this area (graph 3.3.4). While
there are policy responses, in particular through
Innovate UK, and notably the formation of catapult
centres, the funding allocated to these (GBP 153
million in 2013-2014 and 136 million in 2014-
2015) is relatively low, for instance, in comparison
to the size of the R&D tax credit.

Graph 3.3.4: Public-private co-publication
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A number of efforts have been made to focus
funding on priority areas. However, the main
instrument used to stimulate business R&D
investment, the R&D tax credit, does not allow the
government to strategically direct R&D
investment; every company can apply for the R&D



tax credit, so the funds cannot be concentrated in
priority sectors. The government has committed to
protect the science budget in real terms (%%). The
government also announced the creation of a new
body, Research UK, which will work above and
across the existing research councils, and to bring
Innovate UK within this umbrella body.

Digital technology

There is a high use of digital technology. Strong
digital skills can boost productivity, growth and
job creation. A large proportion of the population
uses the internet at least once a week (90 %), most
of those every day. Only 6 % of the population has
never used the internet. These figures are well
above the averages for the European Union (76 %
and 16 %, respectively). Integration of digital
technologies by businesses in the UK is also
developing and is on a par with the European
Union average (®%). While take up of social media
by UK businesses at 34 % is advanced, use of
elnvoices (11 %) and Cloud (15 %) are similar to
the European Union average and use of electronic
information sharing is very low.

The rapid spread and use of digital technologies
also poses challenges, such as a shortage of
digital skills. While these shortages exist at all
levels, from basic user skills, through advanced
use to skilled ICT professionals, they are
particularly significant at the higher end of the
scale i.e. for ICT professionals.

In terms of basic digital skills, the UK performs
above average in the European Union. Indeed
the percentage of the population with at least basic
digital skills was 67% in 2015 (*). This
nevertheless means that a third of the population is
in effect digitally illiterate.

At the top end of the digital skills spectrum,
there is a large and growing shortage of skilled

(®%) 2015 Spending Review, November 2015.

(®) See Integration of Digital Technologies dimension of the
Digital Economy and Society Index (DESI) reported in the
DESI country profile for the UK:
https://ec.europa.eu/digital-agenda/en/scoreboard/united-
kingdom.

(®) Human Capital dimension of the Digital Economy and
Society Index (DESI) reported in the DESI country profile
for the UK: https://ec.europa.eu/digital-
agenda/en/scoreboard/united-kingdom.
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ICT professionals. Demand is rising rapidly, and
employment of ICT professionals in the UK has
grown significantly, but supply is not keeping
pace. In particular, graduate numbers have fallen
dramatically over the last decade, more than in
other countries, and are now 63 % of the number
recorded for 2003 (¥). This effect is exacerbated
by an increasing number of retirements and exits.

While many countries in the European Union
face similar challenges, the UK is particularly
affected. At around 1.5 million, the UK employs
the largest number of ICT professionals in the
European Union, accounting for around 5 % of UK
employment, and demand continues to grow
rapidly.

The UK has also developed a digital skills
strategy in collaboration with industry which it
published in October 2014. The strategy takes a
comprehensive approach addressing three main
line of action: creating new talent, expanding the
talent pool, and developing the skills to succeed in
new markets. The strategy is largely being
implemented by industry in collaboration with
government, and other relevant stakeholders.

The introduction of a new computing course
into the school curricula since September 2014
is an important initiative. Also, some universities
rolled out new courses designed to bridge the gap
between IT and business. In the medium to long
term these initiatives should contribute to closing
digital skills gaps. Key to the success of these
initiatives is to address digital literacy of the
population both in schools and throughout life, in
addition to 'hard' computing skills.

Widely available and competitively priced fast
and ultra-fast internet access is essential to
allow business and citizens to reap the full
benefits offered by ICT, access new services and
remain competitive in the international market.
Broadband networks are the key infrastructures of
the digital economy and society. Therefore
investing in comprehensive high speed broadband
networks is key to growth and employment. The
UK performs relatively well in the area of
broadband for a number of Digital Agenda
indicators and continues to progress.

(®%) Hiising, Korte, Dashja (2015) e-Skills in Europe.
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Additional efforts are required to bridge the
gap in the availability of superfast broadband
between urban and rural areas. In 2014, 88.5 %
of UK households could subscribe to superfast
broadband technologies offering at least 30 Mbps
connectivity. The increase was particularly
significant for rural households although rural
coverage remains substantially below the national
average (45.9 %). Subscriptions to superfast
broadband also increased to 32 % in 2014 (*"). The
deployment of the LTE network, currently the
highest standard for wireless communication of
data, continued in 2014, with coverage increasing
by 21 pps. to 84 %, above the European Union
average of 79.4 %. However LTE availability in
rural areas is still problematic, with only 9.4 % of
rural households covered by LTE compared to the
European Union average of 27 % (*).

There is a need for concrete measures and a
roadmap to achieve the UK's ultrafast
broadband goal. The deployment of ultrafast
broadband offering speeds of at least 100 Mbps is
another area where there is room for further
progress and which can play an important role
supporting the development of key economic
sectors and new services. 47.6 % of European
households were able to receive such speed in
2014 and 47.7 % in the UK (¥). The government
intends "to bring ultrafast broadband of at least
100 megabits per second to nearly all homes in the
country" although concrete measures and a clear
roadmap have not yet been made public.

Environmental issues

There is wide use of state support for voluntary
agreements and initiatives to support for
business to improve its resource efficiency. The
most prominent and successful example is the
Courtauld  Commitment, launched by the
government’s Waste and Resources Action
Programme (WRAP) in 2005 to reduce food and
packaging waste in the food and drink (grocery)
supply chain. Several additional other voluntary
agreements (Electrical and Electronic Equipment

(®) http://digital-agenda-data.eu.

(®®) http://ec.europa.eu/digital-agenda/en/news/study-
broadband-coverage-europe-2014.

(®%) As previous footnote.
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Sustainability Action Plan, Sustainable Clothing
Action Plan) have been developed since then.

Air pollution causes substantial environment
and health impacts and has a high economic
cost to society. Air pollution was responsible for
more than 31 500 premature deaths in 2010 and
sickness totalling health-related external costs in
the range of Euro 28.7 - 81.3 billion/year (%).
Those estimates include not only the intrinsic
value of living a full health life but also direct
costs to the economy. Climate and energy issues
are detailed in Box 3.3.1.

Investment in ‘green’ infrastructure is an
efficient solution for the management and
prevention of floods. During winter 2016 the
northern part of UK was hit severely by floods.
The government has published preliminary flood
risk assessments and prepared flood hazard and
risk maps. The first flood risk management plans
are to be submitted to the European Commission
by 22 March 2016. Also, GBP 2.3 billion of capital
funding was committed for a six-year investment
programme on flood defence measures up to 2021.
In addition, there are currently over 1 500 public-
private partnership schemes identified to protect
further 300 000 properties.

Public procurement

The UK public procurement system is well-
functioning and efficient. Professionalism in
public procurement is high at central government
level, due to quality recruitment and training of
personnel.  Moreover, contracting authorities
perform well in terms of regulatory compliance.
The move towards greater centralisation has
allowed the UK to achieve significant savings over
the last 5 years, and the target for 2015-2016 is to
deliver savings of approximately GBP 800 million
to 1 billion.

(*) Data: European Commission, based on impact Assessment
of Air Package, 2014.
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Box 3.3.1: Climate and energy

Renewable energy

In 2013 the share of renewable energy in gross final energy consumption reached 7.0 % (Eurostat, 2016).
The average over 2013 and 2014 was 6.3 %. Installed generation capacity from renewable sources in the UK
reached 24.6 megawatts in 2014, and electricity generation from renewables now represents 17.8 % of total
electricity generation.

A number of measures to reduce renewable energy subsidies were announced by the government to address
a potential overspending under the Levy Control Framework as projected by the Office for Budget
Responsibility. The measures announced include: ending subsidies for onshore windfarms under the
renewables obligation from 1 April 2016 (a year earlier than initially set), unless projects have already
secured planning permission, a grid connection and land rights; removing the guaranteed level of subsidy for
biomass conversions and co-firing projects for the duration of the renewables obligation; launching a
consultation on controlling subsidies for solar photovoltaic of 5 megawatt and below under the renewables
obligation. Further measures included the removal of the exemption for renewable electricity producers to
pay the Climate Change Levy (a tax on energy use paid by businesses), and various forms of tax relief
(Enterprise Investment Scheme, Seed Enterprise Investment Scheme tax relief and Social Investment Tax
relief) for investors in community energy projects. Finally, further support for up to 10 gigawatts of new
offshore wind projects in the 2020s will be strictly conditional on cost reductions of the technology and
clarity on the precise timing of a second round of contracts-for-difference allocation and the spending limits
for the Levy Control Framework after 2021 is still to be provided by the government. The UK had a 4.9 %
share of renewable energy sources in transport in 2014.

Energy efficiency

The UK's principal schemes for addressing energy efficiency in buildings are currently the Green Deal and
the Energy Companies Obligation. In 2014, the government improved the energy efficiency of 1 million
homes through the Energy Companies Obligation and the Green Deal, and at the end of June 2015 over 1.5
million energy efficiency measures had been installed. The government announced in the summer that it
would no longer fund the Green Deal scheme and initiatives to replace the scheme are yet to be announced.

Concerning the Energy Companies Obligation, in late 2015, the government announced that the scheme will
be replaced from April 2017 with a new domestic energy efficiency supplier obligation which will run for
five years. The new scheme is meant to upgrade the energy efficiency of over 200 000 homes per year,
saving up to GBP 300 of the annual energy bills, helping tackling fuel poverty. However, the new scheme
might lead to less investment in energy efficiency projects in buildings than the Energy Companies
Obligation.

Greenhouse gas emissions

According to approximated data, in 2014 greenhouse gas emissions were 16 % lower compared to 2005
levels. Projections based on existing measures indicate that emissions from non-Emissions Trading
Scheme sectors will be 19 % below 2005 levels by 2020. The government announced a consultation for
spring 2016 setting out proposals to close unabated coal-fired power plants by 2025 and restrict the use of
coal from 2023, while shifting to new gas.

Moreover, after the spending review, the government announced that the GBP 1 billion ring-fenced capital
budget for the Carbon Capture and Storage commercialisation programme is no longer available, and
implications for the two Carbon Capture and Storage projects under the competition are under assessment.
The government is working towards reducing emissions from the transport sector. It aims to achieve this by
supporting ultra-low emission vehicles and local transport projects. In 2014, transport emissions accounted

(Continued on the next page)
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Box (continued)

Fossil fuels

for 28 % of UK’s total direct emissions, according to provisional data (Committee on Climate Change,
2015), the second largest emitting sector after energy supply.

The government still applies reduced VAT rates for domestic fuel and power as well as preferential excise
duties for other fossil fuels such as kerosene. This might stimulate the use of fossil fuels.

Access to finance

Access to finance is good and has improved
notably over the past few years. Debt financing,
in particular, is becoming easier for SMEs to
access and fewer SMEs reporting having suffered
rejected loan applications or unacceptable loan
offers. Banks have become more willing to provide
loans to SMEs wishing to borrow, although the
overall level of demand appears to remain rather
subdued.

Compared to other European Union Member
States, access to finance poses less of a challenge
for SMEs in the UK. In the latest SAFE
survey (*!), 87 % of all SMEs indicate that debt
finance is relevant for them. Moreover, 17 %
consider equity finance of relevance for their
business (compared to European averages of 86 %
and 14 % respectively). Net demand for bank loans
decreased by 8 % and remained unchanged for
short term finance, indicating a slight shift to non-
loan short term finance and a possible saturation of
demand for bank loans, credit lines, overdraft
facilities, and credit card debt. Moreover, 69 % of
UK SMEs that applied for a bank loan received all
of what they applied for, compared to a European
average of 67 %, which implies a relatively
healthy debt finance environment.

There are various forms of public intervention
to facilitate access to finance. The Funding for
Lending Scheme was extended until January 2016.
This scheme provides incentives to banks and
building societies to expand lending by reducing
their funding costs. In early 2015, the British
Business Bank announced the ‘Help to Grow’
Growth Loans scheme, a pilot of GBP 100 million.
This will provide finance to small firms with
potential to grow quickly, through shared first loss

(™) European Central Bank (2015) Survey on the access to
finance of enterprises.

guarantees and capital for co-investment. As
regards alternative forms of financing, there are
indications that peer-to-peer lending and
crowdfunding are increasing quite rapidly in
volume, albeit from low bases. Payment periods in
commercial transactions do not seem to be a major
problem for SMEs, being 39 days in the UK,
compared to a European average of 50 days.

Innovative small enterprises would welcome
diversified risk capital to grow. The UK has seen
a particularly strong growth in the volume of start-
up businesses which has implications for the
nature of external finance that will be required in
the next two to three years. There is unmet demand
in excess of the current private and public sector
backed provisions. England's European Regional
Development Fund Operational Programme 2014-
2020 foresees 40 % of allocations to SME
competitiveness and, of this, 46 % will be
delivered via financial instruments (*).

(* EIB study on using financial instruments for SMEs in
England in the 2014-2020 programming period, final
report, January 2015.
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Commitments

Summary assessment (%)

2015 Country-specific recommendations (CSRS)

CSR 1: Ensure effective action under the excessive
deficit procedure and endeavour to correct the
excessive deficit in a durable manner by 2016-17, in
particular by prioritising capital expenditure.

CSRs related to compliance with the Stability
and Growth Pact will be assessed in spring
once the final data will be available.

CSR 2: Take further steps to boost supply in the
housing sector, including by implementing the
reforms of the national planning policy framework.

The United Kingdom has made some
progress in addressing CSR 2:

Some progress in boosting supply in the
housing sector as throughout year the UK has
announced various policies to raise housing
supply relative to demand. These policies will
make a difference but it will take some time to
implement them, and the challenge is of a
large scale.

CSR 3: Address skills mismatches by increasing
employers' engagement in the delivery of
apprenticeships. Take action to further reduce the
number of young people with low basic skills.
Further improve the availability of affordable, high-
quality, full-time childcare.

The United Kingdom has made some
progress in addressing CSR 3:

Some progress in the delivery of
apprenticeships as several developments have
occurred in the past year, including policy
announcements affecting the quantity and
quality of apprenticeships up to 2020.
Legislation obliges the Government to report
on progress towards targets (in England).
Employer engagement is obliged via an
Apprenticeship levy affecting Employers with
payrolls greater than GBP 3m per annum. A
new funding pilot is being trialled giving
employers greater control over spending on
training delivery.

Some progress in basic skills as several
initiatives to improve basic skills are being
implemented across each of the UK countries.
In England, ‘16 to 19 Study Programmes’
require students who have not achieved the
required standard in  English  and/or
mathematics to continue to study these
subjects. The introduction of the new

(*®) The following categories are used to assess progress in implementing the 2015 CSRs:

No progress: The Member State (MS) has neither announced nor adopted measures to address the CSR. This category also applies if

the MS has commissioned a study group to evaluate possible measures.

Limited progress: The MS has announced some measures to address the CSR, but these appear insufficient and/or their

adoption/implementation is at risk.

Some progress: The MS has announced or adopted measures to address the CSR. These are promising, but not all of them have been

implemented and it is not certain that all will be.

Substantial progress: The MS has adopted measures, most of which have been implemented. They go a long way towards

addressing the CSR.

Fully implemented: The MS has adopted and implemented measures that address the CSR appropriately.
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slimmed-down  national  curriculum in
September 2014 is expected to improve
children’s numeracy, language and literacy
skills and knowledge. By 2016 primary
schools will be judged against a new floor
standard of 65% of students achieving the
required standard in English and maths. A
major transformation of the governance status
of schools in England is underway. In general,
the effect of these reforms has yet to be
determined in terms of impact on student'
achievement.

Some progress in childcare as the initiative
Tax-free childcare’ was due to be introduced
in autumn 2015 but is now scheduled for roll-
out in 2017. Currently, childcare tax credits
are available for low-income employed
families with analogous, and in some cases
more generous, support available under
Universal Credit. Significant expansion in
provision for free childcare has been
announced which will commence in pilot
areas in September 2016 with intended
nationwide rollout in September 2017. This
envisages proposals to double the free
childcare available to working parents of three
and four year olds from 15 to 30 hours per
week over 38 weeks of the year from 2017 in
England. Challenges on the supply side in
childcare provision remain, with the majority
of councils in Scotland, Wales and England
not having sufficient childcare provision for
parents who work full time.

Europe 2020 (national targets and progress)

Employment rate target set in the 2014 NRP: None

76.2% of the population aged 20-64 was
employed in 2014.

R&D target set in the 2014 NRP: None

1.72% (2014)

No progress. Overall R&D intensity has
fluctuated around 1.7% GDP since 2000. The
situation is particularly worrying as regards
public investment in R&D, which has
decreased in recent years, undermining in the
longer term the high quality of the public
research base and its potential leverage effect
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on private investments.

Greenhouse gas (GHG) emissions target:

National ~Greenhouse gas (GHG) emissions
target: - 16% in 2020 compared to 2005 (in non-
ETS sectors)

2020 target: -16%

According to the latest national projections
and taking into account existing measures, the
target is expected to be achieved: -19% in
2020 compared to 2005 (with a margin of 3
percentage points).

Non-ETS 2014 target: -9%
According to preliminary estimates, the

change in non-ETS greenhouse gas emissions
between 2005 and 2014 was -16 %,

2020 Renewable energy target: 15%

The UK has made progress towards achieving
its renewable energy target of 15% by 2020.
In 2013, its share of renewable energy reached
5.1% of final energy consumption, compared
with an interim target for 2013/2014 of 5.4%.

These data indicate that the UK might be
falling behind the trajectory, even if, in the
last 2 years, the UK has achieved significant
progress in terms of the share of renewables in
electricity  generation,  with  significant
deployment of offshore wind. More recent
provisional data for 2014 even suggest a better
outcome due to this large increase in the
amount of renewable energy produced.

With a 4.4% share of RES in transport, the
United Kingdom is less than half-way towards
the binding 10% target in transport to be
achieved by 2020.

Energy efficiency target.

The United Kingdom's 2020 energy efficiency target
is 177.6 Mtoe expressed in primary energy
consumption (129.2 Mtoe expressed in final energy
consumption.)

The UK has set itself an ambitious energy
efficiency target for 2020 and will need to
decrease its current energy consumption
expressed in primary and final energy
consumption to achieve that target.

This could be challenging in the light of the
current trend in final energy consumption in
the residential and industry sectors, which has
increased in the UK from 2012 to 2013.

Early school leaving target in the 2014 NRP: None

The indicator on early school leavers
recorded a 3.1 pps reduction over a four-year
period, from 14.9 % in 2011 to 11.8 % in 2014
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which is around the EU average (11.1 %).

Tertiary education target in the 2014 NRP: None The tertiary attainment rate of 30-34 year olds
has been on a consistently upward trend since
2000 (29 %) reaching 45.5 % in 2011; 46.9 %
in 2012, 47.4% in 2013 and 47.7% in 2014.
Regional data shows that all four devolved
administrations are above the EU average of
37.9 % in 2014.

Target on the reduction of population at risk of | The ‘at risk of poverty or social exclusion
poverty or social exclusion in number of persons in | rate' stood at 24.1% in 2014. This is a decrease
the 2014 NRP: None from 24.8% in 2013




ANNEX B
MIP scoreboard

Table B.1: The MIP scoreboard

Thresholds 2009 2010 2011 2012 2013 2014

Current account balance,

_49%/6 - - B B - =
(% of GDP) 3 year average 4%/6% 3.1 3.2 2.5 2.6 32 4.3
Net international investment position (% of GDP) -35% -15.3 -8.1 -7.5 -21.0 -14.2 -25.3
Real effective exchange
External imbalances Tate - 42 trading partners, 3 years % change +5% & £11% -19.9 -20.4 -8.2 59 34 10.2
and competitiveness HICP deflator
_0
Export market share - % 50 0o/ pange 6% 200 238 256 205  -112 8.7
of world exports
Nominal unit labour cost o o o
index (2010=100) 3 years % change 9% & 12% 11.0 9.3 6.9 32 1.7 1.9
Deflated house prices (% y-o-y change) 6% -9.5 25 -4.5 -0.2 1.2 8.3
Private sector credit flow as % of GDP, consolidated 14% -7.8 -2.7 -1.3 0.1 1.7 34
Private sector debt as % of GDP, consolidated 133% 189.6 177.4 173.2 174.4 165.2 157.7
Internal imbalances
General government sector debt as % of GDP 60% 65.7 76.6 81.8 85.3 86.2 88.2
Unemployment rate 3 year average 10% 6.2 7.0 7.8 79 7.9 7.2
Total financial sector liabilities (% y-o-y change) 16.5% -17.8 8.2 10.6 -3.8 =17 44

Activity rate - % of total population aged 15-64 (3 years

. -0.2% 0.0 -0.1 -0.3 0.4 1.0 1.2
change in p.p)
3 o . .
New employment Long-term unemployment ra.te % of active population 0.5% 07 12 13 08 02 05
o aged 15-74 (3 years change in p.p)
indicators
iy i i
Youth unemployment rate - % of active population aged 29 52 56 63 21 038 44

15-24 (3 years change in p.p)

Figures highlighted are those falling outside the threshold established in the European Commission's Alert Mechanism Report.
For REER and ULC, the first threshold applies to euro area Member States.
Source: European Commission
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ANNEX C
Standard Tables

Table C.1: Financial market indicators
2010 2011 2012 2013 2014 2015
Total assets of the banking sector (% of GDP) 506.0 5215 465.4 435.4 399.3 362.1
Share of assets of the five largest banks (% of total assets) 425 435 42.8 43.7 38.9 -
Foreign ownership of banking system (% of total assets) 47.6 48.2 46.0 444 48.3 -
Financial soundness indicators:
- non-performing loans (% of total loans) 4.0 4.0 3.6 3.1 1.8 -
- capital adequacy ratio (%) 15.9 15.7 17.1 19.6 17.3 -
- return on equity (%) 6.9 6.1 3.4 4.2 13.9 -
Bank loans to the private sector (year-on-year % change) 4.6 -1.5 29 -4.7 1.9 7.6
Lending for house purchase (year-on-year % change) 18.0 3.9 44 -0.8 9.7 9.6
Loan to deposit ratio 106.2 104.0 102.6 99.3 96.1 96.8
Central Bank liquidity as % of liabilities - - - - - -
Private debt (% of GDP) 1774 1732 174.4 165.2 157.6 -
Gross external debt (% of GDP)” - public 22.7 27.8 26.6 26.0 26.6 26.5
- private 119.1 126.1 1255 123.0 127.4 103.3
Long-term interest rate spread versus Bund (basis points)* 62.1 26.1 24.9 45.7 97.7 128.8
Credit default swap spreads for sovereign securities (5-year)* 68.0 64.8 51.2 34.9 21.8 18.4

1) Latest data September 2015. Monetary authorities, monetary and financial institutions are not included.

* Measured in basis points.

Source: IMF (financial soundness indicators); European Commission (long-term interest rates); World Bank (gross external

debt); Eurostat (private debt); ECB (all other indicators).
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Table C.2: Labour market and social indicators

than 3 years)

2010 2011 2012 2013 2014 | 2015
Employment rate
(% of population aged 20-64) 735 73.5 74.1 74.8 76.2 76.7
Employment growth. 0.2 05 11 12 23 15
(% change from previous year)
Employment rate of women
(% of female population aged 20-64) 67.9 67.8 68.4 69.3 0.6 2
Employment rate of men
(% of male population aged 20-64) 79.3 79.3 80.0 80.4 81.9 82.2
Employment rate of older workers
(% of population aged 55-64) 57.2 56.7 58.1 59.8 61.0 61.9
—ti 0,
Part-time employment (% of total employment, 26.9 26.9 273 270 26.8 6.8
aged 15 years and over)
- 0 . )
Fixed term employment (% of employees with a fixed term 6.1 6.2 6.3 6.2 6.4 6.2
contract, aged 15 years and over)
Transitions from temporary to permanent employment 72.1 51.0 52.5 62.7 - -
() i i
Unemployment rate*™ (% active population, 78 8.1 79 76 6.1 54
age group 15-74)
Long-term unemployment rate® (% of labour force) 25 27 27 27 22 17
Youth unemployment rate
(% active population aged 15-24) 19.9 21.3 21.2 20.7 16.9 15.0
Youth NEET® rate (% of population aged 15-24) 13.6 14.2 13.9 132 11.9 -
Early leavers from education and training (% of pop. aged 18-24
with at most lower sec. educ. and not in further education or 14.8 14.9 134 12.3 11.8 -
training)
i 1 i 0, i -
Tert.lary educational attainment (A:_ of populat.lon aged 30-34 431 455 16.9 474 477 )
having successfully completed tertiary education)
A "o g
Formal childcare (30 hours or over; % of population aged less 20 5.0 3.0 40 ) )

1 Unemployed persons are all those who were not employed but had actively sought work and were ready to begin

working immediately or within two weeks.

2 Long-term unemployed are peoples who have been unemployed for at least 12 months.

3 Not in education, employment or training (NEET).

4 Average of first three quarters of 2015. Data for total unemployment and youth unemployment rates are seasonally

adjusted.
Source: European Commission (EU Labour Force Survey).




C. Standard Tables

Table C.3: Labour market and social indicators - I

Expenditure on social protection benefits (% of GDP) 2009 2010 2011 2012 2013 2014

Sickness/healthcare 8.3 8.4 8.6 8.6 8.5 -
Invalidity 2.0 2.0 1.9 1.8 1.7 -
Old age and survivors 117 11.7 11.6 12.0 11.9 -
Family/children 3.1 3.2 3.2 3.1 3.0 -
Unemployment 0.8 0.7 0.7 0.7 0.6 -
Housing and social exclusion n.e.c. 1.4 14 15 15 15 -
Total 28.3 28.4 28.3 285 27.8 -
of which: means-tested benefits 43 43 4.2 42 4.0 -
Social inclusion indicators 2009 2010 2011 2012 2013 2014

People at risk of poverty or social exclusion™ 2.0 2.9 o " 24.8 .

(% of total population)
Children at risk of poverty or social exclusion

(% of people aged 0-17) 274 29.7 26.9 312 326 313
At-risk-of-poverty rate® (% of total population) 17.3 171 16.2 16.0 15.9 16.8
Severe material deprivation rate® (% of total population) 33 48 5.1 78 8.3 73
i wing i i i (4)

Proportion of people living in low work intensity households 127 13.2 115 13.0 132 12.2
(% of people aged 0-59)
In-work at-risk-of-poverty rate (% of persons employed) 6.7 6.8 7.9 9.0 8.4 8.6
Impact of social transfers (excluding pensions) on reducing 431 13 46.9 461 472 427
poverty
Poverty thresholds, expressed in national currency at constant

. (Z) P y 8196 8129 7972 7976 7923 8077
prices
Gross disposable income (households; growth %) 4.4 52 1.6 4.5 1.6 13
Inequality of income distribution (S80/S20 income quintile 53 5.4 53 50 46 51

share ratio)

1 People at risk of poverty or social exclusion (AROPE): individuals who are at risk of poverty (AROP) and/or suffering from
severe material deprivation (SMD) and/or living in households with zero or very low work intensity (LWI).

2 At-risk-of-poverty rate (AROP): proportion of people with an equivalised disposable income below 60 % of the national
equivalised median income.

3 Proportion of people who experience at least four of the following forms of deprivation: not being able to afford to i) pay
their rent or utility bills, ii) keep their home adequately warm, iii) face unexpected expenses, iv) eat meat, fish or a protein
equivalent every second day, v) enjoy a week of holiday away from home once a year, vi) have a car, vii) have a washing
machine, viii) have a colour TV, or ix) have a telephone.

4 People living in households with very low work intensity: proportion of people aged 0-59 living in households where the
adults (excluding dependent children) worked less than 20 % of their total work-time potential in the previous 12 months.

5 Harmonised index of consumer prices (HICP) = 100 in 2006 (2007 survey refers to 2006 incomes)

Source: For expenditure for social protection benefits ESSPROS; for social inclusion EU-SILC.
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Table C.4: Structural policy and business environment indicators

Performance indicators 2009 2010 2011 2012 2013 2014
Labour productivity (real, per person employed, y-0-y)

Labour productivity in industry -2.25 3.48 -1.88 -3.81 -1.91 1.80

Labour productivity in construction -13.13 14.12 2.90 -7.83 -0.18 3.85

Labour productivity in market services -2.01 2.06 0.50 -0.37 1.34 0.49
Unit labour costs (ULC) (whole economy, y-0-y)

ULC in industry 5.70 -0.63 3.35 5.63 4.47 0.33

ULC in construction 10.91 -7.56 0.87 10.19 -0.74 -3.33

ULC in market services 5.11 0.62 -0.91 -0.01 0.09 -2.06
Business environment 2009 2010 2011 2012 2013 2014
Time needed to enforce contracts™ (days) 404 399 399 399 437 437
Time needed to start a business® (days) 105 105 115 115 115 115
Outcome of applications by SMEs for bank loans® 1.01 na 1.12 na 0.76 0.57
Research and innovation 2009 2010 2011 2012 2013 2014
R&D intensity 1.75 1.69 1.69 1.63 1.69 1.72

. . . 0

zgjiggzgllgggir;gnure on education as % of GDP, for all levels of 556 6.15 5.98 6.10 na na
L\Intigwlgsgqifnimence & technology people employed as % of total 43 m 50 51 51 51
Population having completed tertiary education® 30 32 33 35 36 37
Young people with upper secondary level education” 79 81 80 82 83 84
Trade balance of high technology products as % of GDP -0.82 -1.24 -0.65 -0.89 -0.97 -1.14
Product and service markets and competition 2003 2008 2013
OECD product market regulation (PMR)®, overall 1.10 1.21 1.08
OECD PMR®, retail 2.15 2.18 1.79
OECD PMR®, professional services 0.96 0.82 0.82
OECD PMR®, network industries® 1.30 0.98 0.79

1 The methodologies, including the assumptions, for this indicator are shown in detail here:

http://www.doingbusiness.org/methodology.

2 Average of the answer to question Q7B_a. "[Bank loan]: If you applied and tried fo negotiate for this type of financing over
the past six months, what was the outcome?". Answers were codified as follows: zero if received everything, one if received
most of it, two if only received a limited part of it, three if refused or rejected and freated as missing values if the application

is still pending or don't know.

3 Percentage population aged 15-64 having completed terfiary education.
4 Percentage population aged 20-24 having attained at least upper secondary education.
5 Index: 0 = not regulated; 6 = most regulated. The methodologies of the OECD product market regulation indicators are

shown in detail here:

http://www.oecd.org/competition/reform/indicatorsofproductmarketregulationhomepage.htm
6 Aggregate OECD indicators of regulation in energy, tfransport and communications (ETCR).
Source: European Commission; World Bank — Doing Business (for enforcing contracts and time to start a business); OECD (for

the product market regulation

indicators); SAFE (for outcome of SMEs' applications for bank loans).
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Table C.5: Green growth

Green growth performance 2009 2010 2011 2012 2013 2014
Macroeconomic
Energy intensity kgoe / € 0.11 0.11 0.10 0.11 0.10 -
Carbon intensity kg/€ 0.31 0.31 0.28 0.29 0.27 -
Resource intensity (reciprocal of resource productivity) kg/€ 0.32 0.31 0.30 0.29 0.28 0.28
Waste intensity kg/€ - 0.12 - 0.12 - -
Energy balance of trade % GDP -0.4 -0.4 -1.0 -1.1 -0.9 -0.7
Weighting of energy in HICP % 8.00 8.80 8.70 10.20 8.80 8.00
Difference between energy price change and inflation % 48 -6.1 5.4 52 4.6 29
Real unit of energy cost % of value added 8.3 8.9 9.6 - - -
Ratio of labour taxes to environmental taxes ratio 5.4 5.4 5.4 5.3 5.2 51
Environmental taxes % GDP 2.5 25 2.5 2.5 25 25
Sectoral
Industry energy intensity kgoe / € 0.10 0.11 0.10 0.10 0.11 -
Real unit energy cost for manufacturing industry % of value added 20.5 225 26.2 - - -
Share of energy-intensive industries in the economy % GDP 7.46 7.33 6.86 6.52 6.28 -
Electricity prices for medium-sized industrial users €/kWh 0.11 0.10 0.10 0.12 0.12 0.13
Gas prices for medium-sized industrial users €/kWh 0.03 0.02 0.03 0.03 0.04 0.04
Public R&D for energy % GDP 0.00 0.00 0.01 0.01 0.01 0.01
Public R&D for environment % GDP 0.02 0.02 0.02 0.02 0.02 0.02
Municipal waste recycling rate % 49.8 53.1 58.2 61.4 64.2 -
Share of GHG emissions covered by ETS* % 39.3 39.2 39.2 39.8 39.4 37.6
Transport energy intensity kgoe / € 0.74 0.74 0.74 0.73 0.72 -
Transport carbon intensity kg/€ 1.68 1.68 1.65 1.66 1.63] -
Security of energy supply
Energy import dependency % 26.4 285 36.3 422 46.4 -
Aggregated supplier concentration index HHI 39 2.3 51 55 6.2 -
Diversification of energy mix HHI 0.30 0.31 0.29 0.27 0.27 -

General explanation of the table items:
All macro intensity indicators are expressed as a ratfio of a physical quantity to GDP (in 2005 prices)

Energy intensity: gross inland energy consumption (in kgoe) divided by GDP (in EUR)

Carbon intensity: greenhouse gas emissions (in kg CO2 equivalents) divided by GDP (in EUR)

Resource intensity: domestic material consumption (in kg) divided by GDP (in EUR)

Waste intensity: waste (in kg) divided by GDP (in EUR)
Energy balance of trade: the balance of energy exports and imports, expressed as % of GDP
Weighting of energy in HICP: the proportion of "energy" items in the consumption basket used for the construction of the
HICP
Difference between energy price change and inflation: energy component of HICP, and total HICP inflation (annual %
change)
Real unit energy cost: real energy costs as a percentage of total value added for the economy
Environmental taxes over labour taxes and GDP: from European Commission's database, ‘Taxation trends in the European
Union’
Industry energy intensity: final energy consumption of industry (in kgoe) divided by gross value added of industry (in 2005
EUR)
Real unit energy costs for manufacturing industry: real costs as a percentage of value added for manufacturing sectors
Share of energy-intensive industries in the economy: share of gross value added of the energy-intensive industries in GDP
Electricity and gas prices for medium-sized industrial users: consumption band 500-20 00MWh and 10 000-100 000 GJ; figures
excl. VAT.
Municipal waste recycling rate: ratio of recycled municipal waste to total municipal waste
Public R&D for energy or for the environment: government spending on R&D (GBAORD) for these categories as % of GDP
Proportion of greenhouse gas (GHG) emissions covered by EU Emission Trading System (ETS): based on greenhouse gas
emissions
(excl land use, land use change and forestry) as reported by Member States to the European Environment Agency)
Transport energy intensity: final energy consumption of transport activity (kgoe) divided by transport industry gross value
added (in 2005 EUR)
Transport carbon intensity: greenhouse gas emissions in fransport activity divided by gross value added of the transport
sector
Energy import dependency: net energy imports divided by gross inland energy consumption incl. consumption of
international bunker fuels
Aggregated supplier concentration index: covers oil, gas and coal. Smaller values indicate larger diversification and hence
lower risk.
Diversification of the energy mix: Herfindahl index over natural gas, total petrol products, nuclear heat, renewable energies
and solid fuels
* European Commission and European Environment Agency
Source: European Commission (Eurostat) unless indicated otherwise




