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By Rt Hon John Redwood MP

Shifting Economic Power in a Global Economy

The winds of global competition are blowing strongly through the world’s economies. We are living
through a massive shift in economic power, as the Asian economies led by China and India emerge as
global manufacturers, service providers and traders, with attractive offerings to the customers of the
world.

These winds could carry us to greater success, or they could destroy businesses and jobs at home if our
economy is not well secured and supported by a government that understands the needs of enterprise.

Some feel threatened by these new competitive forces. Chinese manufacturers have quickly gained a
dominant position in the textiles, leather goods and computer hardware markets. They are moving into
engineering, motors and chemicals. That is one reason why factories in the UK have closed over the
last ten years, with the loss of a million manufacturing jobs. Indian service and call centres have taken
on functions that British workers used to do nearer to the customers.

We should remember that with every new job India and China create to sell us goods and services,
they create a better paid consumer who in turn needs goods and services which we can help provide.
With every extra pound of Asian income comes money to spend and invest in the markets of the
world. Globalisation is more opportunity than threat, if we create the right conditions at home to
respond to the new challenges, and to offer the right goods and services to the new markets. We should
not begrudge the Chinese and Indians their hard-earned, rising prosperity: we should seek to be
partners and assistants in that success.

Sheer weight of numbers will propel China and India to the two top slots in the world league of
economic output. China has already overtaken France, the UK and Germany, and will in due course
overtake Japan and the USA. China is already one the largest creditor nations, with massive foreign
exchange reserves and big holdings of overseas bonds. With 1.3 billion people, China only has to
deliver living standards around one third as high of those in the USA to be a larger economy than the
USA. Like China, India, now growing quickly, will be another giant consuming large quantities of the
world’s supply of oil and other raw materials, and delivering an important part of world output.

How is the UK placed to respond?

The Government claims that the UK has done well over the last fifteen years, with steady growth and
relatively low inflation. Compared to the 1930s or 1970s in the UK this is true. Compared to the rest of
the world the performance is not so impressive.

The last ten years in particular have been good years for the world economy as a whole. They have
been characterised by two massively favourable trends. The first is an era of easy money. The main
central banks worldwide have opted for low interest rates, the ready creation of credit, and tolerance of
innovatory means of financing public and private sector activity through big increases in debt. It has
been the era of public/private partnerships, specialised credit-based funds and funds of funds,
collateralized debt obligations, collateralized loan obligations, credit default swaps, special purpose
vehicles and many other similar ways of raising borrowing throughout the financial system.

The second has been the remorseless downward pressure on prices of both goods and internationally
traded services from the migration of business to lower wage countries in the East using newer plant




and equipment, and from the application of new web based technology that is revolutionising business
models. As a result, the prices of manufactured goods from fridges to cars, from textiles to computers
have been falling. Cheap holidays and better value insurance, online banking and web-based
advertising have all assisted in creating this disinflationary environment.

The UK has not performed that well against this very favourable background. We have experienced
higher interest rates than most of our main competitors, and have still ended up with higher inflation
than the USA, Euroland or Japan. Our growth rate has been flattered by rapid inward migration, and
conceals 5.4 million people of working age without jobs living on benefits. Productivity, output per
head and living standards have, as a result, not risen as far and as fast as those of the better performing
world economies. The UK has fallen down the league table of the most competitive economies, which
has meant fewer jobs and lower incomes than if we had been more successful.

We should not rely on these two very favourable trends continuing to allow us an acceptable rate of
growth. As we write, there is considerable uncertainty in world markets about how far the Federal
Reserve Board, the European Central Bank and the Bank of England may go in raising rates to squeeze
inflation out of the system. They must know there are huge pyramids of debt throughout the system,
and inflation will not be killed unless the appetite for more debt is blunted. They also know that if they
push interest rates too high for too long they could bring the debt structures crashing down, as we have
seen with the sub-prime mortgage collapse in the USA, leading to falling asset prices, rising
unemployment and even recession. We should proceed on the basis that money will be tighter in the
years ahead than during the last decade.

We should also recognise that China and India will not continue to exert strong downward pressure on
prices to the extent that they have in last ten years. Their workforces are now expecting better rewards.
Raw material prices are being bid up by their large demands. The price of transport rises when
capacity is stretched by their needs. These factors are leading to less intense price competition from
these emerging giants. Whilst others in Asia can emerge as lowest price competitors, and whilst many
millions more poor people can pour off the land in both India and China into the factories and call
centres, the last couple of years have shown that this on its own is not enough for the UK and the USA
to be able to ignore inflationary pressures brought about by easy money at home.

How prosperous is modern Britain?

We recognise that the UK remains one of the richest countries in the world. Today’s families take for
granted the TVs, cars, fridges and carpets that were the prerogative of the rich sixty years ago, and
they have access to the computers, iPods and mobile phones that had not been invented in our
grandparents’ day. Many of the people who have benefited from new jobs are recently arrived
migrants, rather than people with poor skills who have been living here for longer.

Over the last decade the UK economy has experienced lop-sided growth. London has been the most
successful part of the country, based on its openness to new people and new capital coming in from
around the world. The South East has done reasonably well. The further north or east you travel, the
more disappointing the results. Our growth rate has on average been lower than the USA or Ireland,
and in some parts of the country it has been poor, leaving cities like Glasgow with low incomes and
short life expectancy.

Labour’s policy has been to target more benefit support, especially for families, to those on low
incomes. This has sometimes impeded creating incentives to work, and has led to the need for an
expensive bureaucracy to persuade people back to work. There are towns, parts of cities and rural
areas where low incomes and low employment rates still pose substantial problems.




What can be done to make the UK more prosperous?

Our report is based on the strong evidence from around the world that countries which choose the
lowest tax rates, and which have the least oppressive but effective regulatory regimes, are the ones that
grow the fastest and become the richest. We believe that any Conservative Chancellor should set
business free to compete, by creating a simpler and more competitive tax and regulatory framework
for enterprises based in Britain.

Our proposals include a dramatically different approach to business regulation. Many businesses,
especially small businesses, have told us that it is the sheer cumulative volume of regulation which
makes their lives so difficult. People who need to concentrate on customers and products have instead
to spend a great deal of time on complying with regulators. We propose an annual regulatory budget
for the government, setting out how much cost government will impose on business in the following
year, and ensuring that in each year of Conservative government the costs imposed will be reduced
overall. We also set out some regulations that we suggest the incoming government repeals in its first
year in a Deregulation Act, to begin the long process of cutting this unwelcome, back door taxation. In
many cases regulations are not necessary to keep businesses honest and safe. Intense pensions
regulation has coincided with the worst period for the health of pension funds in post-war Britain.
Some regulations achieve the opposite of what they set out to do. We fear this could be true of Identity
Cards, giving more people access to important identity information about others.

We also believe that government needs to provide leadership in tackling the large number of capacity
problems and bottlenecks which have emerged in the UK’s ageing infrastructure. The UK may be an
island of coal set in a sea of oil and gas, but it came close to running out of energy in 2006. We may
have been the first nation to build railways, and we still have an extensive pattern of railway routes,
but we are short of train capacity for both goods and passengers. We have far less motorway per
person and per square mile than our leading continental competitors, France and Germany, and some
of the most congested roads on the planet. We have some great universities, but our output of science
graduates is small compared to business needs. We spend a great deal on schools and vocational
training, but we still have too many people who lack the basic skills needed for them to obtain
worthwhile and better paid jobs. We did have the best pension provision of any Western country ten
years ago, but today many final schemes are closed to new members or are in wind up, leaving more
people worrying about the adequacy of their pension and savings in old age. Recent floods have
revealed the inadequacy of our flood defences, whilst last summer’s dry weather left us short of water.

Our report examines why we are short of capacity of all kinds in transport, water and water control,
energy, and skills. It demonstrates that where we have trusted the market and competition more — as
with telephones — the much needed extra capacity has been put in to tackle the problem. Where we
have left monopoly public provision in place, we have shortages. We examine ways in which private
capital and competition can be harnessed to ensure more plentiful supplies of transport network
capacity, of energy, and of water. We look at how our universities can be freed to raise more
endowment money for themselves, and to serve the wider global educational world. We propose
changes to the organisation of training, so that individuals and companies have more say, and quangos
less, in how the money is spent.

We also consider the way in which so much money has been absorbed by the public sector in the last
few years, with so little expansion of output. We propose a new approach to public sector
management, releasing the talents of public officials, and incentivizing them to achieve higher quality
and more output for the money government will be spending.

We examine the difficulties people and businesses encounter with the planning system when trying to
put through new investments. We make suggestions on how decision making could be speeded up and
applicants given more certainty, without damaging local wishes to protect valuable open country or to




protect important urban settings. We help identify land suitable for development, which will be
necessary for future economic growth.

Helping the many to own and to prosper

Whilst the UK is a rich country on average compared with many other countries around the world, that
does not mean that a majority of families in the UK are rich. We want a new Conservative government
to be the friend of enterprise, on the side of those who strive to be more successful. We want that
government to follow policies which make it easier for people to buy a home of their own, to own
shares in other people’s businesses, to own a stake in their own business. The nineteenth century saw
the long march of everyman to the vote. The twentieth century saw the long progress of the many to
home ownership. We want the new century to see us take decisive steps to the many owning shares,
having savings, participating in the success of their firm. We set out proposals to promote wider
ownership and to make it easier for people to work for themselves.

Our vision

Our vision is of a UK capable of competing with the best. We seek a more prosperous country, with
more owners participating in the wealth of the nation. We want reliably low inflation, taking no risks
by turning fiscal rules into flexible friends. We seek a country with better railways and roads and less
congestion, a country with plentiful supplies of energy for its more energy-efficient uses, with great
universities and training geared to the needs of the students. We want to rekindle the savings culture,
and to offer ways for people to save enough when working to earn them a more comfortable old age. A
more enterprising Britain will be a more caring Britain: as incomes rise, so tax revenues rise and
charitable giving flourishes. A more enterprising Britain will be a greener Britain: our businesses will
be able to pioneer new ways of keeping us warm, allowing us to travel, or delivering our goods that
use less energy. A more enterprising Britain will be a freer Britain, with lower tax rates and fewer
regulations.
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Rt Hon John Redwood MP
Co-chairman, Economic Competitiveness Policy Group




Steering Committee

Co-Chairman - Rt Hon John Redwood MP

John entered Parliament in 1987 and has held various posts across government, including time in the
DTTI and as Secretary of State for Wales. Before becoming an MP, he was Chairman of a stock market
listed industrial group and head of the then Prime Minister’s Policy Unit.

Co-Chairman - Simon Wolfson
At 38, Simon is the second youngest CEO of a FTSE100 company - the High Street and Mail Order
clothes retailer Next plc. Simon joined Next in1991, and has been CEO of the company since 2001.

Adam Afriyie MP

Adam is the Conservative MP for Windsor. An entrepreneur and businessman, Adam has started and
run businesses in IT and News services. He is particularly interested in simplifying the tax and benefit
system.

Carol Bell

Carol has over 20 years experience in the oil and gas sector. Most recently she was Managing Director
of Chase Manhattan’s Investment Bank, with responsibility for oil and gas; and prior to that she was
Global Head of J.P. Morgan’s Energy team in Equity Research. She is a Non-Executive Director of
Hardy Oil and Gas plc, and was awarded a PhD in the archaeology of ancient trade in May 2005.

Andrew Feldman
Andrew is Managing Director of his family textile company. Previously, he practiced as a commercial
barrister after graduating with a First in Law from Brasenose College, Oxford.

Greg Hands MP

Greg is the Conservative MP for Hammersmith and Fulham. Leaving Cambridge with a First in
Modern History, Greg embarked on a banking career in the City, working in both London and New
York City. Greg’s main interests in national politics are in finance, foreign affairs, housing policy and
the criminal justice system.

Clir Peter Jones

After a career in stock broking and investment research, Peter is now Leader of East Sussex County
Council, Chairman of Sussex Police Authority, Deputy Chairman of SEEDA and a Board Member of
the Audit Commission. In recent years, he has been involved in beating cost out of local government.

Professor Peter Sinclair
Peter Sinclair is Professor of Economics at Birmingham University. His current research focus
includes aspects of monetary theory and policy, and international economics.

Michael Wade

Michael Wade served on the Council of Lloyd’s and on the Rowland Taskforce with McKinsey & Co.
He has spent over 25 years in the London Insurance Market and is currently the chairman of Bowood
Holdings Lloyd’s brokers, a Director of Rostrum Group investment fund managers, and of Paterson
Martin reinsurance analyst specialists.

Michael Johnson, Policy Group Secretary
Michael joined CCHQ in early 2006, after 21 years in investment banking, and two years as a Senior
Consultant at an actuarial consultancy.




Technical Team

Bill Allen, Senior Economist, Brevan Howard
Esther Baroudy, Equity Analyst, GE Asset Management
Bruno Paulson, Senior Analyst, Sanford Bernstein

Deregulation

Chairman: Adam Afriyie

Julian Gregory, Barrister, Monckton Chambers

Jonathan Herbst, Partner, Norton Rose

Ruben Lee, Founder and MD, Oxford Finance Group

Claire Bullen, Bristol-Myers Squibb Pharmaceuticals Ltd
Tom Price, Counsel, Financial Services Group, Dechert LLP

Pensions

Chairman: Carol Bell

Ken Davy, Chairman, Simply Biz

Andrew Dennis, Retired insurance and pensions executive

Kevin Wesbroom, Partner, Hewitt Bacon & Woodrow

Mark Younger, Former Partner, Accenture

Howard Flight, Director and Joint Chairman of Investec Asset Management Group, and former
Shadow Chief Secretary to the Treasury

Transport

Richard Currie, Director, UPS

Gurmaj Dhillon

Jon Pritchard, Director of Policy, ICE

Graham Smith, Planning Director, EWS

Colin Sewell-Rutter, Former MD, UK Airports Ltd

Public Sector Efficiency

Chairman: Cllr. Philippa Roe, James Committee member

lain Corby, James Committee member

Cllr. Peter Jones, Leader of East Sussex Council

David Sexton, Senior Executive, Cable & Wireless, Mercury and BT
Patrick Smith, Partner, Atos Consulting

Deborah Thomas, James Committee member

Mark Younger, Former Partner, Accenture




Higher Education and Skills

Chairman: Greg Hands MP

Philip Wright, Director, Science and Technology, ABPI

Lee Hopley, Senior Economist, Engineering Employers Federation
Duncan McBrid, Former Partner of Ernst & Young

Energy

Chairman: Carol Bell

Toby Allen, EDF Energy

Michael Liebreich, Chairman and CEO, New Energy Finance
Barry Neville, Centrica plc

Christine Wheeler, Non-Executive Director, Encore Oil
Bruno Prior, MD, Summerleaze Regeneration

We welcome the findings of the STEM Task Force, which will be published at a later stage of the
Conservative Party Policy Review. We would like to thank them for their contribution to this report.

The main report is the product of 18 months of research by the Steering Committee. The Working
Papers reflect the opinions of their authors, and do not necessarily reflect the views of the Economic

Competitiveness Policy Group.

We would like to thank all those who gave us their time and expertise, from which we have greatly

benefited.




1.1. Overview
1.1.1. From the Fast Lane to the Slow Lane

The UK is in transition. Its comparatively strong performance in the 1990s, which was based on
relatively light regulation and taxation, is now being damaged by their increase to a more typically
European level. The UK has fallen from 4™ to 10" in the competitiveness league tables, and there must
be a concern that it will decline further. Both economic and productivity growth are already well
behind successful advanced countries such as the United States and Ireland.

In a global context, the shift of economic power to India and China clearly dominates, as does the out-
performance of the USA relative to Europe. The EU economies accounted for 18% of world output in
2000, but this is forecast by the EU itself (and arguably optimistically) to fall to 10% by 2050. The UK
must seek to improve upon its current performance, returning to a more lightly taxed and lightly
regulated environment that will allow our economy to expand more quickly. This will benefit all of us,
as the more sustainable tax revenues of healthy growth will mean better public services, more job
opportunities, and higher incomes.

A comparison between the performance of the Irish and Scottish economies in recent years provides a
striking example of the benefits of very low corporate tax rates. Between 1998 and Q3 2006, Irish
GDP rose 76% in real terms; in contrast, the UK’s rose 27% (including the growth of London’s
economy by 41%); and Scotland’s only 16%. Given the similarity in the size, skills and international
relationships of the populations of Ireland and Scotland, and their common membership of the EU,
corporate taxation levels are the main differential. This has allowed Irish citizens to return home to a
better range of job opportunities, while their Scottish peers have often had to move elsewhere; and is
also reflected in unemployment rates being 4.1% and 6% respectively.

It has been argued that Ireland’s performance is due merely to substantial transfer payments from the
EU. This, however, is wrong. These payments predated the past fifteen years of Ireland’s growth
surge, and were anyway directed into its agricultural sector, which performed less well than the
economy as a whole. Irish success has been powered by US and other foreign multinational companies
taking advantage of a main corporation tax rate of 12.5%, and of a well-educated labour force. It is
true that low Euro interest rates in the early years of the new currency boosted both growth and
inflation.

Meanwhile, Scotland has been harmed by much higher UK tax rates, with industrial output falling
20% during a decade of Labour rule in both Westminster and Edinburgh. Government intervention and
misguided spending programmes have led to a very high ratio of public spending to GDP, without
encouraging any significant creation or growth of entrepreneurial businesses.

The UK is an economy of two halves. London and the South East are closer to the better performing
Anglosphere economies, with a lower proportion of public spending to GDP, and entrepreneurial
locals supplemented by a ready supply of new labour from overseas. The London economy has grown
especially quickly, because London is a haven for entrepreneurs and investors, who have been
attracted to its fast moving markets, its business opportunities, its favourable tax status for non-
domiciled residents, and its cosmopolitan flavour. The rest of the UK (with some notable exceptions
within regions) is characterised by a higher proportion of public spending to GDP, substantial
interventions by government at several levels, and arguments over the size and use of substantial
transfer payments received from the more prosperous London and the South East.




1.1.2. Divergent Trends between Sectors

The manufacturing sector is now only a small percentage of the UK economy, but the survivors have
made rapid strides in improving productivity, with typical gains of around 5% per annum. In part, this
is the result of the investment and hard work of the companies concerned, as they strive to innovate in
a very competitive world. But it is also the result of the closure, or transfer abroad, of less productive
businesses, as often hostile government policies have helped to speed the loss of more than one million
manufacturing jobs. The UK pharmaceutical and aerospace sectors still contain world class companies;
but the lack of plentiful supplies of gas and electricity at competitive prices means that process
industry, for example, is being forced abroad to find more and cheaper energy. Wage regulation
hastened the collapse of low labour-cost manufacturing in sectors like textiles.

The City of London represents a huge strength of our economy, and this sector needs the UK to stay at
the forefront of technological developments, with both good quality broadband provision, and access
to the best computer specialists. Recent figures from the London Stock Exchange demonstrate our
leadership in many areas of financial services, with forty Initial Public Offerings in the first six months
of 2006, compared to only three each on the New York Exchange and Nasdaq. In 2006 as a whole, the
main London market raised over £50 billion of new equity money, with another £14 billion raised on
AIM.

The public sector, by contrast, has started to see productivity fall in recent years — although the
Government has now suspended the relevant statistics, while it works upon a new method of taking
account of (alleged) quality improvements. The Civil Service alone has expanded by 300,000 in the
last decade, unnecessarily increasing administrative overheads. Meanwhile, the Home Office has been
declared ‘not fit for purpose’ by government ministers; HMRC continues to make a mess of many
people’s tax credit and benefit calculations; Defra proved unable to handle a new funding scheme for
farmers, leaving many unpaid; the NHS has faced both difficulties with its new computer system, and
chaos with its new recruitment system for junior doctors; and the MOD has sent troops into dangerous
situations without the right equipment. It is difficult to avoid the conclusion that the public sector’s
performance is getting more expensive but less effective, and that this is resulting in much
unhappiness for many people.

Finally, the inadequacy of the public infrastructure has become much more acute in the last decade. It
is very clear that our road and train capacity, water and energy supplies, education and training system,
and much else, have failed to keep up either with the successful growth of many parts of the private
sector, or with the 1.45 million people who have come here to work and live. If we are to create a more
competitive country, we must put right this mismanagement, and expand capacity where needed. The
Government’s regulatory system for the electricity generation industry has left us short of cheap
supplies of power. The Water Regulator’s preoccupation with quality at the expense of quantity has
left the South East and London short of water, whilst the Government and Gas Regulator have failed to
preside over conditions of fair competition within the EU, leaving the UK exposed to shortages. These
problems with the supply of basic requirements for an enterprise economy need to be addressed early.




1.2. The Present Government’s Main Economic Mistakes

In addition to these more general points, there have been other specific obstacles to greater competitive
success. In particular, the Government has made ten errors, which have been of great cost to the UK
economy:

1.

Much investment in health and other public services was clearly needed. But, unfortunately,
the very large increase in spending in the past ten years, which the Government has counted as
one of its better achievements, has largely gone to waste. For example, there has been only a
2% increase in health activity. Meanwhile, too much money has gone on managers, inspectors
and administrators: a symptom of the centralized interference that is stifling the NHS’s
productivity.

The £5 billion annual pensions tax has done very great damage to many company pension
funds. At the time Labour came to power, the UK had the strongest position of any country, in
terms of saving for retirement. Instead of fearing cutbacks in unsustainable public pensions
schemes, as many other developed countries were, people in the UK were able to look forward
to comfortable retirements based on their own savings. Today, however, many funds lie in
ruins, either closed to new members, or closed entirely. This was a tax too far: one that starved
funds of cash, and that took £100 billion off the value of the equity market, as the reduction in
shareholder income was discounted in new and lower company valuations.

Persistent regulatory interference has harmed companies, and helped to make British
manufacturing in particular less competitive. After two manufacturing recessions, our
manufacturing industry now employs 25% fewer people than it did ten years ago; and is still
losing 10,000 jobs per month.

The UK has moved from a healthy current account surplus to a huge balance of payments
deficit under Labour. The continued decline of manufacturing has resulted in our imports
greatly exceeding our exports, to the point of a record deficit on goods in 2006, of £34bn.

The Treasury has compromised foreign business investment in the UK by maintaining
uncertainty over its attitude towards sterling and the Euro. Although few commentators believe
the Government would win a referendum on joining the Euro, the Government has risked
competitive disadvantage with its opaque stance. Most experts now agree that Euro
membership would have been damaging to the UK economy, as the ERM was.

Gordon Brown sold 395 tonnes of our gold reserves at the bottom of the market, between July
1999 and March 2002. Hindsight is of course a wonderful thing; but if he had not gone against
the advice of senior gold traders at the Bank of England and warnings from Opposition MPs,
and had held onto the gold, it would now be worth £2 billion more than it was at the time of the
sale.

A government auction of spectrum effectively turned into the imposition of a £22 billion tax on
the telecoms industry, just when it needed all the cash it could generate in order to build new
networks and compete in a global market. Such short-sightedness amplified a cyclical
downturn; bankruptcies, job losses and cancelled investment programmes occurred as a direct
result. This undoubtedly helped to set a leading UK sector back three years.

Railtrack was put into administration, although a few hundred million pounds more would have
kept it and its large investment programme going. If the Government had insisted on a new
Board, and a suspension of dividends while the company was sorted out, taxpayers would not
have had to guarantee £20 billion. For this huge sum (which could grow further, and is already




the most the railways have ever cost us), we have been left with slower running times, delayed
trains, and cuts in investment.

9. The Government has failed to resolve the UK’s transport issues with a plan suitable for a
modern economy. A stated intention to move people and goods from road to rail has resulted
merely in the cutting of our road capacity, while railways descend into an ever more
unsatisfactory condition.

10. PFI and PPP contracts have become the cornerstone of Gordon Brown’s Third Way financing,
with only a note to the accounts to tell us how much the Government has to pay each year
under these agreements. In a post-Enron world, it is hard to be comfortable about a potential
liability that has already risen to above £100 billion; and the Treasury should have to inform us
of the cost of these contracts going wrong.

1.2.1. The Declining Growth Rate of Productivity

During the last forty years of the twentieth century, the UK average growth rate was a consistent 2.5%
per annum; and the peaks and troughs of the cyclical pattern were fairly well set. Superficial data show
that this has continued into the twenty-first century, but these aggregate growth figures disguise an
important change: the big increase in inward migration. If we adjust recent growth rates for the
substantial expansion of the working age population, the evidence suggests that the trend rate of
growth of productivity, or output per head, has slowed down considerably.

Our economic study concludes that real national income per head may now only grow below 2% on
average. If current levels of immigration are sustained, the overall output of the UK economy will rise
by considerably more than this. But what in the end matters is output per head, as this reflects the
living standards of all of us.

We believe that it is possible to get the UK economy back to its former 2.5% trend rate of growth,
before adding in the extra product from migrants, if sensible decisions are taken to reduce regulation
and taxation; and if necessary decisions are taken to allow the private sector to invest in more capacity
for our principal networks and utilities. This report sets out in more detail how these issues could be
tackled by a new government in a way which shares out responsibilities, creates more jobs, and
ensures an innovative focus on our quality of life and surroundings. Centralized state planning results
in poverty without hope, tyranny without effective rule, and an environment owned and cared for by
no one. Free enterprise at its best can tackle injustice, offer people opportunity, solve environmental
problems and buttress a free society.




2.1. Making the Bank of England Independent

Gordon Brown’s early decision to make the Bank of England the independent judge of interest rates,
with the creation of the Monetary Policy Committee, was an idea whose time had come. It has been
welcomed by all political parties and the business community, and has combined with the effects of
globalization to continue the relatively benign interest rate and inflation environment we have enjoyed
since 1993. However, it is important to understand the limitations that the Government placed on the
Bank’s independence; and we will recommend that, in contrast, a Conservative government takes
action to strengthen the MPC still further. It is also important to understand that the first decade of a
more independent MPC has coincided with a very favourable business and interest rate climate
worldwide, and with easy money globally. It should be remembered that Gordon Brown also took
substantial powers away from the Bank, transferring banking regulation to the FSA and removing the
Bank’s role in managing public debt.

Between 1999 and 2006, the UK enjoyed an average interest rate of 4.72%. This is historically low,
but in the same period average interest rates were, in Japan, 0%; in the Euro zone, 2.91%; and in the
USA, 3.43%. Throughout this time, therefore, individuals and businesses paid more to borrow sterling
than our leading competitors paid to borrow dollars, yen or euros. Meanwhile, the UK’s rate of
inflation has been above Japan’s for a decade; above the Euro zone’s for the last three years; and just
slightly below the USA’s. In the first half of 2007, these were respectively 3%, 0.3%, 1.9% and 3.23%
(using the CPI for a strict comparison). If the RPI is used, it is arguable that UK inflation is now above
US inflation.

There are many complex structural causes of these trends, including savings rates, the structure of our
lending institutions, and fee arrangements. And there is no doubt that the UK has benefited from a
benign, disinflationary international environment. But there are two reasons for our performance still
not rivalling the best of our international competitors, which relate to government actions; and these
need to be considered if we are to create an optimal mix of inflation and interest rates in the future.

The first is the decision of Gordon Brown in 2003 to change the Bank of England’s target rate of
inflation. He replaced a 2.5% annual increase in prices as measured by the RPI with a 2% target as
measured by the CPI (which typically rises by 1% per annum less). It is widely agreed that this led to a
relaxation of anti-inflation policy at a crucial time. And its result can also be seen as further proof of
the destabilization consequent upon attempts to bring fiscal policy in line with Europe’s, which was
earlier seen in the deleterious effect of the ERM policy.

The ERM was a policy recommended by the Bank of England and the Labour/Lib Dem opposition
when it was adopted by the then Conservative government in 1990, which illustrated how too much
attention to EU policy can be very damaging. First it created high inflation, and then recession, as
interest rates were hiked in a vain effort to maintain the value of the pound. Trying to keep in line with
the Deutschmark meant printing pounds and selling them to keep the value down, when markets
wanted Sterling to rise. This created too much high-powered money in the banking system, leading to
inflationary credit expansion. When the market wanted the pound lower, the reverse happened. The
Bank had to buy pounds, withdrawing Sterling from the banking system, and creating recessionary
conditions.

The second reason is the deterioration in the public accounts from 2001 onwards. After two years of
following Conservative spending plans, with sensible and tight controls on public spending, repayment
of borrowings and fiscal prudence, Gordon Brown turned to a large increase in public spending. This




resulted in substantial inflationary expenditure in the public sector, and large debt issuance. Money
growth was strong, and the public finances worsened rapidly.

This has resulted in the Bank of England struggling to reduce inflation from a high of 4.8% on the RPI
(3.1% on the CPI). It is being forced to tighten monetary policy, in an attempt to offset the impact of
inflationary public spending, rapid money growth, and increases in public sector charges (in particular,
postal prices and student fees).

In relation to this, we are also concerned about the appointment process for the MPC. The majority of
its members are chosen by the Chancellor, who has at times failed to fill a vacancy promptly, and
whose decision-making is opaque. We recommend that an incoming Conservative government should
make this process a far more transparent one.

We are concerned about the division of responsibility between the FSA and the Bank over banking and
market regulation. Fortunately, conditions in the last decade have been benign internationally, with no
serious threats to banking liquidity. We think it would be safer if the Bank of England had
responsibility for solvency regulation of UK-based banks, as well as having an overall duty to keep the
system solvent. Otherwise, there could be dangerous delays if a banking crisis did hit, with
information having to be exchanged between the two regulators; and there might be gaps in each
regulator’s view of the banking sector at a crucial time, when early regulatory action might have
spared a worse problem.

2.2. Recommendations on Economic Management

1. The government should neither reintroduce exchange rate targeting into its monetary policy,
nor enter the Euro: these are likely to prove destabilizing, and to reduce the UK’s
competitiveness.

2. An independent MPC should continue to be supported in its role of controlling inflation
through the setting of interest rates.

3. There should be further debate about whether the CPI is fully reflecting important inflationary
pressures, including the cost of housing, and whether the Bank of England’s target needs
reviewing, given the common use of the Retail Price Index in contracts.

4. The independence of the Bank from any external pressures should be buttressed further by
introducing an open selection process, and formalizing the role of the Treasury Select
Committee in scrutinizing appointments to the MPC.

5. Whenever possible, fiscal policy should support, rather than undermine, keeping both monetary
supply and inflation under control.

2.3. The Fiscal Framework - and its Weakening Foundations
2.3.1. The State of the Public Finances

Under the Labour Government, there has been a rapid build up in debt, and official figures show the
UK’s public sector net debt at £497.7 billion (April 2007). However, recent work by MPs and the
Public Accounts Committee has revealed that the true extent of the UK’s public sector financial
obligations is almost three times this stated amount. A report from the Centre of Policy Studies in 2006
itemised the following:




Stated net debt £487 billion
Public unfunded pension liabilities £720 billion'
Local government unfunded pension liabilities £90 billion
PFI £25 billion
Network Rail guaranteed borrowing £18 billion
TOTAL public sector obligations £1,340 billion

Even these figures could be increased, however, if allowance were made for the possible failure of
some PFI projects, with the consequent need for the Government to spend more on them; for the
current rapid growth of the public sector pay bill, and hence of pension liabilities; and for probable
further borrowing by Network Rail.

PFIs, in particular, are misleadingly valued in the public accounts. In July 2003, the capital value of
PFI projects was included as £20 billion on the Government’s balance sheet. And yet payments due
under those contracts amount to £138 billion over the next twenty-five years (from 2005/6). It is also
worth noting that there are many PFI contracts entered into by local government, which do not appear
in these figures at all.

2.3.2. The Fiscal Rules — Flexible Friends?

Two fiscal rules were established by Gordon Brown, to reassure those who remembered previous
Labour Governments’ economic mismanagement that this time things would be different. The Golden
Rule required that the current budget should not be in deficit over the cycle as a whole; and the
Sustainable Investment Rule required that public sector net debt should not exceed 40% of GDP.

In the early years, this framework worked well, as Gordon Brown effectively followed Conservative
spending plans. The Government repaid debt and ran surpluses. However, this has all changed in
recent years. Public spending has expanded rapidly, which has plunged the country into large annual
deficits.

As a result, Gordon Brown has been able to remain within the Golden Rule only by changing the years
of the cycle; and similarly, he has remained under the Sustainable Investment ceiling only by keeping
many public sector borrowings, and unfunded liabilities, off the official balance sheet. This
willingness to undermine his own rules, and to exercise such flexibility within apparently sensible and
tight controls, has damaged both his credibility, and the Government’s reputation for financial
management.

This is a pity, since we agree with the principles that initially formed the basis of the former
Chancellor’s fiscal framework. We believe that governments should not as a rule borrow to pay for
current spending; but instead should run healthy current account surpluses in the good years of an
economic cycle, so that some latitude is possible in the weaker years. We also believe that there should
be a limit on the total borrowings of the public sector as a percentage of national income, both to
reduce any crowding out of private investment, and to preserve a good sovereign risk rating on world
credit markets. The common theme here is that borrowing is simply deferred taxation, which
ultimately will have to be repaid by taxpayers, with interest.

2.3.3. Public Capital Expenditure — Sustainable Investment Rule Proposals

The distinction between current and capital spending is clear. Daily expenditure on wages and
supplies, for example in the education and health services, is recorded as current spending in the public

'The actuaries Watson Wyatt estimate central government pension liabilities at £960 billion; whilst Neil Record’s IEA
study puts them as high as £1,025 billion. We have used a lower £720 billion estimate, based on the return on indexed gilts.




accounts. In contrast, the construction of a school or new hospital ward is recorded as capital spending
or investment: items that will be available for a period of years, once the initial sum has been spent.

The contrast between public and private capital spending is, however, an added complication. In the
private sector, a company invests to produce a future return; if that return is inadequate, the investment
has to be written off. If the investment is sufficiently large and badly judged, it might, in extreme
circumstances, even lead to that company’s bankruptcy. As most private investment yields a return
higher than the cost of borrowing, it is usually appropriate to borrow some, or even most, of the money
to make that investment, increasing both risks and rewards for shareholders. So, for example, a car
manufacturer might borrow to invest in a new factory, in the belief that he can then make and sell extra
cars; this extra revenue will then bring in sufficient cash flow to pay both the extra cost of his new
factory, and the interest on his loan.

Much public sector investment spending, however, does not generate such useful additional revenues,
and hence there can be no automatic assumption that an investment can be afforded on these grounds.
If a Local Education Authority spends capital on a new school, there will be extra costs in future years,
but no extra revenues. Staff will have to be paid to maintain, clean and staff the school, but the service
that it provides is of course free. The only possibility of extra revenue is if the school is due a
government grant under the education funding formula, for example if it is to cater for extra pupils.

All of this requires careful management, as there is no market test for many of the capital projects that
a government will want to carry out. We believe that a new government will need a revised framework
for capital spending, to ensure a sensible balance between the need to control spending, and the need to
make enough money available to upgrade and expand public facilities in core areas such as health and
education.

We therefore propose that an incoming government should consider adjusting the Sustainable
Investment Rule to:

1. Include guaranteed borrowings (such as those of Network Rail) in the calculation of
public borrowings.

2. Include a more meaningful figure, to be settled by the NAO, for public sector liabilities
under PFI and PPP contracts.

3. Adjust the limit on state borrowing to take these changes into account.

4. Continue to exclude public sector unfunded pensions liabilities from calculations of
debt for the purposes of the Sustainable Investment Rule. Instead, they should be
represented openly on a restated, and more accurate, government balance sheet.

5. Value government assets such as schools and hospitals on a ‘replacement cost minus
assessed depreciation’ basis, in order to take into account their state of repair and fitness
for purpose.

These adjustments should be made to reflect existing liabilities, and should not lead to any loosening
of fiscal control. In addition, we need to make it easier to decide sensibly the priorities for the limited
supply of public capital. We believe that the best way to mitigate this capital scarcity is to allow
worthwhile and appropriate infrastructure projects to take place in the private sector, for which there
will always be (in normal conditions) readily available capital. This approach, adopted for most capital
investment in a free enterprise society, can be applied to the following types of investment, which, in
the UK, have typically taken place in the public sector:




1. Transport.

a. Road improvements. The Government has demonstrated, with the new M6 toll way
relief road to the north of Birmingham, that a new road can be completed successfully
as a privately financed investment, with all the risks taken by private investors. We
propose that this principle should be applied to the building and improvement of other
road links, thereby taking their capital cost out of the government system.

b. Railways. The railway industry has shown that substantial new investment in rolling
stock and engines can be financed privately. We propose that new track projects should
also be financed privately, with limited cash subsidy guarantees where necessary and
appropriate.”

With these two measures, total capital expenditure on transport infrastructure could be
increased from the £4.1 billion spent by the Department of Transport in 2006-7, while making
a substantial reduction in the amount that the government has to fund itself.

2. Leisure and cultural facilities. There is scope for these to be financed through public-private
initiatives. Those councils wishing to ensure access to such facilities by young, elderly or
disabled people could guarantee payments to providers, which would cover their use by local
communities.

3. Affordable home ownership. We propose that more substantial private sector mortgage
money should be brought into the affordable housing arena. This would release public capital,
where national and local government still own the freeholds of rented accommodation; as
would the sale to tenants of a proportion of the Ministry of Defence’s housing estate.

In addition, there will be some types of investment in services that are offered free at the point of use,
which are best paid for by conventional government borrowing through the gilt market. The difficult
cases, however, are those where a PFI or PPP contract is being considered.

This Government’s practice has been to undertake most new school and hospital projects on a PFI or
PPP basis, in order to keep within the Sustainable Investment Rule. Our proposed changes to that Rule
are intended to move an incoming Conservative government away from this idea. We believe instead
that there should be a genuine test to demonstrate whether, in any given case, a PFI or PPP solution is
the best one. Quite simply, the test would establish which way of handling a particular investment
would be most likely to produce the lowest cost for the taxpayer, over the life of the asset. Where the
private sector, with its superior efficiencies in financing and managing that asset, can produce a lower
lifetime cost than public borrowing and management, the PFI or PPP should go ahead. If, conversely,
it cannot show this, then the investment should be paid for by the government.

This is an important reformulation of the approach adopted at the introduction of the PFI system,
which was that its higher financing costs could be justified only where substantial risk was transferred
to the private sector.

There will, of course, be decisions on cost-effectiveness that are finely balanced. But our proposal will
at least ensure that the greatest care and diligence is practised by ministers when assessing the upside
and downside risks of any investment. This should help to avoid some of the spectacular
misjudgements surrounding capital projects in recent years.

* ¢f. Proposals 34 and 35 of the Annex to Chapter 3: the Transport Working Group’s report to the Economic
Competitiveness Policy Group, ‘Transport for the 21* Century’.




2.3.4. Independent Charitable Trusts

Finally, we would note that UK universities have many of the characteristics of public sector bodies”,
and yet they remain private sector institutions for financial purposes, with their own balance sheets,
assets and borrowing capability. We believe that other public sector institutions could be modelled
along these lines, establishing them as independent trusts. Their trust deeds would require them to
continue offering their particular public service, in return for which they would be granted their assets,
and given scope to borrow. If they wanted, on occasion, to do this without a government guarantee,
there would be no need for such borrowing to be part of the controlled capital spending by the state.

? Reliance on a substantial grant from the Treasury, and part-funding from other government sources; regular engagement
with the government over budgets and funding; and substantial government assessment and regulation.




3.1. Overview

Transport has become the biggest challenge to the UK’s economic competitiveness after taxation and
regulation. It is an issue regularly raised in meetings by business, when discussing how the
Government can support their international competitiveness. There are problems with public and
private transport in every locality, all of which come down to one basic underlying fact — we simply do
not have enough transport capacity to meet the demands of business, government and families. It is
clear that the failings of our transport networks have to be addressed, if employment and prosperity are
to grow further.

Although, throughout our work on transport, we have been conscious of environmental impacts,
including impacts on carbon emissions, we have left it mainly to the Quality of Life Policy Group to
come forward with specific proposals to reduce the quantity of emissions, and to increase the energy
efficiency of our transport systems. We have focused on proposals designed to ensure that the
transport system meets the economic needs of the country — recognising that new investment in
transport will allow us to cut congestion and fuel inefficiency at the same time. Congestion is one of
the prime causes of undesirable exhaust emissions including carbon dioxide, and is also a major
impediment to business.

3.2. Transport Really Matters to the Economy

GDP growth and transportation are inextricably linked. As GDP and disposable incomes rise, so does
the demand for transport. Constrain our ability to move people and freight, and GDP will suffer.

Figure |: Growth in traffic, passenger kilometres, freight
tonne kilometres and GDP, Great Britain, 1980-2005
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3.3. Congestion: Here Now, and Getting Worse

There is a serious congestion problem today. Our trains are overcrowded, airport approach paths are
fully stacked and our roads are more congested than any of our European competitors’.
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Congestion constrains the economy; it is expensive, both financially (Eddington estimated that
congestion by 2025 will inflict economic damage of £22bn per annum) and in terms of quality of life,
and it is seriously damaging our competitiveness. Road congestion is a case in point. Between 1950
and 1990, car usage grew at an average 6% per annum, and road traffic has increased eightfold since
1952%, fuelled by a combination of changes in demographics (growing population) and employment
(particularly more women entering the workforce, necessitating two car families), and by rising real
incomes. There are now 33 million vehicles in Britain, up by six million over the past decade.
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Today, around a quarter of all trunk roads are congested for more than an hour a day. Average speeds
on main roads have been falling in the past ten years, and while congestion charging in central London
has produced marginal reductions in congestion (at the expense of pricing lower income people out of
central London), the capital's outskirts, as well as cities like Sheffield and Nottingham, are snarled up.

* Source: ONS




The DfT’s forecasts for GDP growth and total distance travelled are as follows:

Gross Domestic Product and distance travelled
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The DFT is forecasting between 9% and 18% growth in car usage between now and 2025, primarily
due to growth in economic activity, population (c.8% to 2025) and car ownership. Given that building
new roads in the UK is almost at a standstill, the implication for congestion in the future is clear.
Eddington predicted a 25% increase in traffic congestion by 2015.

Since the early 1980s, passenger railway journeys have also increased significantly:

Millions
1,250

/T National rail network
1,000 =5 :

London Underground

500 —
250 —
Light ral & metro systems -~
— T p—— —— -
o ——— ——— .
T T T T 1
1950 1980 1970 1880 190001 200405

3.4. The Government’s Track Record

In the last ten years, the Government has failed singularly either to expand our transport capacity
through public funds, or to draw the private sector into increasing capacity, in spite of the clear signals
of rapidly rising demand. There continues to be little evidence that the Government is going to achieve
anything significant in respect of transport on present policies. Current statistics show that:

* more than 85% of passenger miles are by car;

* three quarters of passenger activities and two thirds of freight movements are by road;

* buses and trains account for only 6% and 5% of passenger miles respectively;

* trains carry only 8% of freight tonnage; and

* some 84% of personal journeys and 69% of business-related trips involve a distance of 15
miles or shorter. Yet, even when the destination is further away (200 miles or more), the car
dominates in the UK.




Consequently, even if rail capacity were doubled, this would cater for less than three years’ extra
traffic from economic growth.

Successive governments have failed to address our transport problems because they have not accepted
two essential principles for making transport systems work:

(1) the public sector needs to plan using realistic forecasts of future demand; and

(i1))  the private sector, as well as the public sector, needs to pay.

3.5. Urban Public Transport

50% of all car journeys are less than two miles. Apart from adding to congestion, short jerky journeys
are the most damaging to the environment, as carbon emissions are high and catalytic converters are
only effective for journeys over three miles (and the first half mile produces 60% more fumes). There
is clearly a substantial opportunity, in urban environments, to encourage people to travel short
distances using public transport, as well as to rediscover the lost habit of walking or cycling (which
would improve public health as well as the environment). As well as its environmental benefits,
increased use of public transport and of non-motorized movement can significantly reduce the
crowding on urban roads, which otherwise does so much to diminish the appeal of our major cities to
investors and international businesses.

We do not, however, want to reduce car usage through direct regulatory intervention or diktat. We
prefer individuals to change their behaviour voluntarily, rather than through regulation and control.
Policies should therefore facilitate public transport that is more attractive in terms of cost and
convenience than private car use, so that people willingly leave their cars at home. This requires more
frequent train and bus services on busy routes, with car parking available at the interchanges.

The pattern of travel during the course of the day illustrates the public transport opportunity in respect
of education-related transport, for example:

Figure 5: Trips in progress by hour of day and purpose,
Great Britain, 2002-2004
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In major conurbations public transport is currently delivering mixed results. Rail use is increasing
significantly, with overcrowding a major issue, but bus usage is generally declining. London is
different, owing to the much higher population density over a much larger central urban area.




Public transport requires policy makers, who are conscious both of economic competitiveness and of
environmental concerns (including the need for energy efficiency and reducing carbon emissions), to
consider a wide range of issues, including:

(1) influencing how working patterns could change (e.g. more working from home, more
flexible office hours, “hot desking”, and greater use of technology to reduce business
travel);

(1)  encouraging urban developments that integrate work places, homes, shops and schools into
a compact area served by frequent public transport (18th and 19th century urban
development often shows how to do this, designed before common access to personal
transport);

(ii1))  remembering that trains in the UK are heavy and often powered by old engines, so they are
themselves an environmental hazard; and

(iv)  remembering that the South East of England is, after The Netherlands, the most densely
settled part of Europe.

3.6. Roads - Private Money for Public Benefit

The strategic road network has never been completed, and is now strikingly inadequate for the traffic
wishing to use it. Just 2% of the total road length in England carries one third of all road traffic, and
two thirds of all road-based freight; and the motorways and main trunk roads groan under the weight
of goods and people seeking to travel from city to city. In England, there are just six basic motorways,
four of which radiate from London. Their limitations are clear when one considers that there is: no
continuous motorway either through Devon and Cornwall, or across the south coast, or from London
to the Scottish border; and no continuous motorway links to the ports of Felixstowe, Dover and
Folkestone, nor from the Midlands to Southampton. (We do not consider in this paper the road
networks of the devolved administrations, where the national government does not have control.)

In addition, there are the relief motorways, which have been built alongside the M1 to M6 routes. The
most heavily used of these is the M25 London outer-orbital. This is a crucial link that allows traffic
travelling up and down the country to avoid crossing London; and it has also become a very popular
road for shorter journeys within outer London and the South East, a heavily congested and
substantially built-up area that otherwise lacks an adequate road system.

Every forecast, whether independent or commissioned by the Department of Transport suggests that
this motorway network is not only too small for current requirements, but will become chronically
congested over the next two decades. The Government has taken some action in the most heavily
clogged part of all (the western sections of the M25), but an enormous amount of work remains to be
done throughout the country to provide additional capacity. This also applies to the trunk roads, whose
situation is no better. Indeed, if there is one economic priority in transport policy, it is to expand the
access that trunk roads provide to our principal ports, thereby improving our ability to import and
export the raw materials, components and finished goods that British businesses need and produce.

In addition, the best thing that could be done to encourage more development and regeneration in the
North East, and in southern Yorkshire, would be to make substantial improvements to both the number
of lanes and junctions along the whole length of the A1M and A1, from London to the Scottish border.
And finally, it must be recognised how inadequate the roads that service the towns and villages of the
south coast, Devon and Cornwall are. It is to the benefit of neither residents nor drivers that pockets of
unimproved highway result in huge quantities of traffic crawling through otherwise beautiful villages.




As for the lack of any proper southern highway, this means people are forced on round-about routes
that cause more unnecessary vehicle miles, as well as further congestion.

Clearly, in some cases, patterns of development and local landscape may make expanding roads
difficult or undesirable. Nevertheless, the Government’s plans to improve and upgrade the network
have been far too limited. Labour began their period in office with the belief that they could switch
enough people and freight from the roads to the railways not to need any extra road capacity. New
road schemes were cancelled, and encouraging speeches were made about the capacity of the railways
to handle more traffic. Unfortunately, the mathematics did not work. 85% of passenger movement, and
86% of freight, is by road; 5% and 8% respectively is by rail. The Government put forward a ten year
plan to increase railway capacity by 50%; but this would have been scarcely enough to keep up with
the natural growth in traffic, as well as being totally inadequate for any extra demand from those they
aimed to switch from road to rail. In practice, however, even these targets for rail capacity were never
met. Shortly after the plan began, two tragic disasters on the railway led to a reduction in the capacity
of the railway, as new speed restrictions and different safety requirements were imposed. Policy
shifted again, in the last three years, as the Government belatedly recognised that demand for the
movement of people and freight grows in line with the economy; and hence that it was necessary to
make selective improvements to road capacity as well as to railways, if congestion on all modes of
transport were not to worsen further.

Congestion does not only impose costs on businesses and makes Britain less competitive, although the
remit of this report is to tackle just that issue. It also obviously makes transport systems less safe. If too
many people wish to use the railways, they are forced to stand, which is not only uncomfortable but
can exacerbate the dangers in cases of sudden braking or derailment. Crowded roads increase the
chances of collisions between vehicles, and add to the frustration of motorists, making mistakes and
misjudgements more likely. Road space is so inadequate that it takes only one crash on a main junction
or route to lead to long hours of tailbacks; and indeed it seems that almost every day we hear reports of
one or more of the main motorways experiencing serious delays, after an accident has led to lane
closures. In other words, the British traffic system is imposing unacceptable congestion not only on the
economy, but also on society.

There have, nonetheless, been some improvements made, such as to the capacity of the western section
of the M25; and the Government has a number of limited schemes for improvements elsewhere. The
following table provides details of the motorway and trunk roads scheduled for widening in the next
five years, subject to the satisfactory completion of statutory processes, and to the availability of
funding:

Project name Start of works Length of scheme
(miles)

A3 Hindhead improvement January 2007 4.04
M1 J31-J32 widening January 2007 1.24
A595 Parton-Lillyhall improvement January 2007 3.23
Al Bramham-Wetherby (including Wetherby bypass) Spring 2007 6.21
M1 J21-30 widening (Phase 1) Summer 2007 14.60
A14 Haughley New St.-Stowmarket improvement Summer 2007 2.49
M25 J1b-3 widening Summer 2007 2.67
Al Dishforth to Barton Spring 2008 24.67
M27 J11-J12 climbing lanes Spring 2008 1.99
M27 J3-J4 widening Spring 2008 2.55
A421 Bedford to M1 J13 Autumn 2008 8.02
M1 J10-13 widening Winter 2008 14.17
M62 J25-J27 widening Winter 2008 7.21
M25 J16-23 widening Winter 2009 22.12
A453 widening (M1 J24 to A52 Nottingham) Winter 2009 7.15
M1 J39 -J42 widening Spring 2009 6.59




M62 J27-]28 widening Summer 2009 3.29
A14 Ellington improvement Spring 2010 22.56
M1 J21-30 widening (Phase 2) Spring 2010 37.84
A21 Tonbridge to Pembury Spring 2010 2.55
M25 J27-30 widening Summer 2010 14.04
M1 J34-J37 widening Winter 2011 10.00
A47 Blofield to North Burlingham dualling Spring 2011 2.49
A23 Handcross to Warninglid widening Spring 2011 2.36
M1 J32-J34 widening Spring 2011 7.39
M1 J30-J31 widening Summer 2011 5.90

We recommend that an incoming Conservative government should tackle as quickly as possible the
obvious shortfalls in terms of congestion, safety and capacity on the most stressed major routes. This
will involve both improving management of the existing network, and expanding the current
programme to increase capacity on the main motorways and trunk roads.’

It would not be possible, however, to carry out all the works necessary simply by using taxpayer funds,
or by borrowing money on the government’s account, as part of the Highways Agency’s road
programme. We do not believe that the country can wait another ten years while the government
ponders such projects, and spaces them out in an affordable way. We need to accelerate the
programme, and to have access to additional money from outside the public accounts.

Two very successful precedents for this are the former Conservative Government’s Dartford river-
crossing (to complete a higher-capacity M25 to the east of London); and this Government’s
completion of the M6 toll route (to provide a bypass to the heavily congested M6 to the north of
Birmingham). In both cases, bipartisan support enabled the private sector to design, build, finance and
operate the bridge and road; and to do so by levying a toll (or charge) on the users. In the latter case, a
completely new alternative has been provided for those who were fed up with the congestion on the
existing M6, which meanwhile remains free at the point of use. In the former case, anyone wishing to
use the M25 to cross the Thames can take advantage of the new bridge’s extra capacity, and hence a
reduced journey time.

We propose, therefore, that selected route corridors should be put out to tender for private sector
improvement. The valuable land would remain the freehold of the public sector. On offer would be,
together with the right to collect a toll on the added capacity, the duty to provide extra capacity and an
improved management of traffic flows. Other motoring taxes should be reduced proportionately to
avoid double taxation.

The franchise period needs to be long enough for private contractors to be able to make substantial
new investment while charging a realistic toll rate. The Labour Government established thirty years as
the franchise period for its partial privatisation of the London Underground network; and, while we are
critical of that scheme for a variety of other reasons, we believe a similar period would make sense in
the case of private sector road improvement schemes.

Of course, there do need to be safeguards, for the government and taxpayers. First, there should be laid
down a regulated maximum tariff (with an index-linked maximum permitted rate of increase) for
different categories of vehicle user. This is a wise precaution as a monopoly over a route is being
offered; and it will not prevent a private contractor from being free to vary charges, both by time and
day, in a way that will encourage the maximum spread of use, and thereby help to avoid congestion.

* For example, adding one or more lanes to the M25, M1, A34, A12, A14, and M6, where congestion, and hence accidents,
are most common; developing the A1M into (at least) a dual carriageway from London to Scotland; converting the A303
into a dual carriageway, with a by-pass or underpass to Stonehenge.




Second, in the case of a franchisee failing to carry out any specified work programme on which their
bid was based, the government must have the right both to cancel the contract, and to replace the
franchisee. Suitable clauses should cover both the transfer of what has been achieved, and any
compensation due to the original franchisee from the new, incoming franchise holder.

Third, we recommend that the government should have the right to change the management of a road
at any point during a franchisee’s contract, in the unlikely event that it is not being operated in the best
interests of the users. To avoid creating private sector uncertainty, and therefore unwillingness to get
involved in road franchises, there should be a review with the franchisee to see how management can
be improved, once a certain volume of complaints has occurred. This would be followed by a further
review a year later: if there has been insufficient improvement by that point, and there remains a high
volume of complaints, then the government would have the right to advertise for someone to take over
the daily management of the franchise (whilst ensuring that all revenues were returned to the principal
franchisee, minus the managers’ costs). It is, however, very likely that the interests of the franchisees
and road users will coincide, as the franchisees have every incentive to maximise toll revenue, and will
be able to do so only if they work out the best way of allowing the road users to enjoy a congestion-
free journey on the tolled sections of road.

3.6.1. Local Roads — Busting Congestion

Most of the roads in the UK are under the control of county or unitary council highways authorities.
We are not proposing a change to these local democratic arrangements, but many of the A, and some
of the B, roads under local authority control have an economic significance that runs over county and
unitary boundaries. We therefore recommend that an incoming Conservative government should
change the guidance to local councils, in order to encourage both a short and medium term response to
the congestion crisis, and to make clear the priority it attaches to transport policy. Busting congestion
is not only the best way of improving road safety, but is essential for the further economic progress of
the country.

Short term guidance would focus on relatively inexpensive actions, such as re-phasing traffic lights,
inserting traffic sensors at junctions, reducing conflicts between parking and traffic flows, and
ensuring better (and fewer) signs. The medium term plan would concentrate on improving junction
capacity by widening roads, and, wherever possible, on making available a segregated right-hand
turning lane. Selected improvements to the carriageways of those roads overburdened by traffic would
also be implemented.

We also note that the capacity of the existing road network, especially in urban areas, has been reduced
by traffic management schemes over the last decade, as a result of the Government’s focus on reducing
speed to the exclusion of all else. We recommend a reassessment of improvements that have been
made in the name of safety, since the measures taken have often been ineffective or even
unintentionally dangerous (as in the case of artificial chicanes), and have sometimes ignored the
evidence that speed is not a factor in over 90% of road accidents.

These steps should help to reduce the frustration most people experience at busy times of the morning
and evening, as they try to take the children to school, get to the local shops, or travel to work, and
which has been predominantly the result of the inadequacies of local road networks.

Of course, such schemes will require additional public funds. We recommend £10 billion being made
available by the government over a period, raised from our proposed increased charges on foreign-
operated lorries (see Section 3.9). Those local authorities able to identify the worst problems of unsafe
junctions, bad traffic management schemes, and congestion would be invited to bid for this money;
and to produce suitable schemes for junction improvement and road widening, which could be
implemented within a reasonable time frame.




We hope that local highways authorities would propose to:

1. Re-phase traffic lights. This would include abolishing all red sequences, giving priority to main
roads, and using traffic sensors for traffic from side roads.

2. Allow left turns on a red light, effectively treating it as a ‘Stop’ sign.
3. Reconsider the effectiveness of chicanes.
4. Place bicycle lanes on pavements, where this will not inconvenience pedestrians.

5. Allow taxis, motorcycles and electrically powered vehicles into bus lanes, and remove bus lane
restrictions at non-peak times.

6. Widen junctions, to separate traffic going in different directions, with large companies
encouraged to sponsor such works as will benefit them.

7. Widen lanes around large roundabouts, creating two lanes where possible.
8. Provide safer crossings for pedestrians, whether footbridges or underpasses.

9. Build elevated carriageways or underpasses at main busy city junctions, to improve flows at
peak times.

10. Review speed limits, using modern technology to alter them as appropriate (for example,
20mph limits outside schools only at the start and the end of their day).

3.7. Lorry Charging - Allowing UK and Foreign Lorries to Compete Fairly

Of the £31 billion that the Government raises annually in motoring taxation (even without taking
account of corporation tax on car manufacturers and retailers), only £7 billion is spent on roads; and,
as already stated, expenditure on new roads in particular has been very low in the last decade. The
OECD has concluded that: ‘The UK ranks poorly in international comparisons regarding the quality of
transport infrastructure and congestion. The case for raising expenditure on strategic roads should be
considered’. This becomes clear when one considers that there are 12,000 registered cars for every
mile of British motorway, compared to 6,000 in Germany, and even fewer in France and Spain. In
other words, if we were to harmonise our road provision with Germany’s or that of France we would
need to double our motorway network.

Meanwhile, the UK road freight industry has been increasing its efficiency, with fuel consumption
reduced by 16% since 1993. And although 25% of lorries still run empty, this is a 25% reduction in
twenty years. But their international competitiveness has been reduced by an inequitable taxation
system, and hence the highest cost base in Europe. UK hauliers not only pay twice as much in diesel
tax as their continental peers (who take on as much diesel as they can buy when leaving the French or
Belgian channel ports for the UK); but they are also alone in having to pay heavy annual vehicle
excise duties, simply to have the right to travel on British roads. This has resulted in a substantial loss
of market share over the last ten years, with 75% of all lorries leaving the UK to travel on the
Continent now foreign-owned.

The British haulage industry has made strong representations to Ministers, but to no avail. We
therefore recommend that an incoming Conservative government should implement a system of
charging all lorries for their mileage on British roads. At the same time, either the duty on diesel, or
the rates of truck excise duty, would be reduced for UK hauliers, so that their overall level of taxation




would not rise. This would have several advantages: British truck owners could compete more fairly,
without breaking any EU rules; the Treasury would benefit from extra revenues as foreign trucks
started to pay user charges; and there would be more money to pay for much needed road
improvements.

3.8. Railways - More Trains, Not Faster Trains, is the Priority

The railway industry saw a long decline after 1960, which was reversed only by its privatization in the
early 1990s. Passenger numbers have since expanded substantially, and freight volumes have risen
50%. Initially, the Government professed itself willing and able to work within this inherited structure,
but those who always preferred the idea of a nationalized railway system have prevented this from
being a straightforward consensus for Labour. It is certainly arguable that two tragic crashes on the
network allowed those who wanted to resume national ownership to put Railtrack into administration.
This could have been avoided if the cost of safety works had not been inflated, and if the Government
had not then declined to negotiate over a suitable grant to complement the private sector payments.

In place of Railtrack, the Government created Network Rail, a company with monopoly control over
the provision of railway track within the UK. Theoretically a similar private sector body, it is different
from Railtrack in one crucial area: it was given Treasury guarantees for very substantial borrowings,
and access to Consolidated Fund revenues. Effectively, this has removed any real private sector
financial discipline, and has transformed the costs of the railway completely. There has been a huge
surge in extra administrative, consultancy and renewal costs, which have thereby come to dominate the
transport budget. In 2000/1, the government accounts showed £1.3 billion of expenditure on the
railway, but by 2006/7 this had leapt to £5.5 billion (and this figure does not include the very
substantial sums being borrowed by Network Rail, with a government guarantee). Despite this
enormous increase in expenditure, however, there has been no noticeable shift upwards in either
railway capacity or growth compared to the late 1990s, when expenditure was under much better
control.

Against such a background we believe that significant action needs to be taken, since it is clear that
more railway capacity is extremely important to the future transport wellbeing of Britain. For example,
there are many companies that would like to have a competitive rail freight offering, so that they have
the opportunity to move their goods by train rather than by lorry; but in too many cases, the railway
industry effectively turns freight away. Instead, the industry prefers to concentrate on providing a
competitive package only for those businesses which require whole train loads every day, thereby
avoiding the complexities of single wagon marshalling. Another group not being served well enough
are those commuters into our big cities, especially into London, who have to rely on the trains. The
railways should have a relative advantage in morning and evening peaks into and out of these leading
conurbations, but the reality today is that of considerable problems with insufficient capacity, very
high fares, and an unreliable service. For example, Ministers set a far from challenging punctuality
target of 85% of all trains to be on time, and this has now been achieved. But it still means that three
trains in every twenty are late; and closer analysis shows that, even worse, seven long distance trains in
every twenty are late.

The industry has invested in new rolling stock, as a result of which the average age of trains has
declined from twenty to thirteen years. However, this still means that there are many old locomotives,
which are failing to hit modern standards for fuel efficiency and emissions control. It is too readily
assumed that the railway is the green option: the fact is that, for it to be so, it has to use modern
locomotives with high fuel efficiencies, low emissions, and a large number of passengers per train.
The passengers also need to be able to get to and from stations without undue emissions from doing so.

After several reorganisations, the industry’s current structure consists of a Department of Transport
policy team, whose central control operates through its influence and funding of Network Rail. The




Office of Rail Regulation (ORR) is responsible for all regulatory matters, from health and safety to
supervision of the franchises and private sector contracts. We recommend keeping this framework, but
with one exception: the status and position of Network Rail.

We recommend that an incoming Conservative government should decentralise Network Rail to allow
for greater benchmarking in the industry, and to open up the potential for track and train services to be
run together. We also recommend that the provision and use of track should be contestable: if someone
wishes to build a new track, they should be able to do so, subject to planning permission. Clearly, they
should also be able to interconnect this new track with the existing system; and, if charging and
timetable arrangements for such an interconnection cannot be agreed upon voluntarily, arbitration
would be compulsory. Most of the money for track improvement and maintenance should come from
the private sector.

This is important, because any monopoly is undesirable, whether within the public or the private
sector. A monopoly usually charges too much, fails to squeeze out inefficiencies or adopt the best
technology, and sees customers or the government as a ready source of money to sustain all corporate
overheads. And most people looking at the state of the railways would surely conclude that this is the
case here. The track monopoly was handled very badly as a nationalised industry, and so far has not
done much better under the different types of monopolistic private sector control that have been tried
since privatisation.

In the nationalised era, for example, hardly any investments were made in extending and improving
the track network, in order to reflect modern patterns of demand. Even as Heathrow grew to be the
world’s biggest international airport, at no point was it thought worthwhile to link it to the Great
Western railway system, even though only 1.5 miles of track were required. Only when private capital
was permitted, did the Heathrow spurline come to fruition. As for safety, although Labour has claimed
that Railtrack was bound to be less safe than either its nationalised predecessor or Network Rail (a
private company with a Treasury guarantee), the figures in fact show not only that this contention is
inaccurate, but that none of these bodies can take much comfort from their records.

3.8.1. Priority for Commuters and Freight?

In short, the UK’s railway system attempts to do too much on too little, with four principal activities
all jostling for space and investment over the same track.

First, there is the freight railway, which transports huge quantities of coal and other bulky commodities
around the country, as well as large volumes of container traffic to and from the ports. Such traffic
puts enormous weight stress on the track bed, proceeds quite slowly, but doesn’t need to make many
stops on the way.

Second, there are the commuter railways that run into (and out of) the principal cities, especially
London. These require a very large number of trains at peak times of the morning and evening, and
rather fewer during the remainder of the day. The trains are slow-moving ones, which need to stop at
very frequent intervals along the track.

Third, there is the high speed inter-city train service, which is in conflict with all the others. This
moves a limited number of passengers, for high fares, and at a relatively high speed. Combining these
express trains with slower freight, commuter and regional trains is very difficult; and they also place a
particular stress on the track, which rises geometrically with increased speed.

Finally, there are the regional and rural railways, which provide slower, cross-country links.




We believe that, of these, the commuter and freight railways should be the priority, because in a
country the size of Britain they are the most economically advantageous, and because the
environmental benefits are also the greatest in these two areas of rail transport, reducing both road
congestion at peak times, and the carbon emissions of fuel-hungry heavy lorries. It is impossible to
accommodate anticipated freight growth on the roads without huge increases in congestion and
significant increases in emissions. It is also quite impossible that all the commuters who need to get in
and out of our big cities for work could do so by car, given our limited road space (even if we were
willing to tolerate the environmental effects): such travel demand can only be met by a large number
of efficient trains.

Looking first at freight, the railway is much better placed to keep it moving than queues of lorries on
our motorway network. Rail freight in the UK operates on a strictly commercial basis with only
limited support from government, in respect of environmental benefits and cross-channel operations.
Rail freight moves over 100 million tonnes of goods a year, and has grown by 70% since it was set
free by privatisation. Freight operating companies face several challenges to continuing this growth,
notably:

(1) It is difficult to forecast demand. Potential customers are not considering rail as an
alternative because they do not believe that the infrastructure expansion that is needed to
accommodate them will occur.

(i1))  Network Rail does not view freight trains as attractive customers because “they only pay
the marginal cost of using the network (£1,000 per train)”.

(ii1))  The capacity demands of freight services are different from those of high-speed rail.
Consequently they are often delayed and redirected to keep them away from high
congestion areas.

(iv)  Increasing pressure on network capacity from plans to increase the frequency of passenger
services. Examples include Crossrail, the proliferation of services on the East Coast Main
Line and the London Mayor’s proposals for a metro style frequency on London’s orbital
routes.

The rail freight industry has proposed that the rail industry should adopt the concept of the “Big
Freight Railway”. The underlying premise is that whilst it is possible to buy locomotives and wagons
and to employ staff, the key asset for rail operation is the path or slot, which is limited by the
constraints of the infrastructure. Therefore, to grow rail business in general and freight in particular,
we need to pack as much into a path as possible. This means running freight trains that are longer,
heavier, higher and wider — replicating the efficiencies obtained by the North American railways. In
respect of freight, the minimum 50% growth that is forecast by 2014 will not be achieved on an
incremental basis: adding a wagon here and there will only scratch the surface of capacity need.

A number of schemes have been identified to encourage rail freight growth that focuses on
international gateways and key inter-urban routes, reflecting the priorities identified by Eddington.
Port traffic is expanding year on year, leading to local congestion problems. There are currently
planning applications for a new port at Shellhaven to the east of London, and at Bathside Bay at
Harwich. Felixstowe is also seeking planning permission to expand. The success of the ports in
attracting freight will cause local and trunk route congestion, if investment is not made in the rail
handling capacity and capability. There are a number of key freight arteries across the UK that link
key terminals and carry significant volumes. Enhancement of these routes would allow freight to make
greater use of the routes, and remove congestion from other routes.

The express train system is more problematic, mainly because the UK’s geography (unlike Japan’s, for
example) does not favour the long runs of track through unpopulated areas that can be used by high
speed trains. Despite endless efforts, it has also not yet proved possible to increase speeds to above 125
mph; and it required huge investment to achieve even this on the West Coast Main Line (and this is




without considering the difficult timetabling problems it produced). It is also difficult for railways to
compete successfully on total journey times against internal flights, much of which is down to relative
surface transport links to stations and airports. Many of us have much better access to roads and car
parks when going to an airport, than we do when trying to get to very busy, constrained London rail
terminals. Trains tend to have a relative advantage (both from a time and an environmental point of
view) only for those who live in major city centres.

The Government’s plans for the railway have, for many years, included three important engineering
projects. The West Coast Main Line has seen some progress, but the Thameslink is still only on the
drawing board, as is the scheme to construct a tunnel from west to east London, allowing trains to go
on from Paddington to the City and beyond. There is a very simple reason that these have not gone
ahead: money. This is despite the trebling of the railway budget within the main government accounts;
and despite the decision to allow Network Rail to borrow an additional £20 billion with a Treasury
guarantee. Although the Government has said that it favours private capital for these schemes, the truth
is that, without its guarantees and subsidies, such large projects are often not economically attractive
(especially given the expense of railway technology, and the complexity of drilling new tunnels under
London).

3.8.2. Proposals

So how might an incoming Conservative government square the circle? How can the capacity of the
railway be increased within the budget constraints that will still undoubtedly apply? The answer
cannot simply be that the private sector will put capital into large projects at its own risk, in the same
way that it would pay for new toll roads if given permission by a future government.

Instead, we suggest that- in addition to any large scale projects that can be afforded- substantial
progress can be made rapidly by focusing on smaller projects that can have a considerable positive
impact on both the environment and those travelling to work by train.

First, we propose expanding the freight railway, primarily by allowing and encouraging a large
number of short links from the existing railways into the industrial estates and ports. In the last thirty
years, these industrial parks have been built near motorway junctions, in order to give them good road
access; but as many are still within range of train lines, it would make great sense to link them up, so
that more freight can take to the railways.

Second, we need to look to best practice abroad, in order to improve the technology for the commuter
railway. Currently, the industry reckons it is only safe to run twenty-four trains per hour on a typical
commuter track, because of the lack of grip that running steel wheels on steel tracks provides. In other
words, both braking and accelerating quickly and efficiently (which commuter trains do much of,
given they stop at many stations) are very difficult, particularly in bad weather conditions; and this has
led to the delays and cancellations with which we are all so familiar.® The railway companies do
attempt to overcome this problem by placing sandboxes on the trains, which put grit between the
wheel and track — a primitive system that has proven ineffective particularly in autumn and winter.
However, the Paris Metro has overcome this very problem by introducing rubber wheels that give
trains extra grip, enabling them to accelerate more smoothly and brake more quickly. The Montreal
metro runs on rubber tyres, with the same advantages; and some metro vehicles can also be driven
onto roads. It has been suggested that, if we introduced these to British commuter trains, the railway
could run a much more effective service of forty trains per hour, an increase in capacity of about 65%.
Rubber could be introduced either in the form of additional wheels on a special running strip, or on the

%The railway companies have attempted to overcome this, with measures such as sandboxes, but they have not worked
well.




steel wheels. Whilst there would be costs in adapting the trains, these would be quite modest compared
to the costs of the alternative solutions on offer.

The current view of the railway industry is that it needs to improve the signalling, by which it means to
cut the safety margin by reducing the length of the red phase for any given train; and to lengthen the
platform so that an individual train could have, say, twelve carriages instead of eight. Neither of these
methods would be nearly as effective at raising capacity as improving the traction on the trains.
Lengthening trains does not improve service frequency: running more trains does, which makes trains
more attractive to busy people.

Network Rail itself now accepts that there is a capacity problem caused by the technology, and is
looking at much lighter-weight trains, which would accelerate and brake more quickly, allowing more
to run per hour on the same track. They would also be more fuel efficient. This is the most imaginative
approach they have adopted to date, and it would help produce more capacity and more reliability of
service. One way or another, we want to make a big leap forward in track utilisation on the existing
network.

Finally, we have looked at high speed train options for the UK, and have concluded that an incoming
Conservative government should explore the feasibility and costs of implementing the new Maglev
technology, which offers the opportunity of far faster inter-city travel, and hence a more effective
challenge to the aeroplane. This should surely be preferred to spending further large sums of money on
attempts to create a limited number of express facilities on our already congested and overburdened
track at the expense of other rail services.

3.9. Airport Policy

Aviation has seen huge growth in Britain in the last thirty years. The 32 million passengers in 1970
became 228 million passengers in 2005. A form of travel reserved for the rich and for the business
traveller only a few decades ago is now available to almost all of us, with an expansion in choice
brought about by low cost airlines. There are competing airlines, competing airports, and a privatized
national air traffic services company.

1995 2006
Passenger traffic (millions)
London area airports™® 82.8 136.9
Regional airports 46.6 100.6
Total all UK airports 129.4 237.5
Air Freight (millions tonnes)
London area airports™® 1.36 1.85%*
Regional airports 0.34 0.60**
Total all UK airports 1.70 2.45%*

*BAA airports: Heathrow, Gatwick, Stansted plus London City and Luton
** Provisional
Source: CAA Air Transport Statistics

As the table shows, air cargo has also grown rapidly, yet over the years has been treated as something
of a poor relation to air passenger demand. Yet 25% by value of UK freight is shipped by air. The
desired yield on many air routes is achieved primarily by freight rather than passengers, even though
popular perception may be otherwise.




The 2003 White Paper The Future of Air Transport set out a strategic framework for the development
of airport capacity in the United Kingdom over the next thirty years, against the wider context of the
air transport sector. Passenger traffic is projected to grow to double or triple current levels by 2030, as
a result of increased affordability opening up the possibilities of foreign travel for more people, as well
as providing efficient services to support business. At the same time, however, it is recognised that
these benefits have to be balanced against the environmental impacts of air travel.

The 2006 Eddington report adds little if anything to this assessment. It reiterates the White Paper in
identifying key international gateways as a strategic economic priority for the future, and the vital role
of aviation in supporting the international competitiveness of the UK’s high-tech manufacturing and
financial services sectors.

The Government has stated in the White Paper that it believes that simply building more and more
capacity to meet demand is not a sustainable way forward, but that a ‘balanced approach’ is required,
an expression first used by the International Civil Aviation Organisation (ICAO) in relation to aircraft
noise.

The primary issue for UK air transport is the lack of airport capacity to meet the relentless demand,
and to a lesser extent the lack of airspace capacity. It is now widely accepted that aviation demand
should be met within the region in which it originates or is destined for. Most significantly, this means
that demand related to the South East region should be met by the London Area airports, and that the
particular economic importance of Heathrow should be recognised. This should be enshrined as policy
for all UK regions. The alternative of forced diversion is not feasible.

The South East region generates significantly more demand than elsewhere in the UK, and this needs
to be accommodated at the London Area airports’. These airports remain the busiest in the world for
the handling of international air traffic, including significant transfer traffic. At Heathrow, about one-
third of passengers are changing planes and, understandably, this business is integral to the London
Area airports business model. It is transfer traffic that enables Heathrow to sustain the biggest
international route network and the highest frequencies of operation in the world. Such pre-eminence
has much to do with London’s position as the world’s leading financial centre.

It is important to ensure that London does not lose its position and reputation, thereby prejudicing the
UK’s economic competitiveness. However, the South East’s airports face a number of different
challenges, including fully subscribed runway slots (especially at Heathrow), and passenger terminal
capacity shortages. These constraints are not replicated at London’s principal competitor airports at
Amsterdam, Frankfurt and Paris where each has more (but not unlimited) scope to expand capacity to
meet forecast demand.

There are several initiatives to consider, with the priority being to place even greater emphasis on
maximising the use of existing airport capacity. Given the finite nature of runway capacity, it is
essential to optimise what there is, in the interests of UK economic competitiveness. This is
particularly the case at Heathrow, which alone accounts for 30% of the UK’s air passenger traffic. At
Heathrow, capacity can be eased both through operational changes and through better use of existing
slots. This will require the cooperation of airlines that have “grandfather rights” to domestic runway
slots and investment in surface modes (road, rail) to cope with the diverted domestic demand. Beyond
these measures to maximise existing resources, the question arises of further runway capacity in the
South East region and more specifically at the London Area airports.

The government’s role is that of overall regulator. We recognise that the Conservative Party is
considering green taxes aimed at addressing the environmental effects of rapid growth in carbon-
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inefficient forms of aviation. However, this needs to be balanced against the fact that Britain needs to
have and retain world-class facilities and capacities, and strategically important aviation links that will
be important to our future economic success. To achieve this, the present Government is
recommending the early construction of a new runway at Stansted, as well as a shorter third runway at
Heathrow. It has also drawn attention to the need to improve access to all of the major airports,
especially Heathrow. We recommend that an incoming Conservative government’s priority should be
the strengthening of London’s, and Britain’s, main air transport hub at Heathrow, including through
the Heathrow East proposal and the proposed redevelopment of Terminals 1 and 2. We believe that
priority should be given to intercontinental traffic at Heathrow, while maximum use should be made of
smaller airports by corporate aviation.

3.10. Shipping

There has been an increase in the UK shipping fleet in the last six years, from 4 million dead weight
tonnes a decade ago to 12 million today. We welcome the option of the tonnage tax for shipping
companies, and would recommend that a future Conservative government should improve the taxation
position further, by allowing more companies to set up here, and more ships to be registered under the
British flag.

Most important, if we are to encourage further growth in shipping, as an environmentally and
economically sound method of transporting goods, we need to expand our port capacity. 95% of our
international trade by volume, and 75% by value, is transported by sea; but there is still scope for this
to rise further, given the impact on climate change of growing air freight. We agree with the
Government’s decision to permit increases in capacity at Felixstowe and near Harwich, two of the
UK’s largest container ports; and we also welcome in principle the Government’s consideration of an
important new development at London Gateway, on the Thames Estuary. A proposed expansion of the
seaport terminal at Liverpool is also being investigated. 27% of freight volume by tonnage is moved
from one UK port to another. With suitable measures to improve port capacity, the proportion of port-
to-port domestic freight movement could be increased for certain types of freight, helping to take some
cargo volume off our crowded roads, thereby helping also to reduce emissions, and to solve other
environmental problems. The use of coastal domestic shipping should be encouraged where
economically viable.

There is no public expenditure on UK ports as each port operator is responsible for all capital
expenditure, including dredging of channels, building quay walls and expanding facilities.

In considering proposals for ports, it is necessary to have in mind the very different model of port
operations elsewhere within Europe.

The continental model tends to involve the state or state entities owning the port land, retaining
responsibility for dredging channels and building quays. The authorities grant leases or concessions to
operators for activities in the ports, for example container terminals and oil storage facilities. In some
cases, the port authority employs some or all of the labour that operates these terminals, such as the
container crane operators in Le Havre. There is no transparency over the return, if any, that the port
operator achieves on the infrastructure it provides.

The EU has been keen to legislate in the area of port services in Europe, but has failed twice in the last
three years, primarily due to opposition from organised labour. In essence, the draft Directives have
tried to mandate the regular re-tendering of contracts for facilities and services at ports, such as
stevedoring. This approach could probably work in public sector landlord ports, but would be
burdensome and potentially very damaging in UK ports.




For example, Bristol has an integrated and very flexible workforce which may be unloading coal one
day and cutting the grass and painting the next — coal ships don't come in every day. Forcing Bristol to
create dedicated contracts for stevedoring and putting them out to tender might mean making their
existing workforce redundant, and would both reduce labour efficiencies significantly and add to costs
materially, for no advantage.

The EU continues to examine the area and the industry anticipates another draft directive followed by
another round of trying to persuade the Commission, Parliament and the Council that the UK does not
need a regulatory regime in what is already a very competitive market, because of the geographical
spread of ports and the disciplines of private sector ownership.

The UK has developed a successful privatised model of port ownership. Over 85% of the 575 million
tonnes of trade that goes through UK ports is handled through privatised operations. These ports are
geographically widely spread, and the ownership models are equally diverse, with quoted companies
(e.g. Forth Ports), private joint ventures (e.g. Mersey, Medway, Manchester Ship Canal and Clydeport
now owned by Peel Holdings and Deutsche Bank), buy-outs (e.g. ABP, which was brought off the
stock exchange by a Goldman Sachs vehicle) and private companies (e.g. Bristol). Port performance
should be benchmarked against global best practice in throughput and costs, in order to ensure that the
UK economy benefits from high levels of operational and financial efficiency.

Examples of trust ports include Dover and Milford Haven, and the Port of London Authority. The trust
ports operate under an Act of Parliament. Their strengths are that they have to be self-financing, they
are transparent, and the Secretary of State can sack at least part of the Board if he is not satisfied that
the enterprise is being conducted effectively.

With trust ports there may be a perceived lack of accountability, as they are counted as public
corporations and their debt is within the DfT’s accounts. But the Ports Act 1991 does give the
Secretary of State for Transport the right to privatise trust ports if their annual turnover exceeds £5
million. Ipswich is a former trust port that was acquired by ABP and is now run on a commercial basis.
Since the acquisition, ABP has invested more in Ipswich than the cost of the acquisition and tonnage
turnover has increased by 300% in eight years.

As well as continuing this policy of expanding container port capacity, we recommend the further
privatisation of trust ports with a turnover above £5 million, recognising that the Conservative Party
currently has no plans in this regard. It is notable that Felixstowe has been a stunning success, because
its managers have energetically pursued every growth opportunity over the last twenty years. We
would also like to see new entrants into the ports business encouraged; and the facilitation of private
sector plans (or of public/private partnerships) to improve surface transport access to the main ports.

Road infrastructure is not the port developer’s responsibility but too often a planning application
demands that the applicant invests in the local road structure if the development is to receive
permission. Such investment is often also necessary commercially if the port investment is to produce
the desired efficiencies, growth and investment return. Improved road and rail infrastructure is
required to support the growth of UK ports against competing EU ports, and to reduce the cost of
imports into and exports out of the UK. However, the Government and the private sector developers of
ports are equally unwilling to meet this cost.

This apparent gridlock can be broken, once potential investors (private sector or state) become
convinced that a virtuous circle could be created by simultaneous investment in hinterland
infrastructure and ports. Improvements to both would generate additional revenues for both, although
the two businesses could remain separate, albeit that their success would be closely linked. The private
sector should be able to enhance (or build new) roads and rail paths into and out of ports, and to recoup
their costs through pay-as-you-use pricing, operated under long term franchises.




3.11. Green Transport - Travelling with a Smaller Carbon Footprint

We recognise the announced commitment of the Conservative Party to adjust incentives, to ensure that
the average carbon emissions of all new cars in Britain fall from 170g/km today to 100g/km by 2022;
and that the average carbon emissions of all cars in Britain fall to the same level of 100g/km by 2030.
It is, of course, the remit of the Quality of Life Policy Group rather than of the Economic
Competitiveness Policy Group to consider detailed measures to achieve these reductions in the carbon
footprint of cars, and more widely of our transport system. But it is important to note that improved
road links — as well as reducing congestion and its economic impact — should reduce emissions, by
minimizing traffic queues and inefficient vehicle use. Vehicle emissions vary greatly depending on the
drive cycle. They are much higher in stop-start traffic congestion. Our proposals for improved rail
freight capacity, greater port capacity, and increased seaborne container traffic are designed not only to
relieve further the roads of congestion, but also to make freight transport more fuel efficient. We
support the road haulage industry’s progress in reducing the number of lorries running empty (i.e.
without return loads); and we believe that railway companies should have a similar objective. Finally,
the aim of any reform in air travel would be to reduce the overall growth in its emissions (with any tax
incentives linked closely to carbon content and fuel efficiency), even as we recognise its continuing
contribution to the UK’s economy.

3.12. Government’s Own Transport: Taking the Lead on Reducing
Transport Demand

We would also like to see an incoming Conservative government review urgently its own use of
transport facilities. We propose that:

1. Government and its agencies, as well as the wider public sector, should introduce car-free
schemes for staff travel, wherever possible.

2. Long distance travel should be replaced by video conferencing, wherever possible; and the
number of overseas conferences, and fact-finding trips, undertaken by both ministers and civil
servants should be reviewed and reduced.

3. Ministers and civil servants should group together meetings that involve significant periods of
travel within and outside London to reduce the number of journeys.

4. Staggered and flexible working hours should be introduced throughout the London office
estate, in order to reduce the burden that civil service travel currently places on the public
transport network at peak hours.

3.13. The Organisation of the Department of Transport: Slimmer is
Fitter

90% of the Department of Transport’s staff is employed by eight principal agencies: the Highways
Agency; the Maritime and Coastguard Agency; the Government Car and Dispatch Agency; and the
Driver Vehicle and Operator Group, which includes the Driving Standards Agency, the Driver and
Vehicle Licensing Agency, the Vehicle Certification Agency, and the Vehicle Operators Services
Agency. The myriad complexity apparent from just their names suggests that action needs to be taken;
and indeed the Government’s Gershon programme has attempted to produce efficiency savings, both
by reducing the numbers employed, and by moving some jobs from London to less expensive parts of
the country.




However, we suggest that further measures are required to produce a more efficient and streamlined
department:

1.

The amalgamation of the DSA, DVLA and VOSA into one agency, which would save both
central management and back office costs.

The transfer of the Vehicle Certification Agency to the private sector. Currently, it breaks even,
and has a substantial number of overseas clients, which provide it with commercial revenue.
Within regulatory control, it could perhaps be allowed to set its own fee levels, provided that
they are never higher than 90% of the equivalent fees charged in Germany or Japan (our two
main competitors, excluding the USA, in vehicle manufacture), whichever is lower. This would
prevent both the exercise of monopoly rights in order to charge unrealistic fees, and over-
regulation.

The transfer of the Government Car and Dispatch Agency (which organises private transport,
ministerial cars, and postal services within government) to the private sector, with the
employees of the agency receiving shares in the new company, and competition introduced
progressively into contracts.

The closure of the Commission for Integrated Transport, which is an advisory non-
departmental body. We believe that, instead of relying on a single source of transport advice,
the government should turn to a wide range of think-tanks, universities and private industrial
sources. These should provide ready (and free) access to the innovative advice of all those
pursuing a serious interest in public transport policy matters.

A review of the Ports Act 1991, with a view to returning more trust ports, currently sponsored
by the Government (with all the powers and administration that this entails), to private
ownership and control, recognising that the Conservative Party, whilst not ruling out the
possibility of one day privatising one or more trust ports, does not currently have plans to do
SO.




4.1. Vocational Skills

The UK desperately needs more, and better, vocational skills training if it is to have any chance of
sustaining its competitiveness in the global market. The current supply-led system of training
provision has proven to be entirely out of step with both employer and trainee needs, with productivity
and prosperity being damaged as a result. The vocational path from training to employment has
become almost impossible to navigate, as was highlighted by Lord Leitch’s ‘Review of Skills’ interim
report in 2006. Too many courses leave trainees uncertain of their prospects, and without the level and
combination of relevant skills demanded by employers. At the other end, employers are faced with a
confusing array of qualifications whose relative value is difficult to assess. This has also been the
conclusion of the Vocational Skills Working Group, in their report to the Policy Group.®

The key problem is that employers are being denied the opportunity to tailor vocational training
programmes to any meaningful degree, and thereby make them relevant. Instead, training provision is
corseted by an overly bureaucratic, complex and wasteful funding framework, whose services remain
unresponsive to market needs, and bewildering to its users. Substantial government funds are
channelled through the national, regional and local offices of the Learning and Skills Council (LSC)’,
alongside myriad other agencies (with further changes in funding patterns now coming from the
Government, as a result of the separation of the DfES into two departments). The labyrinthine
complexity of such regional funding will never be able to meet the needs of different industry sectors
efficiently. In fact, the only beneficiaries of this convoluted funding and decision-making are the
current training providers, who remain immune to market forces, and therefore to the needs of
employers. Employers and trainees, in contrast, are entirely disadvantaged by the lack, or
inaccessibility, of appropriate training.

It is clear that the chasm between the UK’s needs and vocational training can only be redressed by a
demand-led system, served by a radically simpler funding architecture. The requirements of trainees
and employers must be paramount, with the government limiting itself to facilitating the supply of
state-funded skills training, without subjecting it to central planning. As trainees will then have
purchasing power, providers will finally be exposed to market forces, and have to respond to industry
sectors’ needs.

None of this will mean a reduction in current government funding of skills training, but the money will
be spent much more effectively. Where there are conflicting claims on necessarily finite state funds,
there must be both an appreciation of the future skills requirements of UK industry, and a prioritization
of the most motivated and qualified candidates. Such a funding system will allow UK plc to remain
globally competitive, and to attract foreign investment.

4.1.1. A Way Forward for Vocational Training: Closing the Gap

Apprenticeships should constitute an effective way of tallying the needs of employers and trainees.
And they should develop skills that can add value to both the organisation and the individual. But the
UK’s current enrolment levels lag well behind its European competitors, such as Germany and
Austria, while completion rates remain poor.'’ As already indicated, a major reason for this is that
firms have much more limited scope to signal what key skills they need from their apprentices than do
their continental peers. In Britain, only about 20% of the training providers to whom the LSC allocates

¥ Vocational Skills Working Group report (hereafter referred to as VSWG Annex) 2.3- 2.5
’ VSWG Annex 2.6 & 2.7
'Y VSWG Annex 3.1.1




its apprentices are actually employers. Too few trainees, therefore, are provided with invaluable
workplace experience and mentoring; and this limits their opportunities to attain skills relevant to
potential employers.

All this clearly suggests that apprenticeships desperately need to be made professional once again. We
believe that they must be under the genuine control of employers, who should complement
government subsidy with a substantial commitment of their own financial and organisational
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resources.

Instead of there being confusing multiplicity of qualification-awarding bodies, the Sector Skills
Councils should act as the apprenticeship scheme’s sole licensing body. This would not only be a
much simpler system, but a more appropriate one, given the Councils’ status as employer-led
organisations. '

The apprenticeship qualifications themselves need to be overhauled radically, so that they meet both
the basic and the intermediate skill requirements of employers. NVQs should test genuine vocational
knowledge; and a general education component in apprenticeships should be a condition of state
subsidy (albeit with greater flexibility over its nature and content).

And finally, any increase in employer involvement must include SMEs. We would like to see the
piloting of relaunched Group Training Associations (GTAs), which would enable small and medium-
sized businesses to take on apprentices. They should be led by employers who already run successful
apprenticeship schemes; and who would receive extra funds to expand them beyond their own
employment needs. In this way, group training could be provided for SMEs which would otherwise
struggle to deliver full apprenticeships.

4.1.2. The Proposed Framework
Funding

We propose a single, integrated funding architecture for all state-funded vocational skills training,
which channels money in accordance with market needs. Funds will be allocated directly to the
individual trainee, be they unemployed, self-employed, a school leaver or a company-sponsored
employee.

This funding will be administered by local authorities and county councils, which are already geared
up to do this as part of both education and regeneration. This will replace the existing architecture of
LSCs, SSDAs, RDAs and LLSCs, whose involvement with vocational skills training will cease. As a
result, training providers will be exposed to market forces, and be forced to drive up the quality of
their provision so as to meet trainees’ requirements.'’

Sourcing Advice

We propose the transformation of a significant part of the current Connexions service into a fully
fledged Careers Advisory Service (CAS)', which would be highly visible on every high street, on the
internet, and within schools. Not only would it provide communication between trainee, market and
employer; but it would also be responsible for matching the best candidates to the training most
relevant to industry’s indicated needs:

"'VSWG Annex 3.3
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1. The CAS Advice Desk would offer training advice, tailored to the needs of individuals and
businesses. Over time, we anticipate that the myriad of state-funded skills training advice
services would be merged, or have their capabilities folded into the CAS.

2. The CAS Funding Desk would advise on applicants’ eligibility for state funding, applying a set
of basic criteria.

We further recommend that the CAS framework should be piloted before being rolled out across the
UK.

Empowering the Sector Skills Councils

The CAS would be supported by substantially empowered Sector Skills Councils (who will need, in
some cases, to strengthen also their own governance). These should be given resources that allow them
to provide the CAS with research both on skills shortages, and on labour market signals. This will
ensure that state spending on vocational skills training is always guided by market needs, on a sector
by sector basis.

The SSCs should:

I. Support businesses in the design of training programmes, together with training providers
and other industry bodies.

2. Work with accreditation bodies, to shape qualifications that reflect the changing needs of
industry. They should also continue to keep training providers aware of those changes.

3. Promote British business in the global market, and attract foreign investment.
Allocation of the Finite Skills Budget

The SSCs’ market information should inform the allocation of the DIUS budget. We propose that the
Department introduce a simple set of criteria that will match funding to skill requirements in an
effective manner. SSCs should bid for funding on behalf of their respective industries, replacing the
current top-down system of funds allocation. State funding should be available annually to those who
meet the criteria set for funding by the DIUS; and once the DIUS budget has been exhausted,
applicants1 6should be deferred to a waiting list either for the following year, or until a course becomes
available.

We do not propose a precise framework of funding criteria here, but what we do recommend is that it
be kept simple, and that it includes:

I. Three categories of skills training (A, B and C), to reflect the SSCs’ analysis of the
requirements of UK industry. Funding would be awarded according to their relative
weighting.

2. Greater flexibility in funding. Courses may be co-funded by individuals, the state and/or

employers. The rigidity of the current funding arrangements has contributed to the loss of
more than one million adult learners since 2005. Co-funding adult and continuing education
would enable provision to respond more effectively to demand.

5 VSWG Annex 4.3
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3. Funding related to an income threshold for those individuals who are not employer-
sponsored. Those below the threshold would receive more funding than those above it.

4. A link between funding and basic achievement levels. For example, an applicant with a
number of GCSEs would obtain funding ahead of an applicant with none."’

Those trainees who are partly self-funded should be able to access loans, contingent on income, just as
university students are. We would also like to see traditionally inaccessible sources of personal savings
opened up to them.'®

4.2. Higher Education
4.2.1. Science and Engineering — Stimulating the Knowledge Economy

Industry projections suggest that 2.4 million additional people will be needed in science and
engineering between 2004 and 2014. The CBI has expressed grave concerns about the likelihood of
these requirements being met, either in quality or quantity. This is clearly a significant problem, as
comments from companies such as GlaxoSmithKline (GSK) show:

“The availability of a high quality workforce, properly trained scientists and clinicians, coupled with a
thriving commercial environment for innovative medicines, are prerequisites for the continued success
of the UK in attracting pharmaceutical investment.”

The scale and urgency of the task has prompted successive waves of public policy responses, as well
as a host of private initiatives. Unfortunately, while this policy energy springs from genuine concern, it
has now become part of the problem. A review by the DIUS in 2004 revealed that, in combination
with the DTI and external agencies, it was running 470 different science and engineering initiatives.
The consequent establishment of a committee by the DIUS to address this lack of focus, and to
streamline the multiplicity of schemes, is a welcome but insufficiently radical gesture.

4.2.2. The Global Context

In order to stay competitive, the UK not only has to catch up with other countries in terms of STEM
(Science, Technology, Engineering, Maths) higher education, but must hold onto its current successes
in the face of growing global competition. University league tables are an important indicator of the
UK’s relative position; and at present, we can take comfort from having three universities in the top
ten world rankings (the other seven are all in the USA). However, there is no room for complacency at
a time when China and India’s universities are racing up the rankings. China, for example, now has
nine universities in the top two hundred, including two in the top thirty.

As for STEM higher education in particular, it is clearly problematic that only 26% of new degrees

awarded in the UK in 2003 were in science and engineering subjects, compared to 38 % in Korea, 32%
in Germany and 29% in France

Investment in Knowledge for Selected Countries as a Percentage of GDP
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This graph shows how the UK lags behind many of its competitors when it comes to investment in
knowledge. Another key indicator of STEM performance, Research and Development (R&D)
spending, also shows our unsatisfactory position. We currently spend a mere 1.88% of GDP on R&D,
which is not only far less than Japan (3.15%) and the USA (2.68%), but also less than many other EU
countries, including Austria, France, Germany and Sweden.

4.2.3. Influencing the Place of STEM in Society

The evidence received by our STEM Task Force suggests that there are three major inter-related areas
that currently influence the place of science and engineering in society: public perception, public
engagement, and the skills pipeline.

(i) Public Perception of STEM

People do recognise the impact of science and engineering on their quality of life; and there is
certainly public trust in scientists, especially those working in universities. But these generally positive
views'? are tempered by the findings of the British Association survey, which identified that just 14%
of the public trusted those scientists based in businesses. It must also be of concern that a higher
percentage of young people distrust scientists. A survey for the Nestlé¢ Trust showed that only 50% of
those aged between 11 and 21 trust scientists to make responsible judgements.

This does not so much suggest that there is an anti-science culture, but that a lack of understanding can
polarize opinion between blind faith and no faith. Many scientists and engineers also believe that the
media frequently gives them a negative image, and that the importance of STEM to Britain’s
prosperity is even less well recognised as a result.

' DT/MORI, 2005 Study.
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(ii) Public engagement with STEM

The Government and external agencies agree that public engagement with science and engineering is a
major lever to changing the standing of science in society. Unfortunately, although (according to one
survey) 74% of scientists participated in at least one public engagement activity in 2005, it is still not
seen as an important element of science and engineering careers. It is recognised neither in career
development, nor in research assessment exercises; and best practice is not defined.

Nevertheless, an enormous amount of work is now being undertaken in order to improve perception
and understanding. Some of this is directed at stemming the decline in the study of science at
university (see below), and some is directed at changing the more negative perceptions of science.

There are too many examples of good practice to list here, but significant work is being done by the
Royal Society; by the Research Council’s UK Science in Society Unit; and by the British Association
for the Advancement of Science. The Arkwright Scholarships, a voluntary sector scheme to provide
bursaries to science and engineering ‘A’-Level students, is also an excellent example of the kind of
initiatives currently underway. What now has to be asked, however, is whether some of these
outstanding efforts involve an unnecessary duplication of resources, and how they can be coordinated
more effectively.

(iii) The STEM skills pipeline

First, it should be noted that the facts and figures we highlight below come from a wide range of
professionals, academics and organisations. We have preferred these to the perhaps more optimistic,
even complacent, figures quoted recently by the Government.

School Students — Fewer Science and Engineering Pupils

Since 1984, the number of students taking physics and chemistry ‘A’-Level has declined by 57% and
28% respectively. Since 2002, the number of students taking STEM “A’-Levels has declined still
further, especially in maths, physics and computer sciences. And at GCSE level, although the uptake
of science and maths increased between 2002 and 2005, that of IT and design decreased, so that there
was no overall improvement. These trends show no credible sign of reversing, and can be seen in the
following chart:




The decline in students choosing some science and engineering subjects can be attributed to a shortage
of qualified teachers; the ‘nerdish’ image of science and scientists; the fact that science is perceived as
a ‘harder’ and less ultimately rewarding subject; and inadequate careers advice.

Since publication of the Rogers and Smith reports on Science and on Maths Education (2002 and 2004
respectively), the Government has launched teaching and careers advice initiatives. Recruitment of
specialist teachers is improving, but their shortage is still a huge problem. For example, a study by the
National Foundation for Education Research in 2006 found that 25% of secondary schools do not have
a specialist physics teacher. This is likely only to get worse, because of the ageing profile of the
science and engineering workforce in schools: one in three physics teachers will retire over the next
decade.

As already stated, the (then) DfES identified 470 different initiatives aimed at increasing the supply of
science and engineering professionals, and at promoting science and engineering literacy. Not only do
many of these initiatives have similar objectives, but it seems (unsurprisingly) that STEM teachers
either do not know about them, or are simply overwhelmed by their number.

More progress is also needed in providing continuous professional development for existing teachers.
The Science Learning Centres, funded by the Government and the Wellcome Trust, are admirable but
under utilized (head teachers are reluctant to allow key staff to attend, as supply teachers are
expensive). And careers advisors clearly need more training, with 90% of them not confident about
advising on careers in science and engineering.

Finally, pupils must be made aware that those who successfully study STEM ‘A’-Levels are
increasingly likely to be considered by leading universities, which are keen to promote these subjects.
This growing opportunity is in contrast to the chances of those studying the more popular ‘non-core’
subjects (such as leisure studies and performing arts). For example, Cambridge University has recently
published a list of about twenty subjects it regards as undesirable for potential entrants.
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Undergraduates — A Decade of Closing Physics and Chemistry Departments

Since 1984, the number of students obtaining first degrees in science subjects has risen by 66%,
against a background of an increasing uptake of higher education. Nevertheless, the number of physics
and engineering degrees fell by 7% and 11% respectively.

The growth of first degrees in science between 1994-5 and 2004-5 at first sight also appears good (up
from 31% to 37%). However, the Royal Society study of 2006 showed that this is in fact due to
changes in the way statistics are compiled. In this context, ‘science’ has come to include psychology,
sports science, and forensic science; and these subjects’ popularity has hidden the absolute drop in
those graduating in physics, chemistry, engineering and mathematics.*

This is creating a vicious circle, whereby 31 and 26 fewer universities offer physics and chemistry
degrees respectively than was the case in 1994. Five maths departments have also closed since 1999.
These closures reflected a range of factors, including the fact that the cost of teaching sciences is
higher than for other courses, and exceeds the funding provided by the HEFCE (even after a recent
increase).

The combined impact of all this is of serious concern. In evidence to our STEM task force, GSK
expressed views echoed by others:

“We are concerned about the downward trends in the number of students entering certain degree
courses, and are troubled by the decrease in the number of high quality graduates emerging from UK
universities with appropriate expertise, practical skills and depth of knowledge in relevant scientific
disciplines. This is particularly the case in relation to the decline in the availability of graduates who
have developed in vivo skills in pharmacology, physiology and so forth,; and there is also a longer
term reduction in those studying chemistry and the other physical sciences.”

Career Scientists and Engineers

Between 75,000 and 100,000 chartered engineers will retire in the next ten to fifteen years, while only
half that number will begin their career. It is encouraging that professional bodies are addressing the
continuing development needs of their members; but there also has to be more government and
industry focus on wider access to more relevant apprenticeships and other vocational training schemes
in scientific and engineering fields. Only 28% of Britons are qualified to apprentice, skilled craft and
technician levels, compared to 51% in France and 65% in Germany. Projections suggest that up to
75% of jobs in 2012 are likely to require at least Level 3 skills; but only 50% of the current workforce
has obtained this level.

Postgraduates and University Teachers

Some 39% of postgraduate STEM students in British universities are from outside the UK. While this
recognition of the excellence of our universities is very welcome, there must be concerns about the
economic and social impact of so many of those training in the UK not then remaining in the country.
Our competitiveness is not helped by Western-trained scientists returning to work in China, for
example, to lead the high number of science graduates emerging from universities there.

Meanwhile, the Association of British Pharmaceutical Industries’ report Sustaining the Skills Pipeline
highlights the shortages of adults with key skills in science and engineering subjects, right across the

%% The Council for Industry and Higher Education has said that the absence of agreement over what constitutes ‘science’ is
confusing for both policy makers and the public; and the STEM task force certainly noted in evidence given to them a
disagreement about whether psychology, for example, is a science subject or not.




pharmaceutical and biopharmaceutical industries. In sector after sector, the report identifies shortages
of staff with PhDs and post-doctoral qualifications. This is particularly significant, because other
evidence to our inquiry suggested that this is resulting in pharmaceutical manufacturers beginning to
contain the size of their UK operations, and to locate new investment overseas, despite our world-
renowned pharmaceutical base. Another problem often cited is that UK universities are pricing
themselves out of long term research work, through inflexible application of the full economic costing
of contracts.

Much effort will be needed in the future, if we are to ensure that the UK has the science and skills base
needed in a competitive world. And of course the solutions to other major challenges for the UK, such
as those of energy diversity and climate change, will be dependent upon the ingenuity of our scientists
and engineers.

4.3. General Issues in Higher Education - Quality Not Quantity should
now be the Aim

It has been government policy in the last ten years to increase the proportion of school leavers who go
to university. In this they have been successful: only 6% of pupils went on to higher education in the
early1960’s, but by 2006 this had reached 42%, close to their target of 50% by 2010.

This increase has been paid for not only by government, but by student funding. Students now have to
take out loans to cover their living costs; and more recently have started to contribute to the cost of
their university place through student fees. At the time of the last General Election, the Conservative
Party both opposed the idea of introducing student fees, and favoured a revision of government targets
with respect to student enrolments. This was driven by the concern that the quality and expense of a
university education were going in opposing, and unintended, directions.

We do not recommend that the Conservative Party reverses the move to student fees, as they will have
bedded down as part of student finance by the time of the next General Election. However, we do
recommend — as and when affordable — the expansion of access funds. It is vital that more talented
pupils from poorer backgrounds are able to benefit from a good university education; but it is apparent
that many are reluctant to take on the large debts involved in paying for three years of a university
course and maintenance. More grant support — if and when affordable — should obviate this problem,
and ensure that universities do not become increasingly the preserve of those whose parents can both
afford to contribute to their university fees, and are willing to do so.

Another issue is that, although our headline 42% university participation rate is high by world
standards, it is combined with a 14% drop out rate, and masks the key statistic that only 36% of young
people will both go to university and complete their course successfully. Unlike the Government,
however, we do not believe that the way to create more opportunities for young people, and a better
educated and trained workforce, is to target figures for participation in higher education regardless of
either abilities or demand.

Rather, we recommend that a future Conservative government should make student finance available
for all those who reach the required standard, to be determined every few years in conjunction with the
universities (and subject to them wishing to offer the places; and to the students being willing to take
up the courses, and to take on the consequent financial obligations). This standard would approximate
to the minimum standard that those wishing to qualify for a full maintenance grant under the old
regime had to attain (two grade Es at ‘A’-level). This system would have the advantage of being blind
to background and income, and of making it simpler for universities to get on with their main task of
providing a good academic education.




4.3.1. Higher Education and Financial Resources

In 2007-08, the Government is making available £9 billion to the university sector, of which £6.9
billion will come from the Higher Education Funding Council for England. Most of this money will
pay for student places, with just over £1 billion will be available for research grants, and £700 million
for capital expenditure to improve university buildings and estates. The remainder will be used both
for writing off any losses on the student loans portfolio, and for the grants that are still available.

We believe that this is an appropriate level of public funding, but that universities should be allowed to
access other forms of funding to complement this. A strong and independent university sector is to
everyone’s advantage; and we would like to see our universities build on their current revenue-
generating activities.

These are various. First, universities can attract overseas students, who have to pay the full economic
price of their courses. Second, they can attract business funding for research and projects. Some have
been most successful at this: Warwick University’s School of Manufacturing now has an annual
external income of about £100 million a year. Third, universities can enter into partnership agreements
with business, in which they provide mid-career training or education for executives, in return for
financial assistance or the funding of particular university posts or facilities. And finally, they can
attract substantial gifts from those businesses and rich individuals who want to give something back to
the community, and who like to be associated with a university.

There is some controversy within the Government about such growing financial independence, and
particularly about the leading universities which have made substantial strides in creating and
enhancing endowment assets of their own. This has led to suggestions that such universities should see
a commensurate reduction in their public funding. We believe that this is a very short-sighted approach
to the state of our universities and their finances. The truth is that Oxford and Cambridge are not
sufficiently endowed to be fully competitive with the likes of Harvard, with the current endowment of
Harvard four times the level of theirs. Harvard has been more successful at raising money from ex-
alumni and business sources than either Oxford or Cambridge, and considerably more successful at
investing it. In recent years, Harvard investments have been growing at twice the rate of Oxford or
Cambridge investments simply from superior investment performance.

Both of our distinguished universities are aware of the need to raise their game on investment
management. Both are taking action to introduce more professionalism into their investment activities,
and to diversify their portfolios in order to try and benefit from a varied and innovative range of assets,
which may both increase returns and reduce volatility.

The United Kingdom is blessed to have five great institutions in the world’s top twenty. Alongside
Oxford and Cambridge rank Imperial, UCL and LSE, a formidable array of three leading London
institutions which represent excellence in science, arts and the social sciences respectively. We need to
understand that they need encouragement and a healthy climate, so that they can keep up with the pace
of improvement of the biggest and best American universities. If we wish to attract the best faculty
members today, we need to offer very competitive rates of pay, which look very high by traditional
UK academic standards. If we wish to attract the best students from around the world, we need to have
generous grant funds to pay for those who do not come from rich backgrounds or from prosperous
countries. If we wish to have the best facilities, particularly on the science side, we need to make
substantial investments.




4.3.2. Higher Education and Fundraising

We therefore recommend that an incoming Conservative government should make it easier for all
British universities to raise more money, whether from alumni, wealthy individuals or businesses. For
our proposals, we draw on the work of the Thomas Report, and its specific recommendations on how
to amend the British tax system in a way that will encourage more philanthropy.

First, those making large donations to universities should be able to claim full income tax relief
through self-assessment. Gift Aid would remain for charities that prefer it as a way of receiving tax
relief.

Second, we would like to see tax relief extended to new classes of assets, such as unquoted shares and
personal property, when they are given to a university.

And third, we would ask the Treasury to design a planned-giving vehicle of the type which has been so
successful in US higher education fundraising. To leverage this effectively, universities would have to
become more active in raising money from alumni and businesses; and to continue the work of
improving their investment management performance. We would also recommend allowing companies
to offset the costs of contributing revenue to a university against Corporation Tax.

4.3.3. Office of Fair Access

The universities do not see the need for the Office of Fair Access. We have every confidence that
British universities wish to seek out the most talented and diligent students. We do not believe that our
leading universities seek to exclude people from poor backgrounds. Indeed, we notice just how much
work leading universities do to contact pupils in less privileged areas and tell them that they would be
very welcome if they can make the grade.

4.3.4. Higher Education and Links with Businesses

Links with business are another important source of funding for STEM education and research. There
has been some very impressive work done by universities such as Warwick, both in building strong
links with industry, and in transferring ideas from campus to companies. Magdalen College, Oxford
has set up an industrial park, which provides both a useful rental income for the college, and much-
needed facilities for small start-up businesses to develop ideas pioneered in the university. The
University of Cambridge has also had great success in establishing high-tech industries, and in
encouraging communication between business and the relevant faculties. The University of Surrey has
an important company campus attached to its own academic campus, which has led to some very
successful ventures.

There is scope for further development, however. The most dynamic and successful US universities
have forged links with private equity and venture capital, to great mutual benefit. Financial executives
regularly listen to the pitches of faculty members and students on their business enterprise ideas; and
are available to give advice on all aspects of developing and growing a company. We propose that
British university contracts become flexible enough for faculty members and students to create and
foster similarly strong relationships with such financial institutions.

4.3.5. Government Funding of Research

There is no guaranteed method of ensuring the right distribution of public funding, when it comes to
fundamental research in science. All research grants are taking risks on whether the researcher will
find something of value, and some money will therefore always be wasted. We do not believe this is
sufficient reason to alter the current RAE system. It is important that a future Conservative




government allocates the substantial amounts of money available to the best universities, and to the
most worthwhile and inspiring projects.

4.4. Conclusions and Recommendations

1.

British universities can and should be encouraged to raise substantial extra money from
the private sector.

Tax changes should be made so that there is a decent tax incentive for people to give
money, when living and on death, to leading university institutions.

Universities should be required to allow their faculty members contractual terms which
permit time off and time out to develop enterprising activities based on their research,
where the university retains a financial interest in a successful outcome.

Other universities should be encouraged to follow the Warwick example: raising
substantial amounts of money by tie-ups and links with business; and developing a
symbiotic relationship whereby the university benefits from the projects, challenges and
cash offered by the business, and the business benefits from the research testing and
problem solving provided by the university.




5.1. Overview

In 1997, our private pensions system was the envy of Europe, even of the world. We had more money
invested collectively in pension schemes than the rest of Europe put together. The funds were solvent,
and Trustees were meeting to discuss whether to increase benefits or to reduce contributions as
funding levels were so good. The incoming Labour Government acknowledged this, especially in the
words of Frank Field, the first Labour Welfare Minister in the new Government. Some 5.8 million
private sector workers were covered by employer schemes, whilst most of the public sector also
enjoyed good pension promises, some based on funded schemes, others relying on future taxpayers
and politicians to honour the pledges.

Since 1997, over 60,000 occupational pension schemes have been wound up, or have begun the
process of winding up. There has been a serious decline in the number of funds open to new members
with at least two-thirds now closed, and a decline in the number of funds continuing to offer savings
facilities for existing members. Many funds are in deficit, with employers having to increase
contributions to meet existing entitlements. We need to understand why this happened, if we are to
create conditions in which private savings for retirement can be revived for more people.

The Government claims there are two reasons for the plunge into deficits. The first is the fact that
many funds either stopped making contributions, or reduced the level of contributions, in the good
days in the 1990s. The second is that people are living longer, increasing the cost of meeting their
pension needs.

It is true that many funds were able to reduce their contributions. Indeed, they had to, under the
regulatory system in place from the Treasury. Savings through pension funds are tax privileged, and
the Treasury under governments of both parties prevents a company putting more money into a fund
than is judged necessary by an independent actuary to meet the pension costs. Pension funds were so
successful in the mid-1990s that they had to reduce the contributions. This did no damage to the funds,
which remained solvent.

It is also true that in recent years actuaries have changed their minds on how long people are likely to
live. This has imposed additional cost on funds, and does require some increase in contributions. Also,
the actuaries — who value the liabilities on the basis of the inverse of the interest rate, have been
putting in much larger figures for the liabilities, because current interest rate assumptions mean that it
will cost more to buy bonds to guarantee payment of the pensions.

The other main contributory factor to the deficits was Gordon Brown’s decision to remove the
dividend tax credit from pension equity investments. UK funds typically held between one half and
two thirds of their investments in UK equities. When a dividend was paid to a fund, the fund also
received a tax credit based on the standard rate of income tax, as part of the imputation tax system of
corporate taxation. The removal of these credits has cost the funds an estimated £100 billion. The loss
can be calculated either by taking 10 years of tax credit foregone, £50 billion, plus the reinvestment
gains that would have been made on that money; or by recognising that the UK equity market fell by
£100 billion more than other leading world markets (adjusted for capitalisation), reflecting the fact that
the market valued companies at 20 times earnings, and that they had just lost £5bn of earnings.

The £100 billion lost through the tax change exceeds the current aggregate deficit of private sector
funds. The damage to pension funds has been reinforced by regulatory action. The introduction of
FRS17 required companies to place the latest version of the deficit of their fund onto their balance
sheets, thereby introducing great volatility into balance sheets as the pension liabilities rise every time




the interest rate falls. The regulator has required some discretionary benefits to become mandatory,
increasing costs, and has led a drive to persuade Trustees to invest more in government bonds at a time
when bond yields are very low. This has meant companies have been required to put even more cash
into their schemes, to compensate for the poor value available in bonds.

5.2. Why Does This Matter to a Review of Competitiveness?

The need to put more into company pension schemes to tackle low bond yields, rising regulatory
requirements, the absence of the dividend tax credit, and longer mortality has meant UK companies
have had to spend a great deal of their free cash flow on this issue. This has diverted money from
much needed investment in plant and equipment, new products and services, and research and
development. UK business investment has fallen from 12% of GDP to 9% of GDP this century, at a
time when profits have been rising. Between 1996 and 2000 companies invested under £20 billion per
annum in their funds. In 2003 they put £31 billion in, in 2004 £36 billion, and by the first quarter of
2006, investment through pension funds had reached an annualised £50 billion.

This is a huge extra burden to carry at a time when world markets are demanding lower costs and
lower prices, and when competitors in Asia do not pay pensions to their staff in this fashion. It is also a
time of great change, when large sums are needed to automate manufacturing, to invest in high quality
web based technology in all sectors, and when world brands require large sums of R& D, marketing
and promotion to create and sustain them. UK business has a £50 billion a year ball and chain on, as it
attempts to run in the world competitive race.

5.3. Can We Revive the Final Salary Pension Scheme?

Final salary schemes are popular with employees, and are common still in the public sector. They are
dying out in the private sector, as the lethal cocktail of tax changes, higher regulatory requirements,
low bond yields, and regulatory interference with investment policy persuade company after company
to abandon such schemes. Their replacements, defined contribution schemes, put the investment and
funding risk onto the employee, and often enable both employer and employee to cut their contribution
rates, at the price of having a lower pension in retirement.

We do think there should be changes to try to save more final salary schemes, and to encourage
employers to set up new ones, as final salary schemes both offer a better deal to employees and cut the
need for means tested benefits for people in old age.

We recommend the following proposals to assist in maintaining the schemes we still have, in opening
new ones, and in helping those choosing to save through defined contribution schemes:

1. There should be no compulsion to buy an annuity with the invested money in any pension fund
on retirement.

2. There should be no maximum age to start drawing down a pension.

3. Future pension contracts could specify a range of benefits that are guaranteed, to be agreed
between employer and employee.

4. A future government should seek to persuade the Accounting Standards Board that FRS17 and
IAS19 have introduced too much volatility into company balance sheets, and need to be
changed.




5. The discount rate applied when valuing the funds’ assets and liabilities should not necessarily
be based on the bond rate. When bonds are expensive this can distort the valuation. The
government should consider legislation to allow fund-specific discount rates, which reflect the
asset and liability pattern of the fund.

These changes would shift employer perception of risk in a way which might encourage more to keep
their current funds open, and some to set up new funds. It would also relieve the immediate pressure to
put so much cash flow into pension fund investment, based on present low bond yields and deep
regulatory pessimism about future returns — pressure from the very same sources who told funds ten
years ago that they should not put more money in because they were super-solvent.

5.4. Savings for Life

The savings ratio in the UK has collapsed in recent years. It has remained under 4% this century,
compared with a longer term average of 8%. In part this reflects the anti-savings changes made to tax
policy, removing dividend tax credits for pensions savings, and abolishing Tessas and Peps, replacing
them with less advantageous ISAs. In part it reflects the growth of property purchases on large
mortgages, as the savings ratio is a net figure including debt.

A higher savings ratio in the personal sector would be a good thing, providing more capital for
business investment and offering people opportunities to buy property, training and decent pensions in
retirement. We favour the idea of the lifetime savings account, partly modelled on the US 401K plans.
We would recommend that people are allowed to establish their own lifetime savings plan, which
would:

1. Allow investment in the fund with full income tax relief on contributions.
2. Be free of Capital Gains Tax on investments sold within the fund.
3. Allow tax free withdrawal to buy a pension annuity or to make pension payments.

4. Allow a borrowing facility to permit property purchase or a training course, where the money
has to be put back into the fund over an agreed period.

5. Allow commercial borrowing against the security of the fund for other purposes.

These schemes would give people more flexibility in planning their lifetime needs, and would
encourage further saving. Whilst accumulating enough money to allow a comfortable retirement is the
main aim, people also need help with buying their first home and with gaining the skills they need to
get a better job. The fund could also be collateral for a business loan, if they wished to set up their own
business.

We need a new approach to savings. Tax raids and over-regulation have left all too many people
without a decent second pension to look forward to. Too many struggle to find the deposit for their
home, or to raise the money to get started in business. Our proposal is designed to show them that
government can be on their side, with judicious use of tax incentives to encourage them.




People and businesses are fed up with being bossed around so much by government. There are too
many layers of government — EU, UK, regional, county, district and parish. There are too many
agencies and departments, each with their own requirements and charges. There are too many laws. On
top of Statute law come Statutory Instruments, regulatory rules, licensing and by-laws.

We would be better off without unelected regional government in England, and with much greater
clarity over what Brussels does and what we do at home to avoid duplication.

The British Chambers of Commerce calculate that this government has added a massive £56 billion of
extra regulatory cost to British business so far. Each year brings thousands of new requirements which
businesses have to know about and obey.

The impact of all this is to make the UK less competitive. That means fewer jobs, highe