Wi i

oecD (@

Recent trends
and the outlook:
is the party over?

How should monetary
policy respond?

What is driving fiscal
expansion?

Is the new budget
framework
performing well?

Could private providers
deliver better
public services?

How could
local administrations
be better mobilised?

How to address
the productivity gap?

How could
skill mismatches
be reduced?

Could conditions
for doing business
be improved?

What are the challenges
facing financial
supervision?

For further information

Observét

© OECD 2001

Economic Survey of the
United Kingdom, 2002

Summary

Overall, the United Kingdom’s macroeconomic performance has
been robust. Growth has slowed only little so far and unemployment
has declined further than most observers expected, without igniting
inflationary pressures. While sound monetary and fiscal policies
have contributed to greater macroeconomic stability, domestic and
external imbalances have been building up and some deep-seated
structural problems endure, as acknowledged by the authorities
themselves. In particular, productivity growth remains disappoint-
ing. Furthermore, while the sheltered sector has expanded rapidly,
manufacturing continues to be in structural decline, moving into
recession this year due to faltering overseas demand, and in particu-
lar the global ICT slump. These developments came on top of persis-
tent sterling strength against the euro, which had already made
trading conditions tough. Looking ahead and taking into account the
heightened downside risks due to the recent terrorist attacks in the
United States, further interest rate cuts might be required, unless a
sharp fall in the exchange rate were to boost demand and inflation.
Fortunately, the impressive fiscal consolidation in recent years is pro-
viding ample room for the automatic stabilisers to operate in the
event of a sharpening downturn. Due to the previously announced
trend increase in public expenditure aimed at addressing longstand-
ing under-investment in public services, the fiscal stance is loosening
significantly over time from its current strong position. In particular,
government spending on health, education and infrastructure will rise
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significantly, though the authorities
will need to ensure that the improve-
ments being sought are imple-
mented efficiently. In exchange for
more stable funding, spending
departments will be held accountable
for results. To improve productivity
performance and also to lower pov-
erty among marginalized groups, fur-
ther efforts are needed to raise human
capital and work incentives, to reduce
obstacles to entrepreneurial activities,
and to strengthen competitive pres-
sures. Continuing with a focussed and
well-prioritised programme of struc-
tural reforms to address remaining
weaknesses, while preserving the
gains from building a more stable
and predictable framework for mac-
roeconomic policy, offers the best
prospect for continuing good eco-
nomic performance in the present
uncertain global environment. =

Recent trends
and the outlook:
is the party over?

Growth has slowed since the sum-
mer of 2000, falling from signifi-
cantly above to just below potential,
but held up better than in the other
major OECD economies. A series
of domestic shocks, including the
most severe foot-and-mouth dis-
ease crisis ever to hit the country, bad
weather conditions and rail disrup-
tions, do not appear to have had
much adverse effect on overall eco-
nomic activity, and the slowdown
has mostly stemmed from global
factors, notably the unwinding high-
tech bubble and faltering overseas
demand. This has been reflected in a
decline in total fixed capital formation
in the first half of 2001, notwith-
standing a pick-up in government
investment and resilient residential
investment. The weakening of activ-

ity since late 2000 will be reinforced
by the economic consequences of the
11 September terrorist attacks in the
United States.

While macroeconomic performance
has been good overall, concerns about
growing domestic and external
imbalances have heightened. To
date most of the private services sec-
tor has continued to grow relatively
strongly, and construction activity
has strengthened, contrasting sharply
with weakening activity in the inter-
nationally-exposed industries, espe-
cially in parts of manufacturing.
While the high-tech industries have
been disproportionally hit by the
slowdown in global demand this
year, the persistent strength of ster-
ling against the euro has continued
to put pressure on the more tradi-
tional manufacturing industries. It
has severely squeezed output, profit
margins and employment in manu-
facturing, which went into a reces-
sion in the first half of 2001. Volume
growth of imports has consistently
outpaced that of exports, and the
trade deficit has widened further
this year. One counterpart of this
emerging imbalance has been the
sharp fall in the household saving
ratio since 1997, as macroeconomic
stability, including sustained low
inflation, and strong gains in wealth
have reduced the appetite for sav-
ing. This has been associated with
buoyant private consumption
underpinned by strong household
confidence, which was further bol-
stered in the first half of 2001 by
falling interest rates, rapidly rising
house prices and vigorous after-tax
income growth.

Despite the job losses in manufac-
turing, total employment has con-
tinued to expand. Lately, this has
been helped by the first rise in public
sector employment in two decades,

reflecting stepped-up recruitment in
education and, to a lesser extent, by
hospital trusts. While the employ-
ment rate has continued to rise, the
unemployment rate, based on the
labour force survey measure, has
come down further from already fairly
low levels by historical standards, and
has stabilised at close to 5 per cent
since spring 2001. It has dipped
below most estimates of the rate that
is compatible with stable inflation,
indicating that the labour market has
indeed become pretty tight.

Wage growth has been relatively sub-
dued so far, however, and consumer
price inflation has been remarkably
low. Indeed, on the harmonised mea-
sure (HICP), the United Kingdom
has had the lowest inflation rate of
all European Union countries since
February 2000, averaging close to
one per cent, against 2.5 per cent
in the euro area. On the domestic
measure of retail prices excluding
mortgage interest payments (RPIX)
as targeted by the central bank,
inflation has averaged 2.1 per cent
over that period, below the 212 per
cent monetary policy target. Vari-
ous measures of core inflation have
run below 2 per cent. To a consid-
erable extent, this has reflected the
lagged impact of the exchange rate
appreciation. More recently, infla-
tion has picked up to around tar-
get, partly due to the impact of
poor weather and of the foot-and-
mouth epidemic on food prices and
partly because the exchange-rate
effect is waning.

The projection is for growth to drop
below potential this year and next, as
confidence has deteriorated after the
terrorist attacks in the United States,
with a recovery reaching potential
growth by 2003. However, fiscal
measures on both the tax and on the
spending side provide a significant
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demand stimulus, so that the slow-
down should be less severe than in
most other European OECD coun-
tries. Accordingly, inflation is pro-
jected to remain close to the target.
This seemingly benign baseline will
depend in large part on the outlook
overseas, but in any case the under-
lying imbalances are projected to
worsen and cannot continue to do
so indefinitely. Therefore, the proba-
bility that they would unwind
abruptly is on the rise. One key
adjustment channel would be a re-
alignment of exchange rates, plausi-
ble in the light of most assessments
of the fundamentals but which so
far has failed to materialise, and
which UK policymakers cannot
readily make happen. Depending on
the circumstances, speed and extent
of such an exchange rate shift, the
effect on growth and inflation might
be significant. m

How should
monetary policy
respond?

While monetary policy has already
been eased considerably, the mone-
tary authorities should stand ready
to move swiftly if the underlying
imbalances in the economy were to
unwind abruptly or the economy to
slow even more than expected. The
more restrictive policy stance
in 2000 reflected above-potential
growth. It has eased in 2001, but
reaction lags imply that its impact
will be felt mostly next year. If the
international environment were to
weaken further while the exchange
rate remained broadly unchanged,
a further relaxation of monetary
policy would be called for. Indeed,
reversing a cut in interest rates
which, with hindsight, was seen to
be unnecessary would probably be

less costly than excessive caution in
the UK context, since central bank
credibility is well-enough established
to weather such a reversal. If, in
contrast, the exchange rate were to
fall sharply, monetary policy would
need to relax by less or may even
have to tighten to offset the external
stimulus on demand and inflation.

While monetary policy has been
successful over the past several
years, questions have been aired
about the framework underpinning
monetary policy. A number of them
have been addressed very transpar-
ently by the Bank of England,
including in the context of an exter-
nal and published audit. One issue,
which pertains to the remit set by
the Government, is the possible
reformulation of the target in terms
of the HICP — the harmonised
index used for international com-
parisons across the European Union
— as opposed to the well-known
national measure RPIX. Switching
from the RPIX to the HICP might be
desirable at some point in the
future, not least because the HICP
formula is less susceptible to an
upward bias in measured inflation.
However, the HICP as it currently
stands excludes owner-occupied
housing costs, and it may be wise to
wait until agreement is reached at
European level on how to include
these. Another issue, which may
become more prominent in case of
the adoption of the HICP, is a lower-
ing of the numerical target. In
spring 2001, the Treasury recon-
firmed the key elements of the
framework, including the target
itself and, more fundamentally, the
position of the Government on join-
ing the euro area. Abstracting from
what adopting the euro would call
for, the authorities seem to sense
that it may be too early, too risky
and not obviously profitable to

amend a still relatively recent frame-
work. With respect to the adoption of
the euro, the position spelled out back
in October 1997 remains unchanged:
this option will be put to Parliament
and to voters at large if and when the
Treasury assesses that the economic
case can be made, unambiguously,
that joining the euro area would bene-
fit the UK economy. The assessment is
due by mid-2003. =

What is driving fiscal
expansion?

Budgets in the late 1990s embodied
significant fiscal consolidation. Ex
post, the stance was even tighter
than planned, with revenue higher
and spending lower than bud-
geted. As a result, fiscal stock and
flow ratios now look very comfort-
able, leaving room for the auto-
matic stabilisers to operate unfettered
in the event of a slowdown. They
also offer room to address some
long-standing problems, most
prominently the poor quality of
public infrastructure and some key
public services, which not only
reflects that available resources are
not properly mobilised but also
results from a long period of under-
funding. Public spending is there-
fore being stepped up in some areas
— notably public transport, health
and education. Going forward, the
imperatives stemming from the
current budgetary framework and
a legacy of under-investment imply
that the structural fiscal position
will move from a small surplus at
present towards a deficit of around
one per cent of GDP over the
medium term. This is in line with
the projections set out in Budget 2000
and confirmed in Budget 2001,
and implies a significant easing
over time.
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The fiscal framework has evolved
considerably in recent years and is
the subject of a special chapter in
this Survey. The current spending
plans are consistent with the
medium-term budgetary frame-
work introduced in 1997. The latter
had addressed a number of weak-
nesses of the former regime, nota-
bly a bias against capital expenditure
and, more generally, poor condi-
tions for longer-term planning
adversely affecting central govern-
ment spending departments, local
authorities and public enterprises.
Departmental spending was indeed
characterised by pronounced swings
and capital spending was squeezed
to very low levels. The Government
considers that these weaknesses
are the major cause for the poor
performance of crucial public ser-
vices. Improvements in this regard
are seen as key to enhancing eco-
nomic growth and welfare. At
present, the core of the budgetary
framework consists of biennial
Spending Reviews, comprising a set
of three-year plans for discretionary
expenditure, specified per depart-
ment, called Departmental Expendi-
ture Limits. Remaining expenditure
(mostly social security) is managed
separately on an annual basis. Once
agreed, the Treasury is committed
to funding the projected levels of
discretionary expenditure. However,
in exchange spending departments
are being held accountable for
achieving their policy targets,
which are specified in Public Service
Agreements. m

Is the new budget
framework
performing well?

To prevent capital expenditure
embodied in the expenditure limits

from being squeezed, the framework
includes a “golden rule” which

states that, on average over the eco-
nomic cycle, current expenditure
should be funded through current
revenues whereas investment may
be debt-financed. Therefore, in the
event of a permanent fall in gov-
ernment revenues, current, not
capital expenditure would be
affected a priori, while cyclical fluc-
tuations in revenues should not
affect discretionary spending at all.
The golden rule is complemented
by a “sustainable investment rule”
stipulating that public sector net
debt should remain at a prudent
level. Together, they are instrumen-
tal in pursuing several key objec-
tives of budgetary policy, including
a better allocation of resources, mac-
roeconomic stability and fiscal
sustainability. The rules improve
the prospects for intergenerational
fairness, but do not ensure it. For
example, the national accounts
definition of current and capital
spending on which the golden rule
is based neglects the fact that the
effects of benefits resulting from
current expenditure in areas like
education extends well beyond the
current fiscal year. The rules sup-
port the notion that those genera-
tions who benefit from public
spending should meet, as far as pos-
sible, the costs of the services they
consume. However, the rules' con-
tribution in this regard cannot be
fully assessed satisfactorily without
knowing the ultimate incidence of
the costs and benefits of both pub-
lic expenditure and taxation,
although long-term projections and
generational accounting, both of
which the Government undertakes,
can be helpful in this respect. There
is also an associated risk of misallo-
cation of resources to the extent that
the fiscal rules favour fixed over

human capital formation, which
heightens the need for careful cost-
benefit analysis prior to expendi-
ture decisions. While the Council of
the European Union has noted that
in the medium term the government’s
finances would not be in line with
the prescription of “close to balance
or in surplus” contained in the Sta-
bility and Growth Pact, the fiscal
projections are sufficiently prudent.

While the principle of target-based
expenditure planning is laudable,
past experience has revealed some
scope for greater effectiveness in its
implementation. The formulation of
targets has improved considerably
since their introduction, as they
have become better geared to rele-
vant policy outcomes as opposed to
inputs and processes. However, it is
important that spending depart-
ments do not focus excessively on
quantifiable targets to the detriment
of harder to specify but perhaps
equally important policy objectives.
Ministers are responsible for deliv-
ering their targets published in Pub-
lic Service Agreements. Where
departments fail to meet targets,
they will be held to account on the
basis of a process of regular reviews.
The achievement of the targets is
currently audited within the central
administration, but with much
information being made available
publicly, there is a strong public
commitment to deliver on the tar-
gets by the Government. Appointing
an external auditor such as the
National Audit Office might, how-
ever, strengthen the framework fur-
ther. Meanwhile, the Government
could take further steps to encour-
age good performance against tar-
gets by more systematically granting
financial bonuses or other forms of
rewards to departments or teams
that perform well. m
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Could private
providers deliver
better public
services?

The Government intends to expand
the involvement of the private sector
in the funding and operation of the
public capital stock where this is
expected to yield gains in operational
efficiency, through public-private
partnerships. Around one-third of
net public infrastructure investment
is currently carried out under this
regime. However, experience to date
with such partnerships has been
mixed. Through public-private part-
nerships, the Government purchases
the services of public infrastructure,
rather than the infrastructure itself,
from a private provider, which may
result in cost savings. In some cases
the Government also participates in
the capital of the provider through a
joint venture. The advantages of this
set-up are that partnerships can be
tailor-made, while private sector
skills are introduced in the public
sector and benefits from higher effi-
ciency may be shared with taxpayers.
The flip-side of such arrangements is
that the taxpayer may also bear the
financial risk of failure. Moreover,
some potential efficiency gains may
be foregone, because the incumbent
provider likely faces less market
scrutiny as compared with a situa-
tion where the purchaser-provider
link would be looser. Therefore, the
Government should carefully weigh
the pros and cons of entering into
partnerships as a shareholder, and,
more generally, reduce its depen-
dence on the incumbent franchise or
concession holders. Overall, the cur-
rent plans to provide services pri-
vately in sectors such as health and
education are limited. Such services
are provided on a much larger scale

privately in many OECD countries
and greater ambition in this respect
would raise competition and perfor-
mance in these sectors. =

How could local
administrations be
better mobilised?

Like many OECD countries, the
United Kingdom is grappling with
difficulties in striking an appropriate
balance between mobilising local
authorities (county, district and town
councils) for the delivery of national
priorities and ensuring accountabil-
ity vis-a-vis their own electorate. A
particular challenge in the UK con-
text is the need to reform the grant
distribution system, which is com-
plex and controversial, not least
because of growing ad hoc “ring-
fenced” grants to promote national
policy goals. The new budgetary
framework has aimed to bring
greater predictability and stability to
local authority funding, with the
Spending Reviews setting firm fund-
ing for three years. However, funding
could be organised in a way that bet-
ter reflects the demarcation lines
between public expenditure pro-
grammes that are their own responsi-
bility and those that are within the
domain of central government. In
particular, while national priorities
should be grant-funded, local gov-
ernments could be given more free-
dom to levy fees and charges that
reflect the marginal cost of provision
of local public services. m

How to address
the productivity gap?

In addition to the need to raise the
effectiveness of the public sector,
the United Kingdom also faces the
challenge to increase the low level

and modest growth of productivity
in the private sector — issues that are
intertwined. By international stan-
dards, investment in both human
and physical capital has been weak
and sluggish productivity growth is
an important reason for the longer-
term decline endured by manufac-
turing. The Government has long
recognised the problem, and numer-
ous initiatives, big and small, have
been launched to address it. Changes
have frequently been made to poli-
cies that have yet to fully run their
course, complicating business and
household decisions and making it
hard to administer and evaluate the
measures. Assessing their effective-
ness is also hampered by their incre-
mental nature. While the thrust of
the Government's reform agenda is
commendable, it should be pursued
in a way that fosters greater stability
in the policy environment. =

How could skill
mismatches
be reduced?

While the United Kingdom enjoys a
low unemployment and high
employment rate by European stan-
dards, exclusion of low-skilled work-
ers from the labour market and
attendant poverty remain high, dis-
tressingly so in some localities. To
some extent, this is because the edu-
cation and training systems have
failed to provide the right skills.
Efforts to remedy this have been
intensified in recent years, including
via the hiring of more teachers. Pay
scales remain overly rigid, however,
and further differentiation in teach-
ers’ remuneration packages might
help relieve the remaining bottle-
necks. Literacy and numeracy tar-
gets have been set and on those
measures progress is being made. At
the executive level, a deficit in home-
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made managerial talent, both in the
private and in the public sector, has
necessitated hiring managers from
overseas. Similarly, teachers and
nurses are being recruited abroad to
fill supply shortages. Joblessness can
also reflect insufficient incentives to
take up a job. However, the working
families tax credit and the national
minimum wage, both in place
since 1999, strengthen these incen-
tives. Combined with other tax and
benefit changes, they have had a sig-
nificant redistributional impact in
favour of families with children and
pensioners, partly offsetting the
trend widening in income disparity.
The various welfare-to-work “New
Deal” programmes also reinforce
work incentives for those who are on
the fringes of the labour market. This
approach appears to deliver worth-
while results for some labour market
groups, despite the inevitable dead-
weight losses and the difficulties
many programme participants face in
finding a stable job. In a tightening
labour market, the hardest to help
account for an increasing proportion
of the New Deal client group. This
highlights the importance of the per-
sonalised advice provided to enhance
their employability and justifies the
increase in the degree of benefit-
conditionality in the New Deal which
was prompted by initial problems in
its implementation. More can be
done, however, notably by reform-
ing the council tax credit and the
housing and disability benefits, so as
to lower further the high marginal
effective tax rates still faced by some
of the jobless. m

Could conditions
for doing business
be improved?

The regulatory environment,
broadly defined, inhibits competi-

tion less than in most other OECD
countries. Even so, earlier Surveys
have noted that there is scope for low-
ering market entry barriers. Recent
measures include the creation of a
research and development (R&D) tax
credit for small and medium-sized
enterprises, which is to be extended
to large firms, although in what form
remains to be determined. Efforts
at streamlining regulation have
also been deployed, although at
the same time a considerable vol-
ume of new regulations has contin-
ued to be introduced. New proposals
have been launched in 2001 to go
further on several fronts. An Enter-
prise Bill is in the works, which
inter alia would make cartel behav-
iour a criminal offence, revamp
merger control and reform bank-
ruptcy rules. The proposed tough-
ening of the antitrust framework
and proposals to depoliticise merger
control are welcome, and should
be swiftly enacted. As regards the
regulation of utilities, the remit of
the regulators should be better
focussed on competition issues,
with the environmental and social
agenda delegated to the competent
ministries.

Entrepreneurs generally face a bet-
ter business environment in the
United Kingdom than in most other
OECD countries. Nevertheless, ear-
lier Surveys have highlighted various
institutional factors that discourage
risk-taking. In particular, the stigma
of bankruptcy remains an impedi-
ment to business creation. The
proposed measures — including the
abolition of government agencies’
privilege to be paid before other
creditors and easier involvement of
external administrators — attempt to
facilitate a fresh start for those who
failed honestly while sanctioning
those who abuse creditors. This dis-
tinction might be difficult to make

in practice, however. Another strand
of work is the review of company
law. So far, the latter has evolved
piecemeal, incorporating European
directives and responding to corpo-
rate scandals as they arose. As an
overall set of rules, it has become
arcane and out-of-date. A large,
albeit not exhaustive set of recom-
mendations has now been tabled to
modernise company law, a notable
omission being measures to tighten
the link between managerial perfor-
mance and compensation. Many
would represent genuine improve-
ments but should now be combined
into a new body of law that can be
enforced in practice. Moreover, ren-
dering the traditionally uncertain
and slow urban planning system
more business-friendly is urgently
needed. =

What are the
challenges facing
financial supervision?

One of the major recent reforms in
the financial sector has been the
creation of an integrated regulator,
the Financial Services Authority
(FSA), in place of the nine supervi-
sory entities previously responsi-
ble for prudential and conduct-of-
business supervision. With finan-
cial institutions increasingly engag-
ing in a range of business activities
crossing traditional functional
boundaries, this centralised approach
has some clear advantages. It pro-
vides these institutions with a sin-
gle regulatory interlocutor, reduces
the risk of inconsistent regulation
and regulatory arbitrage and facili-
tates the understanding and moni-
toring of individual financial
institutions’ risks. A potential risk
would be that the lender of last
resort is not sufficiently well
informed about the development of
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financial institutions, but this issue
has been addressed by a memoran-
dum of understanding between HM
Treasury, the Bank of England and
the FSA, and regular — formal and
informal — contact between the
three institutions. The new frame-
work has not been tested yet by a
genuine recession or by a major
financial institution failure, but
some smaller scale pension saving

problems have highlighted that
supervision is intrinsically difficult
because there is a trade-off between
ensuring competition and consumer
protection. Moreover, the Govern-
ment should implement the mea-
sures recently put forward concerning
pension funds, in particular stricter
requirements as regards trustees’
professionalism, as these may help
prevent future mishaps. =

For further
information

Further information on the Survey
can be obtained

from Paul Van Den Noord,

Tel.: (33-1) 45 24 87 23

(email:
Paul.VanDenNoord@oecd.org).
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