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Average weekly earnings in February this year would have been £164 higher, at £677 instead of £513, 

if British productivity matched US productivity. T an £8,554 pay rise, from £26,730 to £35,284. 

1. Planning restrictions and the housing crisis 

Granting property owners in expensive areas substantially more freedom to build homes where 

needed will reduce housing costs and allow more of us, particularly younger people who are 

more able to move, to take up high-productivity jobs. 

2. Business property 

Relaxing planning restrictions to allow taller office buildings and more commercial premises in high 

demand areas will raise productivity among office, retail and logistics workers. 

3. Stamp duty on homes 

Scrapping stamp duty will allow us to make better use of the housing stock, directly reducing misuse 

of housing and also helping employees to find more productive jobs. 

4. Taxes on low incomes 

Reforming planning, energy, childcare and trade policy can help people escape the low-wage welfare 

trap and cutting national insurance will boost wages and improve incentives to earn more. 

5. Taxes on high incomes 

Cutting top tax rates will raise productivity by shrinking tax avoidance incentives, increasing returns 

on investments and encouraging the most productive people to work more. 

6. International trade 

Minimising barriers on imports, including tariffs, standards and other administration, as well as 

payments to farmers and fishermen, will raise productivity by intensifying competition. 

7. Transport congestion 

Introducing road pricing and cutting motoring taxes and subsidies while switching infrastructure 

spending to better value schemes will reduce congestion, enabling labour markets to function more 

effectively and reducing the cost of business travel and goods transport. 

8. Government spending 

Cutting spending, reallocating priorities to investment and devolving more tax will transfer resources 

to more productive uses and strengthen competition.  

9. Corporate tax 

Scrapping corporation tax entirely will enable more firms to relocate to the UK and more 

investments to become viable, unleashing the productive potential of the economy. 

10. Capital gains tax 

Scrapping capital gains tax will encourage investment, free up markets to reallocate assets efficiently 

and improve the management of fast-growing smaller firms. 

11. Product regulation 

Minimising unnecessary product regulation will enhance competition by encouraging entrants into 

markets as well as directly reducing compliance costs. 

12. Zombie firms 

Scrapping corporation tax to end the debt bias and acknowledging productivity concerns in 

monetary policy mechanisms will allow growing, healthy companies to expand.  
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Executive summary 
 

Since the great recession, advanced economies have been suffering from weak productivity growth, 

 

The US has the most productive economy in the G7 group of nations, even though it has many 

problems itself. If British productivity could be raised by 32 per cent to match US productivity, 

average weekly earnings in February this year would have been £164 higher, at £677 instead of £513. 

On a y an £8,554 pay rise, from £26,730 to £35,284.1 

Twelve areas of policy offer substantial opportunities to enhance productivity while cutting tax and 

waste, and raising incomes and employment. Below is a summary of each issue, while the remainder 

of this report sets out the productivity puzzle and then, for each of the 12 policy areas, describes the 

problem, fully explains how it holds down productivity, and then recommends a policy response. 

1. Planning restrictions and the housing crisis 

Homes are most expensive mainly in the areas where productivity is highest. We should grant 

can fall and more of us, particularly younger people who are more able to move, can afford to take up 

high-productivity jobs. 

2. Business property 

The type and location of commercial, retail and industrial buildings is an important factor in the 

productivity of firms and workers who use them. Relaxing planning restrictions which prevent tall 

office buildings and restrict the availability of commercial premises in high demand areas will 

encourage valuable information exchange among office workers and allow more efficient working 

practices in sectors such as retail and logistics. 

3. Stamp duty on homes 

Scrapping stamp duty will mean it makes more sense for people to move when their homes no 

longer suit their needs. This will allow people to make better use of the housing stock, directly 

reducing waste in the housing sector and also helping employees to find more productive jobs. 

4. Taxes on low incomes 

High taxes discourage low earners from taking on promotions and learning new skills by weakening 

incentives. Reducing the need for welfare by reforming planning, energy, childcare and trade policy 

can cut the number of people caught in the low-wage welfare trap. Cutting employer national 

insurance will boost wages while cutting employee national insurance will reduce the impact of tax 

on incentives to earn more.  

                                                      

1 See next section for a comparison with US productivity data. Earnings data: ONS, Average Weekly Earnings, 17 
April 2018 
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5. Taxes on high incomes 

High tax rates on high earners discourage work from the most economically productive people while 

dampening investment and weakening management which holds back productivity for everyone else. 

We should bring down the highest rates of tax to under 40 per cent to raise productivity by shrinking 

incentives for tax avoidance, increasing the return on investments and encouraging the most 

productive people to work more. 

6. International trade 

International free trade raises UK productivity by intensifying competition which forces unproductive 

firms out of business, making it easier for more productive firms to take on their staff, premises and 

common agricultural policy and common fisheries policy give advantages to European producers not 

only at the expense of consumers but also more productive firms who could put their resources to 

better use. Restrictions on imports, including tariffs, standards and other administration, should be 

minimised and eliminated where possible, along with payments to farmers and fishermen. 

7. Transport congestion 

Transport congestion damages productivity by increasing transport costs for business and shrinking 

labour markets due to longer and less pleasant commuting. Introducing road pricing, cutting 

motoring taxes, removing transport user subsidies and switching infrastructure spending from 

wasteful projects like HS2 to better value schemes would enable labour markets to function more 

effectively and reduce the cost of business travel and goods transport. 

8. Government spending 

High levels of Whitehall spending on government consumption and welfare create weak incentives to 

maximise productivity and efficiency. Reducing total spending while reallocating some to investment, 

and devolving duties on tobacco, alcohol and fuel will transfer resources to more productive uses and 

strengthen competition so that provision and funding of public services are better linked.  

9. Corporate tax 

Corporation tax targets investment and so reduces the stock of capital which in turn constrains 

productivity. Scrapping it entirely will turn the switch on for companies thinking of relocating to the 

UK 

potential of the economy. In the meantime, a substantial cut would deliver some of the benefit. 

10. Capital gains tax 

Capital gains tax is almost always justified by a misunderstanding of how a fair, neutral tax system 

would tax gains and is fundamentally flawed. It gets in the way of markets reallocating assets 

between owners. As a result it discourages entrepreneurship and investment, and constrains the 

growth of expanding businesses by delaying their switch from start-up to professional management. 

Scrapping it would encourage investment, free up markets to reallocate assets efficiently and 

improve the management of fast-growing smaller firms. 

11. Product regulation 

Economic literature shows that while the UK performs better than most countries on the burden of 

regulation, there is still room for improvement. As well as driving up the cost of production directly, 

compliance costs deter new entrants which weakens competition, protecting low-productivity 

incumbents. A stronger spotlight on where the costs and benefits of regulations lie together with a 

target to be ranked lowest in the OECD should help make British business more productive. 
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12. Zombie firms 

Firms which can only meet their loan repayments due to persistently low interest rates are 

congesting markets, weakening the growth of more productive companies who find it harder to 

access capital, especially when banks are weak and unwilling to recognise bad debts on their own 

accounts. The bias in favour of debt finance (against equity) also benefits low-productivity zombie 

firms at the expense of high-productivity healthy companies. Scrapping the debt bias in corporate 

tax and adjusting monetary policy mechanisms to acknowledge productivity concerns would 

rebalance capital away from low-productivity zombie firms and allow growing, healthy companies to 

expand. 
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Productivity and why it matters 
 

living over t

productivity? 

Productivity is a measure of efficiency in the economy. Most often, the word refers to labour 

productivity, measured as economic output or value added per worker, or per hour. Economic output 

can increase if more people join the labour force or if more hours are worked. But without 

how efficiently the economy 

is utilising inputs. Anothe

also adjusts for how much capital is used. If output can be increased without using more labour or 

more capital, the improvement is more likely to have arisen from a more productive way of using 

inputs rather than using more inputs. 

The productivity puzzle 

There are two broad concerns about productivity: 

 Persistently low productivity compared to other major economies. 

 Sluggish productivity growth since the great recession. 

Persistently low productivity 

The UK produces less economic output per hour worked than other G7 economies. While Italy and 

Canada produced about the same in 2016 and Japan produces 13 per cent less, France and Germany 

manage 25 per cent more and US tops the table with 32 per cent more at $63 per hour compared to 
2 Put another way, it takes workers in France and Germany four days to 

produce what takes us five days and what takes American workers three and three quarters. 

Chart 1: 2016 GDP per hour worked in G7 economies (US dollars at PPP in 2010 prices)3 

 

  

                                                      

2 OECD (2018), GDP per hour worked (indicator). doi: 10.1787/1439e590-en (accessed 10 April 2018) 
https://data.oecd.org/lprdty/gdp-per-hour-worked.htm 
3 Ibid. 

0

10

20

30

40

50

60

70

Canada Germany Italy Japan UK US G7

https://data.oecd.org/lprdty/gdp-per-hour-worked.htm


 

 

8 www.taxpayersalliance.com 

 

Sluggish productivity growth 

Since the great recession UK productivity growth has stalled. In the 20 years from 1988 to 2007, 

productivity rose by an average of 1.7 per cent a year according to ONS figures4. In the 10 years since, 

heavy fall in the great recession. Productivity rarely falls from year to year, because firms tend to lay 

off workers and cut hours during downturns. But between 2007-09, it fell by 3.7 per cent. Stripping 

out this fall by measuring from 2009, the average annual growth has been just 0.7 per cent.  

 

Chart 2: UK productivity, 1988-2017 (2015=100)5 

 

OECD data shows that G7 economies have also suffered from markedly slower productivity growth 

since the great recession. Between 1988 and 2007, G7 average annual productivity growth was 1.9 per 

cent. Since 2009, it has only managed 0.9 per cent. But their UK figures show a more stark 

deterioration. Between 1988 and 2007, UK average annual productivity growth was 2.0 per cent but 

just 0.5 per cent since 2009. 

 

Chart 3: G7 annual productivity growth, 2009-16 (per cent)6 

 
                                                      

4 ONS, Statistical bulletin:Labour productivity, UK:October to December 2017, 06 April 2018, 
https://www.ons.gov.uk/employmentandlabourmarket/peopleinwork/labourproductivity/bulletins/labourprod
uctivity/octobertodecember2017, (accessed 16 April 2018). 
5 Ibid. 
6 OECD (2018), GDP per hour worked (indicator). doi: 10.1787/1439e590-en (accessed 10 April 2018) 
https://data.oecd.org/lprdty/gdp-per-hour-worked.htm 
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Statistical concerns 

It is worth bearing in mind that, as with most statistics, productivity statistics are imperfect. They are 

only as good as the underlying data which are used to calculate them, namely estimates of GDP and 

labour surveys. For example, French unemployment is much higher than in the UK due to sclerotic 

labour markets. They also have policies such as maximum hours and high minimum wages, which lock 

out the most low-skilled from the jobs market and might affect how employers recognise time spent 

on things like changing into uniforms, 

may be flattered, or flattered more strongly than the s. 

Similarly, productivity figures are distorted by the government share of national income. Values for 

government outputs are assumed to equal inputs because they are unpriced, so if one economy has 

more highly paid public sector employees, that will be reflected in productivity statistics as a greater 

level of output and, consequently, productivity. 

Government action 

The government has taken some action. For example, after accounting for inflation, it has 

approximately held spending constant since 2009-10, which has enabled it to fall as a share of 

national income to 38.4 per cent of GDP this year. Inflation-adjusted spending is forecast to grow by 

approximately 3 per cent by 2022-23, but this is slightly slower than growth forecasts for the whole 

economy, so the share of GDP consumed by government spending is forecast to fall slightly, to 37.6 

per cent by 2022-23. 

The chancellor announced a National Productivity Investment Fund and a Housing Infrastructure 

Fund while reforming liability laws to make insurance easier to obtain for driverless cars. And 

gful if timid 

improvements needed. Major reform of spending, tax, planning, trade and regulation is required, and 

interest groups will oppose reforms 

Limitations 

This note does not address why UK productivity is lower than other advanced economies, nor does it 

attempt to answer why the trend growth rate has fallen markedly, either globally or in the UK. 

Instead, we present 12 areas of policy where we can demonstrate that bad policies are holding down 

productivity and where fixing them could raise it. Raising productivity and productivity growth in the 

ways we suggest will clearly address both the persistently low and sluggish growth problems 

indirectly, however.  
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1. Planning restrictions and the housing crisis 
 

 

Britain has a deep housing crisis caused principally by years of failure to allow enough homes to be 

built where they are needed, near prosperous centres of employment. The obvious consequence of 

the shortage is high costs for individuals and families, either in the form of rents or house prices. But 

the effect of the shortage reaches far deeper into economic performance than just overly expensive 

housing. 

How does it hold down productivity? 

Prices do not have intentions, they simply reflect the reality of supply and demand for a product or 

service in a simple value. Nonetheless it can help to view a high price as functioning as a market 

intends  it to, dissuading workers from moving from low-productivity areas to high-productivity 

areas, because the higher wages available are absorbed by higher housing costs. So the housing 

shortage prevents people from moving to take advantage of the higher wages on offer in higher 

productivity areas, which reduces labour productivity. 

 

Chart 4: terraced house prices in November 2017 (£, LHS), by region, and GVA per hour 

worked in 2016 excluding rental income (index, RHS), by region.7 

Chart 4 illustrates the relationship between house prices and labour productivity. The labour 

productivity scale (on the right hand side) does not start at zero and regions are large areas that 

mask further problems at lower levels, but the link is striking. Gross value added is 14 per cent higher 

                                                      

7 Source: HM Land Registry, UK House Price Index, 16 January 2018 https://www.gov.uk/government/statistical-
data-sets/uk-house-price-index-data-downloads-november-2017 (accessed 19 April 2018), and ONS, Subregional 
Productivity: Labour Productivity (GVA per hour worked and GVA per filled job) indices by UK NUTS2 and NUTS3 
subregions, 7 February 2018, 
https://www.ons.gov.uk/employmentandlabourmarket/peopleinwork/labourproductivity/datasets/subregion
alproductivitylabourproductivitygvaperhourworkedandgvaperfilledjobindicesbyuknuts2andnuts3subregions, 
(accessed 19 April 2018). 
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in inner west London than the London average, and 43 per cent higher than in outer south London. 

Housing is, infamously, also much more expensive in inner west London boroughs such as 

Kensington and Chelsea. The picture is similar in many other employment hotspots, such as 

Cambridge and 

living near the most productive jobs . 

Economists looking at the impact of US housing shortages estimate that their shortage has reduced 

GDP by between 9.5 per cent and 13.5 per cent. However, the value of land under housing in the UK is 

approximately 40 per cent of net wealth rather than the US 12.5 per cent figure.8 Consequently, 

scaling up the numbers to account for this gives us an equivalent reduction in GDP of between 

approximately 30 per cent and 43 per cent. 

Academics from the LSE found that merely removing the additional planning restrictiveness imposed 

between 1974 and 2008 would lower house prices by 35 per cent.9 The planning system is the main 

cause of the affordability crisis, especially in London and the South East evidence points to the 

planning system as s an LSE analysis of 

economic research.10  

Policy response 

 Declassify green belt status within 1.6km of a railway station, releasing over 63,800 hectares for 

development.11 

 

 Allow owners permitted development rights to extend upwards to two floors higher than the 

local prevailing building height, subject to conforming to a design code if the local authority has 

one in place which accommodates this. Breaching existing prevailing heights is crucial if this 

policy is to make a meaningful difference. 

 Allow streets to vote to allow themselves to build up to six storeys, or ten in inner London.12 

Summary 

Homes are most expensive mainly in the areas where productivity is highest. We should grant 

can fall and more of us, particularly younger people who are more able to move, can afford to take up 

high-productivity jobs. 

  

                                                      

8 
https://www.londonyimby.org/blog/2016/12/10/the-uks-hidden-handcuffs, (accessed 19 April 2018). The 

Housing Constraints and Spatial Misallocation, 
NBER Working Papers 21154, 2017, National Bureau of Economic Research, Inc. 
9 Hilber, CAL. & Vermeulen W. The Impact of Supply Constraints on House Prices in England, the Economic 
Journal, 22 April 2014, http://personal.lse.ac.uk/hilber/hilber_wp/hilber_vermeulen_ej_forthcoming.pdf, 
(accessed 16 April 2018). 
10 Hilber, C. UK Housing and Planning Policies: The evidence from economic research, Centre for Economic 
Performance, 2015, http://cep.lse.ac.uk/pubs/download/ea033.pdf, (accessed 16 April 2018). 
11 AECOM, Big Bold Connected London 2065: A Manifesto for Long Term Growth of the London City Region, 2018, 
http://www.aecom.com/wp-content/uploads/2015/10/AECOM_Cities_London_2065_Manifesto.pdf, (accessed 
16 April 2018). 
12 Myers, J. Yes In My Backyard: How To End The Housing Crisis, Boost The Economy And Win More Votes, ASI 
(Research) Ltd, 2017, 
https://static1.squarespace.com/static/56eddde762cd9413e151ac92/t/598c03c5be6594815d7741c5/1502348236
073/John+Myers+-+YIMBY+-+Final.pdf, (accessed 17 April 2018). 

https://www.londonyimby.org/blog/2016/12/10/the-uks-hidden-handcuffs
http://personal.lse.ac.uk/hilber/hilber_wp/hilber_vermeulen_ej_forthcoming.pdf
http://cep.lse.ac.uk/pubs/download/ea033.pdf
http://www.aecom.com/wp-content/uploads/2015/10/AECOM_Cities_London_2065_Manifesto.pdf
https://static1.squarespace.com/static/56eddde762cd9413e151ac92/t/598c03c5be6594815d7741c5/1502348236073/John+Myers+-+YIMBY+-+Final.pdf
https://static1.squarespace.com/static/56eddde762cd9413e151ac92/t/598c03c5be6594815d7741c5/1502348236073/John+Myers+-+YIMBY+-+Final.pdf
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Further information 

Why the 

cost of living is so high (2017) and the Spending Plan (2015), where we also made the case for 

substantial planning reform to ease the pressure on housing benefit. In Taxing tenants (2016), we 

demonstrated how the arbitrary taxes levied on landlords will be borne by tenants, making the case 

for meaningful planning reform instead. 
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2. Business property 
 

 

Commercial property in Britain is needlessly scarce, particularly in the locations and configurations in 

most demand. The obvious consequence of the shortage is high costs for businesses for premises 

which, typically, they lease. But the impact of the shortage reaches far deeper into economic 

performance than just overly expensive commercial property. 

How does it hold down productivity? 

Again, prices do not have intentions, they simply reflect the reality of supply and demand for a 

product in a simple value. Nonetheless it can help to view a high price as functioning as a market 

productivity as and when their circumstances change, because higher property costs outweigh the 

benefits. So the shortage of commercial property causes firms to not move to take advantage of 

opportunities to raise their productivity. 

Artificially high commercial property costs matter for two reasons. First, they waste resources in the 

property sector, by encouraging more time and money to be spent making available marginal space 

which would otherwise not be viable. Second, they cause firms to waste management (and employee) 

time economising on property space. For example, retail units are under more pressure to sell more 

output per square meter of property when property is artificially expensive. Aisles are narrower in 

expensive property because the saving from leasing a smaller unit outweighs costs in extra staff time 

due to more congested aisles. This means slower staff working, to highlight just one practical 

example. LSE economist Professor Paul Cheshire found that planning rules reduced productivity in 

one UK supermarket chain by 20 per cent.13 

Two further mechanisms explain how planning restrictions hold down productivity by limiting the 

form and location of commercial space. First, bigger cities are more productive. Doubling 

employment in a city raises productivity by six per cent on average, and more in the sectors most 

important to growing UK cities.14 Second, taller office buildings encourage more productive workers. 

Up to a height of 90 metres, data from the Netherlands indicates the rent premium from taller 

buildings is dominated by higher productivity (while above this level the increasing rental income 

might only be a reflection of the prestige associated with being in the tallest building).15 

Policy response 

 Reform business rates to more closely reflect the underlying land value and remove the tax 

penalty on the value of structures and facilities. 

 Reform planning restrictions to permit taller commercial buildings, particularly in larger, 

dynamic cities in locations with good public transport links. Do this by amending Ministry of 

                                                      

13 Cheshire, P., et al. Links Between Planning and Economic Performance: Evidence Note For LSE Growth 
Commission, LSE Growth Commission, 2012, 
http://www.lse.ac.uk/researchAndExpertise/units/growthCommission/documents/pdf/contributions/lseGC_S
ERC_planning.pdf, (accessed 17 April 2018). 
14 Ibid. 
15 Koster, HRA., van Ommerren JN. & Rietveld, P. Is the Sky the Limit? An Analysis of High-Rise Office Buildings, 
Spatial Economics Research Centre, 2011, 
http://www.spatialeconomics.ac.uk/textonly/serc/publications/download/sercdp0086.pdf, (accessed 17 April 
2018) 

http://www.lse.ac.uk/researchAndExpertise/units/growthCommission/documents/pdf/contributions/lseGC_SERC_planning.pdf
http://www.lse.ac.uk/researchAndExpertise/units/growthCommission/documents/pdf/contributions/lseGC_SERC_planning.pdf
http://www.spatialeconomics.ac.uk/textonly/serc/publications/download/sercdp0086.pdf
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Housing, Communities and Local Government planning practice guidance on design with 

reference to the economic need for taller commercial buildings to raise productivity. 

 Declassify one per cent of green belt land, suitable for development into non-residential use 

(that is, not green belt land where public amenity exists, using land prices with permission as a 

guide to site selection). 

Summary 

The type and location of commercial, retail and industrial buildings is an important factor in the 

productivity of firms and workers who use them. Relaxing planning restrictions which prevent tall 

office buildings and restrict the availability of commercial premises in high demand areas will 

encourage valuable information exchange among office workers and allow more efficient working 

practices in sectors such as retail and logistics. 

Further information 

In 2017, the 

process of revaluations and a possible replacement with a land value tax in The business rates 

revaluation briefing. We have long campaigned against business rate increases including a Freeze 

Business Rates campaign in 2013 and an Empty Property Rates briefing in 2011. 
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3. Stamp duty on homes 
 

 

Stamp duty land tax exacerbates the housing crisis by making it harder for people to move. It is 

levied at rates between 2 and 12 per cent on residential property over £125,000 and 2 or 5 per cent on 

commercial property over £150,000. There is also a 3 per cent surcharge on buyers who already own 

another home and a flat 15 per cent rate on some residential purchases over £500,000 through a 

company. This extra cost barrier means that people delay moving because the value has to exceed 

not just the usual costs such as estate agents, conveyancers and removals to be worthwhile, but also 

the stamp duty bill. In other words, more people own the wrong property for their circumstances 

than without the tax.  

How does it hold down productivity? 

This misallocation of housing stock (and, to a lesser degree, commercial property) is most obviously 

expressed in higher housing costs, but it also reduces productivity via two mechanisms. 

First, increasing the cost of housing and premises reduces productivity in the property sector 

because a greater proportion of homes and business premises are kept idle. 

Second, by exacerbating the planni the crisis 

has on productivity. The stamp duty burden itself directly discourages moves into high-productivity 

areas to take advantage of the better jobs available. Less directly, by discouraging older people from 

selling larger homes when they no longer need them, stamp duty reduces the supply of larger homes 

in high-productivity (in other words, expensive) areas available for growing families and adult sharers. 

That prevents people from moving to take up high-productivity jobs and high housing costs are how 

. 

Policy response 

 Abolish stamp duty entirely when possible, on commercial as well as residential property 

transactions. 

 In the meantime, cut it by as much as possible and reduce the number of bands. 

Summary 

Scrapping stamp duty will mean it makes more sense for people to move when their homes no 

longer suit their needs. This will allow people to make better use of the housing stock, directly 

reducing waste in the housing sector and also helping employees to find more productive jobs. 

Further information 

In 2013, the Stamp Out Stamp Duty campaign was launched , involving 

three research notes: More than a quarter of home-buyers hit with a Stamp Duty bill for £7,500 or more, 

Three in ten homes to suffer Stamp Duty hike by 2017, and Stamp Duty-a counterproductive tax. These 

reports highlighted the problems of the slab system (and led to its replacement with a marginal 

system) and followed our comprehensive review of the whole tax system in 2012, The Single Income 

Tax, which proposed scrapping stamp duty entirely. Our Tax briefing note: stamp duty on homes (part 

of our series of briefings on every tax type) set out the case in 2017.  
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4. Taxes on low incomes 
 

 

People on low incomes keep very little of the extra money they earn due to tax and, especially, the 

withdrawal of benefits. Most people receiving benefits are entitled to a wide range of payments 

which are withdrawn at a rate of between 73 and 91 per cent.16 Universal credit is replacing most 

national insurance, which is payable on earnings above £157 a week, and the deductions amount to 67 

per cent. Subtract, too, employer national insurance and deductions add up to 71 per cent. Finally, on 

income above £11,850, income tax is charged, bringing deductions up to 78 per cent (or 75 per cent if 

you ignore employer national insurance). 

How does it hold down productivity? 

Higher taxes reduce the time that households sell on labour markets. As a recent paper by the IZA 

especially large in the service sectors

doubled for low-skilled women.17  taxes. 

Higher tax also reduces pay per hour. 

Economists at the University of Up

responses, or per 18 

tasks more efficiently than households themselves. By reducing the number of hours that employees 

work, it reduces their ability to gain skills and on-the-job training. By reducing the incomes of 

employees, it impairs their ability to finance education and training. By reducing future expected 

i

income from extra output, taxes reduce the incentive for employees to take on additional 

responsibilities and promotions. While this might most obviously be found in formal additional 

responsibilities or promotions, it might also show up less formally in lower expectations of diligence 

in exchange for lower wage rates. 

By penalising extra earnings beyond a threshold required to be eligible, in-work benefits operate 

and universal credit encourage employment, their withdrawal with higher earnings acts as a barrier 

to earning more. This trade-off was addressed by Lord Flight in 2015, highlighting the similarities with 

                                                      

16 Hood, A. & Keiller, AN. IFS Briefing Note BN13: A survey of the UK benefit system, Institute for Fiscal Studies, 
2016, https://www.ifs.org.uk/bns/bn13.pdf#page=84, (accessed 17 April 2018). 
17 Duval-Hernandez, R., Fang, L. & Ngai LR. Taxes and Market Hours: The Role of Gender and Skill, IZA institute of 
Labor Economics, 2017, http://ftp.iza.org/dp11002.pdf, (accessed 17 April 2018).  
18 Blomquist, S. & Selin, H. Hourly wage rate and taxable labor income responsiveness to changes in marginal tax 
rates, Journal of Public Economics, 2010, 
http://faculty.smu.edu/millimet/classes/eco7321/papers/blomquist%20selin%202010.pdf, (accessed 17 April 
2018). 

https://www.ifs.org.uk/bns/bn13.pdf#page=84
http://ftp.iza.org/dp11002.pdf
http://faculty.smu.edu/millimet/classes/eco7321/papers/blomquist%20selin%202010.pdf
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out of agriculture into the new iron, coal and steel industries of the day, leading to the Industrial 

Revolution take-off over the following 20 years. This was accompanied by large increases in real 
19 

Policy response 

There is no easy answer on benefits. In-work benefits hamper productivity per hour by acting, 

effectively, as a higher tax rate for recipients but they strengthen the incentives to enter 

employment by removing cliff edges for those on the margins. Lower taper rates improve incentives 

for those in the range being lowered, but they mean that the taper extends further up the income 

scale, weakening incentives for those caught in them. They also entail greater overall spending, which 

means higher taxes and worse incentives for those required to pay for them. 

 Relax planning restrictions and regulations in energy and childcare markets to bring down the 

cost of housing, energy and childcare. Also remove barriers to imports (such as tariffs) to 

reduce the cost of food and other essentials. This will lower the level of welfare necessary to 

sustain a minimum standard of living which means that we can reduce the extent of the 

damage to incentives caused by withdrawing in-work benefits. 

On taxes, policy choices are clearer: 

 Abolish employer national insurance to increase wages. 

 Cut employee national insurance to 10 per cent and then merge it with income tax into a single 

30 per cent rate. 

Summary 

High taxes discourage low earners from taking on promotions and learning new skills by weakening 

incentives. Reducing the need for welfare by reforming planning, energy, childcare and trade policy 

can cut the number of people caught in the low-wage welfare trap. Cutting employer national 

insurance will boost wages while cutting employee national insurance will reduce the impact of tax 

on incentives to earn more. 

Further information 

ng campaigned for policy reform to simplify welfare and reduce the tax 

burden on people with low incomes. In 2010 we published Welfare reform in tough fiscal times: creating 

a better and cheaper benefits system which advocated a negative income tax to replace much of the 

benefits system. In 2011 we published Abolish National Insurance, which recommended cutting 

national insurance rates and then merging it with income tax. In The Spending Plan, we advocated 

policy reform in housing, energy, childcare and food markets to reduce the need for welfare, a 

subject explored again in 2017 in our Why the cost of living is so high report. 

  

                                                      

19 TaxPayers Alliance, the Spending Plan, 2015, 
https://d3n8a8pro7vhmx.cloudfront.net/taxpayersalliance/pages/5255/attachments/original/1425976126/The
_Spending_Plan_WEB2.pdf#page=96, (accessed 17 April 2018). 

https://d3n8a8pro7vhmx.cloudfront.net/taxpayersalliance/pages/5255/attachments/original/1425976126/The_Spending_Plan_WEB2.pdf#page=96
https://d3n8a8pro7vhmx.cloudfront.net/taxpayersalliance/pages/5255/attachments/original/1425976126/The_Spending_Plan_WEB2.pdf#page=96
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5. Taxes on high incomes 
 

 

Income tax confiscates 40 per cent of income above £45,000. Above incomes of £150,000 it removes 

45 per cent of income. Between £100,000 and £123,000 it effectively takes away 60 per cent of 

income, as the tax-free personal allowance is withdrawn. On top of this, national insurance is levied 

twice, once on employers at 13.8 per cent, and then on employees at 2 per cent on income above 

£45,000. 

How does it hold down productivity? 

Taxes on income discourage work and mean that some people will work less. Obviously, productivity 

falls if you take some of the most economically productive labour out of the economy, even if only 

prompting people to work fewer hours. But the highest earners are also the most mobile, and leaving 

the economy entirely to work in another country is also an option. 

Research by Piketty, Saez and Stantcheva argues that high earners respond to lower taxes by doing 

more productive work, putting less effort into avoiding taxes or putting more effort into negotiating 

for higher pay, as the post-tax rewards for all three are now higher.20  

numbers. Their efforts can also affect the productivity of other people, too. For example, if we have 

fewer of the best managers working to improve British companies, other employees could be less 

productive because of weaker management of their talents. This in turn could lead to lower 

investment in skills and training because lower incomes mean they are less able to finance the 

investment as well as reducing the expected return from that investment. 

-set of OECD 

countries suggests that there is a negative relationship between top marginal personal income tax 

rates and the long- 21 If high taxes on high earners reduce 

productivity growth then that will, over time, tend to mean lower wages across the economy. 

The debate over the rate of tax which maximises revenues adds further weight to this point. In 2009, 

current rate of 40 per cent is estimated to be the revenue-

(which was inflated by the then lower rates of VAT and national insurance).22 Two years later, 

HMRC estimated a revenue maximising rate at under 45 per cent23 and HM Treasury altered 

assumptions to arrive at an estimate of around 47 per cent to justify the cut in the top rate from 50p 

to 45p, instead of abolishing it entirely. More recent IFS studies of HMRC data lead them to conclude 

                                                      

20 
American Economic Journal: Economic Policy, American Economic Association, 2014, vol. 6(1), pp. 230-71. 
21 Johansson, A., Heady, C., Arnold, J., Brys, B. & Vartia, L., Tax and economic growth, OECD, Economics 
Department Working Paper 28, 11 July 2008. 
22 Brewer, M. & Browne, J. Can More Revenue be Raised by Increasing Income Tax Rates for the Very Rich?, 
Institute for Fiscal Studies, 2009, https://www.ifs.org.uk/bns/bn84.pdf, (accessed 17 April 2018). 
23 HMRC, the Exchequer effect of the 50 per cent additional rate of income tax, 2012, 
http://webarchive.nationalarchives.gov.uk/20140206181159/http://www.hmrc.gov.uk/budget2012/excheq-
income-tax-2042.pdf, (accessed 17 April 2018).  

https://www.ifs.org.uk/bns/bn84.pdf
http://webarchive.nationalarchives.gov.uk/20140206181159/http:/www.hmrc.gov.uk/budget2012/excheq-income-tax-2042.pdf
http://webarchive.nationalarchives.gov.uk/20140206181159/http:/www.hmrc.gov.uk/budget2012/excheq-income-tax-2042.pdf
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lower.24 

That debate shows that the consensus is that the current 45p rate of tax is discouraging highly 

productive people from economic activity to such a degree that the question is about whether or 

not tax receipts lost from people continuing to pay 45p outweigh the extra 5 percentage points on 

 

Finally, high tax rates strengthen the incentive to avoid tax. Lawyers, accountants and tax advisors 

who could otherwise be doing productive work are consequently allocated to tax management. This 

additional avoidance activity requires more monitoring from tax authorities which in turn prompts 

anti-avoidance measures which generate further avoidance and monitoring activity. 

Policy response 

Revenue maximising rates of income tax are likely to be no higher than 40 per cent. Rates above this 

level are at best inconsequential for raising revenue while being very destructive for productivity and 

growth. The government should: 

 Cut the higher rates of income tax from 40, 45 and 60 per cent to, eventually, a single rate of 30 

per cent on all income. 

 In the meantime, cut the higher rate of income tax from 40 per cent to 36 per cent. 

 Abolish the 60 per cent effective rate of income tax on income over £100,000. 

 Abolish the 45 per cent rate of income tax on income over £150,000. 

Summary 

High tax rates on high earners discourage work from the most economically productive people while 

dampening investment and weakening management which holds back productivity for everyone else. 

We should bring down the highest rates of tax to under 40 per cent to raise productivity by shrinking 

incentives for tax avoidance, increasing the return on investments and encouraging the most 

productive people to work more. 

Further information 

reform, The Single Income Tax, which recommended comprehensive tax reform to replace all taxes on 

income with a single tax at a single rate of 30 per cent. 

  

                                                      

24 Browne, J. & Phillips, P., Estimating the responsiveness of top incomes to tax: a summary of three new papers, 
Institute for Fiscal Studies, 2017, https://www.ifs.org.uk/uploads/publications/bns/BN214.pdf, (accessed 17 April 
2018). 

https://www.ifs.org.uk/uploads/publications/bns/BN214.pdf
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6. International trade 
 

 

The EU customs union imposes tariffs and quotas on imports from outside the EU. The EU common 

agricultural policy and common fisheries policy pay farmers and fishermen to cultivate land for 

agriculture, to upgrade fisheries equipment and to buy agricultural produce with the explicit purpose 

of inflating prices.25  

How does it hold down productivity? 

These policies restrict international trade and, especially, imports. The economic case for free trade 

across international borders is essentially the same as it is for free enterprise within national borders. 

Just like individuals and companies, nations need not be the best at a job to be able to trade to both 

comparative advantage. As a Harvard economics professor 

ew propositions 

command as much consensus among professional economists as that open world trade increases 

economic growth and raises living standards. 26 

Chicago University has a panel of 51 leading economists which it asks a question every week. In 2012 

they were 

None disagreed strongly, none disagreed at all. Of those who answered (all bar three), just 4 per cent 

were uncertain while 57 per cent agreed and an additional 39 per cent agreed strongly. As one of the 

 

In 2001, the Centre for Economic Policy Research published a paper which analysed the data on 

the causal effect of trade on productivity across countries is large, 

highly significant, and very robust. 27 

policies least favorable for trade to policies most favorable implies an eightfold increase in 

pr  28  

Many economists have noted the link between exports and productivity. In a lecture on the 

productivity puzzle last year, Bank of England chief economist Andrew Haldane explained that 
29 Similarly, the International 

-growth sectors leads to an 
30 The logic is that larger markets intensify competition and raise 

the returns on productive investment, which prompts firms to invest more.  

                                                      

25 European Commission, CAP Explained: Direct Payments For Farmers 2015-2020, 2017, 
https://ec.europa.eu/agriculture/sites/agriculture/files/direct-support/direct-payments/docs/direct-
payments-schemes_en.pdf, (accessed 17 April 2018). 
26 Mankiw, G., Outsourcing Redux, 
https://gregmankiw.blogspot.co.uk/2006/05/outsourcing-redux.html, (accessed 17 April 2018). 
27 Alcala, F. & Ciccone, A., Trade And Productivity, Centre for Enconomic Policy Research, 2001, 
http://citeseerx.ist.psu.edu/viewdoc/download;jsessionid=C2C9DD537D55E1FF15B42AA1F369A409?doi=10.1.1.196
.3284&rep=rep1&type=pdf, (accessed 17 April 2018). 
28 Ibid.  
29 Haldane, AG., Productivity puzzles, Bank of England, 2017, https://www.bankofengland.co.uk/-
/media/boe/files/speech/2017/productivity-puzzles.pdf, (accessed 17 April 2018).  
30 Choudhri, EU. & Hakura, DS., International Trade and Productitivty Growth: Exploring the Sectoral Effects for 
Developing Countries, International Monetary Fund, 2000, 
https://www.imf.org/external/pubs/ft/wp/2000/wp0017.pdf, (accessed 17 April 2018). 

https://ec.europa.eu/agriculture/sites/agriculture/files/direct-support/direct-payments/docs/direct-payments-schemes_en.pdf
https://ec.europa.eu/agriculture/sites/agriculture/files/direct-support/direct-payments/docs/direct-payments-schemes_en.pdf
https://gregmankiw.blogspot.co.uk/2006/05/outsourcing-redux.html
http://citeseerx.ist.psu.edu/viewdoc/download;jsessionid=C2C9DD537D55E1FF15B42AA1F369A409?doi=10.1.1.196.3284&rep=rep1&type=pdf
http://citeseerx.ist.psu.edu/viewdoc/download;jsessionid=C2C9DD537D55E1FF15B42AA1F369A409?doi=10.1.1.196.3284&rep=rep1&type=pdf
https://www.bankofengland.co.uk/-/media/boe/files/speech/2017/productivity-puzzles.pdf
https://www.bankofengland.co.uk/-/media/boe/files/speech/2017/productivity-puzzles.pdf
https://www.imf.org/external/pubs/ft/wp/2000/wp0017.pdf
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But imports are more important than exports for two reasons. First, they reduce costs for businesses 

on their purchases, making investments more productive. Second, they put unproductive firms out 

of business, making it easier for more productive firms to put their premises, staff and equipment to 

-sectional evidence suggests that international trade has a positive and 

onomists wrote in a 2007 paper. 

productivity growth is negligible 31 

China provides clear empirical evidence of the benefits of imports. The Chinese share of US and EU 

imports exploded from 2 per cent in 1991 to 11 per cent by 2007.32 LSE and Stanford economists 

 to increases in R&D, patenting, IT and 

Chinese import competition create more patents, spend more on R&D, raise their IT intensity and 

advanced economies is particularly relevant to the relative merits of trade with the EU compared to 

non-EU trade. 

What explains why some studies find only imports help while others suggest exports play a role, too? 

American economists reconciled the apparent contradiction in 2011 by observing that the effect 

33 Larger firms are less affected than smaller 

firms, for example. 

But while the EU customs union prevents UK businesses and consumers from importing cheaper 

alternatives, it also prevents politicians from imposing tariffs on goods from other EU countries. And 

it eliminates the administrative costs of these imports. This matters because around half of our 

asked if freer movement of goods and services within Europe had made the average western 

European citizen better off since the 1980s, 22 per cent agreed while the remaining 78 per cent 

agreed strongly.34 

Outside the customs union, World Trade Organisation (WTO) rules mean we must apply the same 

tariffs and administrative processes to imports from all foreign countries. Most importantly, this 

could obstruct our access to European imports but it also poses a threat to UK exports to the EU as 

                                                      

31 Economidou, C. & Murshid, AP., Testing the Linkages between Trade and Productivity Growth, Tjalling C. 
Koopmans Research Institute part of Utrecht University, 2007, 
https://www.uu.nl/sites/default/files/rebo_use_dp_2007_07-22.pdf, (accessed 17 April 2018). 
See also Clerides, S., S. Lach, J. Tybout, (1998). Is Learning-by-Exporting Important? Micro-Dynamic Evidence 
from Colombia, Mexico and Morocco, Quarterly Journal of Economics, 113:3, 903-947 and Bernard, A. B. and J. B. 
Jensen, (1999). Exceptional Exporter Performance: Cause, Effect, or Both? Journal of International Economics, 
47:1, 1-25. 
32 Bloom, N., Draca, M. & Van Reenen, J., Trade Induced Technical Change? The Impact of chinese Imports on 
Innovation, IT and Productivity, National Bureau of Economic Research, 2011, 
http://www.nber.org/papers/w16717.pdf, (accessed 17 April 2018). 
33 Caliendo, L. & Rossi-Hansberg, E., The Impact of Trade on Organisation and Productivity, National Bureau of 
Economic Research, 2011, http://www.nber.org/papers/w17308.pdf, (accessed 17 April 2018). 
34 Chicago Booth, IGM Forum: Trade Within Europe, 07 December 2016, 
http://www.igmchicago.org/surveys/trade-within-europe, (accessed 17 April 2018). 

https://www.uu.nl/sites/default/files/rebo_use_dp_2007_07-22.pdf
http://www.nber.org/papers/w16717.pdf
http://www.nber.org/papers/w17308.pdf
http://www.igmchicago.org/surveys/trade-within-europe
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they must also abide by WTO rules. An agreement with the EU could ensure that we retain tariff-free 

trade and minimise the administrative burdens of things like requirements and the 

acceptance of standards and assessments. Without such an agreement, either government could be 

tempted to impose burdensome barriers on imports in an attempt to protect low-productivity firms 

from competition or simply to enforce their own standards legalistically. 

Existing tariffs are reducing GDP by 0.3 per cent, according to a London School of Economics study.35 

The study found that this benefit of moving to unilateral free trade would be outweighed by the 

costs of barriers other than tariffs, however, highlighting the significance of keeping barriers to trade, 

especially imports, as minimal as possible. 

These barriers include the payments currently made under the EU common agricultural and fisheries 

Similarly, payments are made to the fisheries industry which ultimately subsidise low-productivity 

firms.36 

Policy response 

Government should remove barriers to trade wherever possible, with the priority on imports: 

 Leave the EU customs union and abolish tariffs on imports. 

 Agree free trade agreements with as much of the world economy as possible, not least the EU. 

 Agree a liberal approach to rules of origin with the EU, together with smart border technology 

to minimise disruption to EU-UK trade. 

 Adopt a mutual recognition strategy for standards as widely as possible, but Britain should 

recognise robust foreign regulation regardless. For example, medicines given regulatory 

approval by European or American agencies could receive automatic approval in the UK. 

 Phase out payments to the farming and fisheries industries for production and stop buying 

by 25 per cent each year to eliminate in four years. 

Summary 

International free trade raises UK productivity by intensifying competition which forces unproductive 

firms out of business, making it easier for more productive firms to take on their staff, premises and 

equipm

common agricultural policy and common fisheries policy give advantages to European producers not 

only at the expense of consumers but also more productive firms who could put their resources to 

better use. Restrictions on imports, including tariffs, standards and other administration, should be 

minimised and eliminated where possible, along with payments to farmers and fishermen. 

  

                                                      

35 Dhingra, S. et al, The Costs and Benefits of Leaving the EU: Trade Effects, LSE Centre for Economic 
Performance, 2017, http://cep.lse.ac.uk/pubs/download/dp1478.pdf, (accessed 19 April 2018). 
36 Marine Management Organisation, European Maritime and Fisheries Fund: how to apply for funding, 24 
January 2018, 
https://assets.publishing.service.gov.uk/government/uploads/system/uploads/attachment_data/file/691050/
EMFF_GENERAL_GUIDANCE_2018.pdf, (accessed 17 April 2018). 

http://cep.lse.ac.uk/pubs/download/dp1478.pdf
https://assets.publishing.service.gov.uk/government/uploads/system/uploads/attachment_data/file/691050/EMFF_GENERAL_GUIDANCE_2018.pdf
https://assets.publishing.service.gov.uk/government/uploads/system/uploads/attachment_data/file/691050/EMFF_GENERAL_GUIDANCE_2018.pdf
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Further information 

s Nothing to declare explores aspects of trading arrangements with the EU, such as 

rules of origin and borders which need to be considered to ensure a smooth departure from the 

customs union. P Unilateral Free Trade goes into some detail on the case for 

unilateral free trade outside the customs union. 
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7. Transport congestion 
 

 

Transport infrastructure networks in Britain are of poor quality, inadequate in scope and congested. 

Debate is often focussed on rail networks, but, excluding walking, 82 per cent of journeys are made 

by cars and vans with another 9 per cent by bus, compared to just 4 per cent by rail. 

important, of course. It accounts for 11 per cent of distance travelled (ignoring walking) and is 

concentrated in London and other economically intensive areas. Nonetheless, UK transport is 

dominated by road travel.37 

most congested roads while the UK lies at third place in Europe, behind Russia and Turkey.38 They 

estimated the cost of congestion last year at £38 billion, with £10 billion in London alone. On the rail 

network, services into London stations were in 2016 on average 8 per cent over capacity in the 

morning peak, up from 6 per cent in 2011 despite expanded capacity. Figures for Bristol, Manchester 

and Leeds were 5, 5 and 4 per cent, respectively.39 

How does it hold down productivity? 

Congestion acts like a tax on other users, particularly highly productive users. The more productive a 

user, the more a delay lowers productivity. The mechanism is direct on roads. Traffic jams caused by 

the interaction of traffic volume and bottlenecks slow down transit for all users. Commuting time is 

increased, which lowers productivity per hour spent working including commuting. Labour markets 

are restricted, reducing the range of available jobs for employees and workers for employers, leading 

to less efficient job matching. And logistics become more expensive, requiring more time to deliver 

the same quantity of output. 

The mechanisms on passenger rail are similar, except that the closed systems mean that congestion 

applies to individual passengers rather than vehicles. Passenger journeys become less pleasant and 

more delayed when passengers cannot board trains and ticket gate queues lengthen, while measures 

taken by railway companies to handle congestion typically further increase passenger journey times. 

The effects on labour markets and business travel are as with road congestion. 

On roads and in flight paths near busy airports, congestion not only wastes time but also fuel and 

incurs additional costs for other people including noise and emissions. 

Policy response 

The principle problem is that demand is artificially inflated by undercharging for use of congested 

transport infrastructure. This restricts the finance available to fund capacity improvements where 

they are needed. It also encourages people to only consider the cost of their own time when deciding 

to make a journey. In addition, fuel duty and vehicle excise duty discourage driving in places and at 

times where congestion is not a problem, discouraging productive journeys. 

                                                      

37 Department for Transport, How people travel (mode), 2013, https://www.gov.uk/government/statistical-
data-sets/nts03-modal-comparisons#table-nts0301, (accessed 17 April 2018). 
38 INRIX, Traffic Congestion Cost UK Motorists Over 37.7 Billion in 2017, 2017, http://inrix.com/press-
releases/scorecard-2017-uk/, (accessed 17 April 2018).  
39 Department for Transport, Rail passenger numbers and crowding on weekdays, 27 July 2017, 
https://www.gov.uk/government/statistical-data-sets/rai02-capacity-and-overcrowding, (accessed 19 April 
2018). 

https://www.gov.uk/government/statistical-data-sets/nts03-modal-comparisons#table-nts0301
https://www.gov.uk/government/statistical-data-sets/nts03-modal-comparisons#table-nts0301
http://inrix.com/press-releases/scorecard-2017-uk/
http://inrix.com/press-releases/scorecard-2017-uk/
https://www.gov.uk/government/statistical-data-sets/rai02-capacity-and-overcrowding
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 Scrap all free and reduced price transport and replace them with direct benefits where 

necessary. 

 Introduce a road pricing system along the lines of the 1964 Smeed report40 while abolishing 

vehicle excise duty for most vehicles and substantially reducing fuel duty. This could be applied 

only to driverless cars (or possibly all new vehicles) at least initially, to reduce the political 

obstacles.  

 Scrap HS2 and reallocate resources to projects with better benefit-cost ratios including 

commuter rail and highways improvements and maintenance. 

 Raise the national speed limit to 90mph. 

Summary 

Transport congestion damages productivity by increasing transport costs for business and shrinking 

labour markets due to longer and less pleasant commuting. Introducing road pricing, cutting 

motoring taxes, removing transport user subsidies and switching infrastructure spending from 

wasteful projects like HS2 to better value schemes would enable labour markets to function more 

effectively and reduce the cost of business travel and goods transport. 

Further information 

, publishing research including HS2 Capacity 

Analysis, Will HS2 create jobs?, and High Speed Rail in 2011, Unnecessary Jobs in HS2 in 2015, and Rich 

 in 2016.  

                                                      

40 Ministry of Transport, Road Pricing: The Economic and Technical Possibilities, 1964, 
https://archive.org/stream/op1265810-1001#page/n0/mode/1up, (accessed 17 April 2018). 

https://archive.org/stream/op1265810-1001#page/n0/mode/1up
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8. Government spending 
 

 

Government spends too much national income, particularly on services and welfare instead of 

investment. Too much tax and spend is decided nationally while not enough use is made of 

competition and incentives. 

How does it hold down productivity? 

Because consumers are able to take their custom elsewhere, business and voluntary sector providers 

face stronger incentives to improve productivity. The profit motive sharpens incentives further still. A 

survey of 16 papers in The Spending Plan found that estimates of the optimal share of national income 

for economic growth ranged from 16 to 37 per cent.41 This contrasts with the UK level of 39 per cent 

for 2017-18.42 

The type of spending is important, too. Transfers of cash and spending on government programmes 

reallocate resources (via productivity-sapping taxation) to electorally significant groups. But 

infrastructure and education can and sometimes do improve employee skills and mobility. A 1994 

government transfers, consumption and total outlays have consistently negative 

effects, while educational expenditure has a positive effect, and government investment has no 

effect on private productivity growth .43 

apart 

from government investment, all government expenditures have negative marginal effects on 

productivity and GDP growth 44 1 percentage point increase in the share of 

government consumption in GDP reduces the equilibrium GDP growth rate by 0.216 percentage 

points, while the same increase in government investment raises the growth rate by 0.167 

percentage points. This suggests that a reallocation of 1 percentage point of government 

consumption to government investment can raise the growth rate by 0.38 percentage points.  

and education is positive for long-run output levels. Reallocating spending towards social welfare 

(and away from all other expenditure categories pro-rata) may be associated with modest negative 
45 

The level of government where decisions are made also matters. Local governments are more likely 

to know what local needs are. Local decision-making also allows for more experimentation, which 

raises efficiency. Three economists looked at public sector efficiency in 19 OECD countries between 

                                                      

41 the Spending Plan, 2015, 
https://d3n8a8pro7vhmx.cloudfront.net/taxpayersalliance/pages/5255/attachments/original/1425976126/The
_Spending_Plan_WEB2.pdf#page=96, Table 6.1, p.82-84, (accessed 17 April 2018). 
42 OBR, Economic and fiscal outlook, March 2018, http://cdn.obr.uk/EFO-MaRch_2018.pdf, (accessed 17 April 
2018). 
43 Hansson, P. & Henrekson, M., A new framework for testing the effect of government spending on growth and 
productivity, Public Choice, 1993, https://link.springer.com/article/10.1007/BF01053239, (accessed 17 April 2018). 
44 Mo, PH., Government expenditures and economic growth: the supply and demand sides, Fiscal Studies, Vol.28, 
No.4 , 2007, https://www.ifs.org.uk/publications/4140, (accessed 17 April 2018). 
45 Gemmell, N., Kneller, R. & Sanz, I., Does the composition of government expenditure matter for long-run GDP 
levels?, Oxford Bulletin of Economics and Statistics, 2015, 
http://eprints.nottingham.ac.uk/30878/8/Last%20version%20OBES.pdf, (accessed 17 April 2018). 

https://d3n8a8pro7vhmx.cloudfront.net/taxpayersalliance/pages/5255/attachments/original/1425976126/The_Spending_Plan_WEB2.pdf#page=96
https://d3n8a8pro7vhmx.cloudfront.net/taxpayersalliance/pages/5255/attachments/original/1425976126/The_Spending_Plan_WEB2.pdf#page=96
http://cdn.obr.uk/EFO-MaRch_2018.pdf
https://link.springer.com/article/10.1007/BF01053239
https://www.ifs.org.uk/publications/4140
http://eprints.nottingham.ac.uk/30878/8/Last%20version%20OBES.pdf


 
 

www.taxpayersalliance.com 27 

 

 

OECD resear

sub-periods suggest that tax autonomy has emerged as a significant driver for both GDP and 

 appears to work 
46 

As well as leading to greater productivity throughout the economy, decentralisation also leads to 

better public service productivity, too. An OECD study into local tax competition found t

tax competition leads to more efficiency in the public sector, both by making public providers more 

-funded 
47 the relationship is positive when fiscal decentralisation is 

increasing from low levels 48 

In other words, economies like the UK. Local spending accounts for just 25 per cent of the UK total, 

compared to OECD average of 32 per cent. And some states have a much greater local government 

share of the total. In Denmark it is 64 per cent, while Canada has 78 per cent, including spending at 

the province level. 

 

UK is in a particularly good position to gain from transferring powers and revenue-raising 
 However, he adds that devolved spending alone is 

unlikely to be sufficient when taxes are already much less devo

regional authorities will not have good incentives to adopt effective policies unless they must pay for 
 49 

Policy response 

 Cut spending to a third of national income by implementing the 41 specific policy 

recommendations in The Spending Plan. 

 Devolve powers to local authorities. Devolve local revenues from fuel, tobacco and alcohol 

duties to local authorities and commission a full audit of statutory obligations to minimise 

control from Whitehall. 

 Reallocate spending from services and welfare into investment. 

 Automate service delivery where possible across the public sector. 

  

                                                      

46 Blochliger, H., Decentralisation and Economic Growth - Part 1: How fiscal Federalism Affects Long-Term 
Development, OECD Working Papers on Fiscal Federalism No.14, 2013, http://www.oecd-
ilibrary.org/taxation/decentralisation-and-economic-growth-part-1-how-fiscal-federalism-affects-long-term-
development_5k4559gx1q8r-en?crawler=true, (accessed 17 April 2018). 
47 Blochliger, H. & Pinero-Campos, J., Tax Competition Between Sub-Central Governments, OECD, 2011, 
https://www.oecd.org/tax/federalism/48817035.pdf, (accessed 17 April 2018). 
48 Thiessen, U., Fiscal Decentralisation and Economic Growth in High-Income OECD Countries, Institute of Fiscal 
Studies, 2005, https://onlinelibrary.wiley.com/doi/abs/10.1111/j.1475-5890.2003.tb00084.x,(accessed 18 April 
2018). 
49 Booth, P., Federal Britain: The case for decentralisation, The Institute of Economic Affairs, 2015, 
https://iea.org.uk/wp-content/uploads/2016/07/Booth-Federal-Britain-Interactive.pdf, (accessed 18 April 
2018). 

http://www.oecd-ilibrary.org/taxation/decentralisation-and-economic-growth-part-1-how-fiscal-federalism-affects-long-term-development_5k4559gx1q8r-en?crawler=true
http://www.oecd-ilibrary.org/taxation/decentralisation-and-economic-growth-part-1-how-fiscal-federalism-affects-long-term-development_5k4559gx1q8r-en?crawler=true
http://www.oecd-ilibrary.org/taxation/decentralisation-and-economic-growth-part-1-how-fiscal-federalism-affects-long-term-development_5k4559gx1q8r-en?crawler=true
https://www.oecd.org/tax/federalism/48817035.pdf
https://onlinelibrary.wiley.com/doi/abs/10.1111/j.1475-5890.2003.tb00084.x
https://iea.org.uk/wp-content/uploads/2016/07/Booth-Federal-Britain-Interactive.pdf
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Summary 

High levels of Whitehall spending on government consumption and welfare create weak incentives to 

maximise productivity and efficiency. Reducing total spending while reallocating some to investment, 

and devolving duties on tobacco, alcohol and fuel will transfer resources to more productive uses and 

strengthen competition so that provision and funding of public services are better linked. 

Further information 

. We 

have long made the case for spending restraint with our landmark reports, from our Town Hall Rich 

List and Bumper Book of Government Waste to our 2015 The Spending Plan Why the cost 

of living is so high Taxation, Government Spending 

and Economic Growth and Federal Britain: The case for decentralisation discuss the principles of tax 

reform from a growth-maximising perspective and decentralisation, respectively.  
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9. Corporate tax 
 

 

Corporation tax is levied on the profits of companies at a rate of 19 per cent. The difference between 

taxing profits and taxing distributions is investment. As the long-term source of productivity growth, 

investment is the last thing the tax system should target. 

How does it hold down productivity? 

When deciding whether to make an investment, firms balance the after-tax returns for their 

shareholders against the risks. Lower after-

addition, investors too will change their behaviour, either by switching income from investment to 

consumption or from higher tax environments to lower tax environments. As Helen Miller of the 

Institute for Fiscal Studies told the Financial Times

switc
50 

Research has shown the theory to be substantiated by the data. 

For example, Gemmell et al (2010) looked at firm-level data and found that higher corporate tax rates, 

via their effect on the post-tax user cost of capital have adverse effects on firms  investment levels.51 

They -5 years, a

adversely affect

This is important for the UK because of our strength in research and hi-tech industries, both of which 

are widely acknowledged as areas the UK economy should be exploiting more effectively. 

Later, Gemmell et al (2012) looked at European data and found that corporate taxation slows down 

the rate at which low-productivity firms make investments to enable their productivity to catch up.52 

Particularly interesting in the context -productivity firms was their finding 

 

While many other economies may suffer from higher headline corporate tax rates than the UK, much 

more generous capital allowances serve to reduce the damage this causes to their investment and 

he UK rate 

in 2015 but its effective marginal rate was only 1 percentage point higher. 53 

  

                                                      

50 Tax by design, Institute for Fiscal Studies, 
2011, https://www.ifs.org.uk/uploads/mirrleesreview/design/ch18.pdf, (accessed 18 April 2018).  
51 Gemmell, N. et al., Corporate Taxation and the Productivity and Investment Performance of Heterogenous 
Firms: Evidence from OECD firm-Level Data, Documentos de Trabajo FUNCAS, 2010, 
http://ftp.zew.de/pub/zew-docs/veranstaltungen/Draft_Kneller.pdf 
52 Gremmell, et al., Corporate Taxation and Productivity Catchup: Evidence from 11 European Countries, 
University of Nottingham, 2012, https://www.nottingham.ac.uk/economics/documents/discussion-papers/12-
06.pdf, (accessed 18 April 2018).  
53 Devereux, M. et al., G20 Corporation Tax Ranking, Oxford University Centre for Business Taxation, 2016, 
https://www.sbs.ox.ac.uk/sites/default/files/Business_Taxation/Docs/Publications/Policy_Papers/g20-
corporation-tax-ranking-2016_0.pdf, (accessed 18 April 2018).  

https://www.ifs.org.uk/uploads/mirrleesreview/design/ch18.pdf
http://ftp.zew.de/pub/zew-docs/veranstaltungen/Draft_Kneller.pdf
https://www.nottingham.ac.uk/economics/documents/discussion-papers/12-06.pdf
https://www.nottingham.ac.uk/economics/documents/discussion-papers/12-06.pdf
https://www.sbs.ox.ac.uk/sites/default/files/Business_Taxation/Docs/Publications/Policy_Papers/g20-corporation-tax-ranking-2016_0.pdf
https://www.sbs.ox.ac.uk/sites/default/files/Business_Taxation/Docs/Publications/Policy_Papers/g20-corporation-tax-ranking-2016_0.pdf
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Policy response 

 Abolish corporation tax and tax distributed income instead (see The Single Income Tax).54 

 In the meantime, cut corporation tax to 10 per cent while raising dividend tax rates. 

Summary 

Corporation tax targets investment and so reduces the stock of capital which in turn constrains 

productivity. Scrapping it entirely will turn the switch on for companies thinking of relocating to the 

UK and for investments 

potential of the economy. In the meantime, a substantial cut would deliver some of the benefit. 

Further information 

 made as part of our 2012 

comprehensive tax reform proposals in The Single Income Tax. As well as this, we have published 

much research including How to fix corporate tax, Briefing note: Proposals for the reform of Corporation 

Tax and a submission to the Treasury Select Committee, Sustainability of the tax base. Our Tax briefing 

note: corporation tax (part of our series of briefings on every tax type) set out the problems and the 

case for reform in 2017. 

  

                                                      

54 Heath, A. et al., The Single Income Tax, 2020 Tax Commission, 2012, www.2020tax.org/#report, (accessed 18 
April 2018). 

http://www.2020tax.org/#report
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10. Capital gains tax 
 

 

Capital gains tax (CGT) is levied on the gain in value of most assets between purchase and sale.  

 was simplified into a single 

18 per cent rate. In 2010 a higher rate of 28 per cent was added. The higher rate is paid on gains over 

the income tax higher rate threshold when taxable income and chargeable gains are combined. So 

those paying higher rate income tax would pay the higher rate of CGT on all their gains above the 

CGT personal allowance. In 2016, the rates were cut to 10 and 20 per cent with a few exceptions 

including residential property, which remains at 18 and 28 per cent. 

How does it hold down productivity? 

Capital gains tax reduces the after-tax returns on investments and so alters the balance between 

saving for investment and spending for consumption. This is particularly important because treating 

investment and consumption neutrally requires a zero rate of CGT. 

It is tempting to think that setting CGT at the same rate as income tax would make the tax system 

neutral between income and capital gains, discouraging avoidance. But this is fundamentally and 

conceptually flawed. Most capital gains are already effectively post-tax. To understand why, imagine 

you own a company which you founded with no capital. This company now has no prospects of any 

future activities and has ended trading, but during your ownership its bank balance grew to £100,000. 

You have two options. One is to wind the company down and the £100,000 surplus would be treated 

as income. Or you could sell the company to someone else who would have the same options. But no 

buyer would pay £100,000 because of the tax payable on extracting the cash. 

the company, the buyer would only pay -

capital gain would be £60,000 which would then be subject to the 20 per cent capital gains tax. So 

£12,000) 

 

By shifting the balance in favour of consumption away from investment, CGT reduces overall 

investment, which lowers the capital stock and therefore labour productivity. But it 

reduce the quantity of investment, it reduces its efficiency. CGT weakens the financial incentives to 

reallocate economic assets when their current owners are no longer the best people to own them. 

This means, for example, that control of start-ups is retained by founders for too long. Entrepreneurs 

suited to managing companies in their earliest stages.  

Policy response 

 Abolish capital gains tax entirely when possible. 

 In the meantime, scrap the higher 20 per cent rate, and the 18 and 28 per cent rates on 

relief by extending its 10 per cent rate to all investors and assets.  
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Summary 

Capital gains tax is almost always justified by a misunderstanding of how a fair, neutral tax system 

would tax gains and is fundamentally flawed. It gets in the way of markets reallocating assets 

between owners. As a result it discourages entrepreneurship and investment, and constrains the 

growth of expanding businesses by delaying their switch from start-up to professional management. 

Scrapping it would encourage investment, free up markets to reallocate assets efficiently and 

improve the management of fast-growing smaller firms. 

Further information 

comprehensive tax reform proposals in The Single Income Tax which proposed abolishing the charge 

entirely. Our Tax briefing note: capital gains tax (part of our series of briefings on every tax type) set 

out the case in 2017.  
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11. Product regulation 
 

 

Product regulations are usually intended to protect consumers with minimum standards but often 

that involves reducing choice for consumers who might find a higher standard to be worse value for 

money and impose administrative and compliance costs for businesses. 

How does it hold down productivity? 

A 2012 government report on the economics literature on regulation by Frontier Economics found 

- and firm-level studies that higher product market regulation reduces 

interme  55 

intensity of competition and lowers firm 

 

Regulation does not just affect the businesses it directly regulates. The authors cite a Banque de 

France working paper which finds that over the 1995-2007 period eliminating all regulatory burdens 

in upstream sectors  could have increased productivity growth by up to 1.7 percentage points per 

year.56 Another report, by the World Bank, finds that the relationship between more business-

friendly regulations and higher growth rates is consistently significant .57 

So regulatory costs have a significant negative impact on productivity growth, via competition 

increasing innovation and therefore productivity; upstream regulation affecting downstream 

productivity; and the stronger reallocation of resources to the highest productivity firms where the 

regulatory burdens are lightest. 

Relative to other economies, the UK enjoys a low regulatory burden, despite alarming rhetoric from 

 to lead a race to the top in global standards .58 An OECD 

paper places the UK in second place after the Netherlands.59 But further progress is possible. The 

literature nevertheless indicates that further reduction of product market regulation is likely to have 

 

  

                                                      

55 Frontier Economics, The impact of regulation on growth, 2012, 
https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/32107/12-821-impact-of-
regulation-on-growth.pdf, (accessed 18 April 2018). 
56 Ibid. 
57 Ibid. 
58 HM Government, David Davis' Foundations of the Future Economic Partnership Speech, 20 February 2018, 
https://www.gov.uk/government/news/david-davis-foundations-of-the-future-economic-partnership-speech, 
(accessed 18 February 2018). 
59 Koske, I. et al., OECD, 2015, The 2013 
update of the OECD product market regulation indicators: policy insights for OECD and non-OECD countries, 
(accessed 18 April 2018). 

https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/32107/12-821-impact-of-regulation-on-growth.pdf
https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/32107/12-821-impact-of-regulation-on-growth.pdf
https://www.gov.uk/government/news/david-davis-foundations-of-the-future-economic-partnership-speech
http://dx.doi.org/10.1787/5js3f5d3n2vl-en
http://dx.doi.org/10.1787/5js3f5d3n2vl-en
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Policy response 

 Set a target for the UK to return to the lowest regulatory burden in the OECD ranking. 

  economic costs 

Office for Regulation 

R  

Summary 

Economic literature shows that while the UK performs better than most countries on the burden of 

regulation, there is still room for improvement. As well as driving up the cost of production directly, 

compliance costs deter new entrants which weakens competition, protecting low-productivity 

incumbents. A stronger spotlight on where the costs and benefits of regulations lie together with a 

target to be ranked lowest in the OECD should help make British business more productive. 

Further information 

The impact of regulation on growth.  
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12. Zombie firms 
 

 

Persistently low interest rates have prolonged the life of low-productivity companies which would 

fold under normal conditions. A debt bias in corporate taxation also hampers the efficient 

reallocation of capital to faster growing, higher productivity firms. 

How does it hold down productivity? 

In a speech on the productivity puzzle last year, the Bank of England chief economist Andrew 

Haldane offered zombies as 

suggested that holding the bank rate at 4.25 per cent instead of 0.25 per cent would have increased 

productivity by 1-2 per cent by causing 10 per cent of firms to go bust, at a cost of 1.5 million jobs. 

The most precarious firms are a mixture of the most productive and unproductive, so if only the 

most unproductive firms were among the 10 per cent which would go bust, the productivity gain 

would be 3-4 per cent.60 

More recently the OECD published research showing that 

be connected with a zombie firm compared to health causation appears to run 

from weak banks to zomb

to finance in sectors with a high share of capital tied to zombie firms. This would suggest that 

zombie congestion works mostly through reduced profits for healthy firms, which reduce expected 

 61 

This year, the head of the monetary and economic department at the Bank for International 

Settle

opportunity cost is lower. And it is more difficult to discriminate across borrowers when interest 

rates are very low, delaying their balance sheet repair. Ultimately, unprofitable firms could survive for 
62 

This is a growing issue, highlighted by the growth in zombie firms in 14 OECD countries from close to 

cut debt at a rate of over 3% of total assets per year relative to non-zombie firms; but post-2000, the 

two g  

Some economists have cast doubt on the true financial strength of UK banks.63 This highlights the 

relevance of zombie firms to UK productivity, with the evidence linking the increased prevalence of 

                                                      

60 Haldane, A., Productivity puzzles, Bank of England, 2017, 
https://www.bankofengland.co.uk/speech/2017/productivity-puzzles, (accessed 18 April 2018).  
61 Andrews, D. McGowan, MA. & Millot, V., Confronting The Zombies: Policies For Productivity Revival, 2017, 
http://www.oecd-ilibrary.org/docserver/download/f14fd801-en.pdf (accessed 28 April 2018) and Andrews, D. & 
Petroulakis, F., Breaking The Schackles: Zombie Firms, Weak Banks And Depressed Restructuring In Europe, 
OECD, 2017, 
http://www.oecd.org/officialdocuments/publicdisplaydocumentpdf/?cote=ECO/WKP(2017)65&docLanguage=E
n, (accessed 18 April 2018).  
62 Borio, C., Bank For International Settlements, 2018, 
https://www.bis.org/speeches/sp180110.pdf, (accessed 18 April 2018).  
63 Dowd, K., ASI (Research) Ltd, 2017, 
https://static1.squarespace.com/static/56eddde762cd9413e151ac92/t/59b6b448a8b2b050d1f5d230/15051459411
98/No+Stress+III+-+final.pdf, (accessed 18 April 2018).  

https://www.bankofengland.co.uk/speech/2017/productivity-puzzles
http://www.oecd-ilibrary.org/docserver/download/f14fd801-en.pdf
http://www.oecd.org/officialdocuments/publicdisplaydocumentpdf/?cote=ECO/WKP(2017)65&docLanguage=En
http://www.oecd.org/officialdocuments/publicdisplaydocumentpdf/?cote=ECO/WKP(2017)65&docLanguage=En
https://www.bis.org/speeches/sp180110.pdf
https://static1.squarespace.com/static/56eddde762cd9413e151ac92/t/59b6b448a8b2b050d1f5d230/1505145941198/No+Stress+III+-+final.pdf
https://static1.squarespace.com/static/56eddde762cd9413e151ac92/t/59b6b448a8b2b050d1f5d230/1505145941198/No+Stress+III+-+final.pdf
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zombie firms to weak banks due to their unwillingness to acknowledge the genuine prospects for 

recovering loans. 

Policy response 

 Amend the rules for the Bank of England to assess the impact on productivity levels and 

growth when setting interest rates, especially during the recovery phase of the economic cycle, 

including in letters to the chancellor when the inflation target has been missed. 

 Instruct HM Treasury to conduct or commission research into how to reduce zombie firm 

prevalence taking account of the trade-offs with output and employment. 

 Eliminate the debt-equity bias in corporate taxation by replacing corporation tax with a single 

income tax on distributed income. 

Summary 

Firms which can only meet their loan repayments due to persistently low interest rates are 

congesting markets, weakening the growth of more productive companies who find it harder to 

access capital, especially when banks are weak and unwilling to recognise bad debts on their own 

accounts. The bias in favour of debt finance (against equity) also benefits low-productivity zombie 

firms at the expense of high-productivity healthy companies. Scrapping the debt bias in corporate 

tax and adjusting monetary policy mechanisms to acknowledge productivity concerns would 

rebalance capital away from low-productivity zombie firms and allow growing, healthy companies to 

expand. 

Further information 

comprehensive tax reform proposals in The Single Income Tax. Fixing the debt-equity bias was one of 

the primary reasons for the reform. As well as this, we have published much research including How 

to fix corporate tax, Briefing note: Proposals for the reform of Corporation Tax and a submission to the 

Treasury Select Committee Sustainability of the tax base. In 2017, our Tax briefing note: corporation tax 

(part of our series of briefings on every tax type) set out the problems and the case for reform. 

 


