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FOREWORD

Growth. In theory, every party wants it. Indeed, with the
exception of the Green Party, all the parties insist that
it is their ‘priority’. So why, relative to comparable coun-
tries, is it not happening? How is it that Britain - the
breeding-ground of so many inventors and Nobel Prize
winners, the nation that engendered the Industrial Revo-
lution, which is the central fact of your life and mine - is
stagnating?

The truth is that, while all our politicians claim to want
growth, they are not prepared to do the things that would
enable it. When Sir Keir Starmer came to office, he told us
that he would ‘pull the lever called growth’, as if his pre-
decessors in all parties had, for some mystifying reason,
chosen to leave it unpulled.

What he discovered on entering Number 10 was that
the easy levers had all been tugged long since. Getting
prosperity back into our economy, returning to the
growth rates we took for granted for most of the twenti-
eth century, requires making tough decisions as opposed
to just talking about them. No prime minister since Tony
Blair in his first term has been prepared to do that.

We must stop pretending to ourselves that there is a
convenient eye-level lever just waiting to be grasped. The
authors in the pages that follow begin by showing why no
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such lever exists, and why those who claim that our poor
economic performance is the result of some specific pol-
icy error or exogenous shock — austerity or Brexit or the
Ukraine war - are deluding themselves.

We need to understand that the machine to which the
lever is connected is malfunctioning. The structure of our
juridical and governmental machine makes the pursuit
of growth, in every sense, unprofitable. Our authors de-
scribe, in pitiless detail, a legal regime that makes it im-
possible to build the infrastructure that every incoming
government sincerely wants; that has burdened us with
the most expensive energy in the developed world; that
makes us pay more to build fewer houses than any other
developed country; and that penalises the work, saving
and investment on which output depends.

Though we like to blame others, we have spent a quar-
ter of a century rationing our land, capital, energy and la-
bour - taxing them, regulating them, forbidding their use.
Our stagnation is a policy we adopted, clause by clause,
and have yet to repeal.

That is the sombre news. The hopeful news follows dir-
ectly from it. What was done by statute can be undone
by statute. A nation that legislated itself into decline can,
with better deliberation, legislate itself out. We did this
to ourselves — which means, thank heaven, that we can
undo it.

DANIEL HANNAN

Director General, Institute of Economic Affairs
July 2026

Xi
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1 INTRODUCTION

Daniel Freeman and Kristian Niemietz

Britain has a growth problem.

Between 1955 and 2007, real GDP per capita grew by an
average of 2.3 per cent per year. But since 2007, our trend
rate of growth has fallen to less than a third of what we
had come to expect over the previous half-century. This
has real impacts on people’s lives. A child born in 1980
would on his 18th birthday find a country that was 57 per
cent richer than when he was born. A child coming of age
in 2025, however, would find himselfin a country that had
only grown 8 per cent richer over the course of his lifetime.

The purpose of this volume is not to solve the problem
of British growth - or rather, its absence - in a couple of
hundred pages. Although most chapters do contain broad
outlines of measures that could help alleviate the prob-
lem, the emphasis is on the diagnosis. The main purpose
of this book is to examine the key factors that have con-
tributed to two decades of lost economic growth.

In the following chapter, Dr Tyler Goodspeed sets out
the extent of the problem facing the British economy and
proposes his own credit-based explanation for anaemic
growth since the Global Financial Crisis (GFC).



THE GREAT STAGNATION

Goodspeed presents a convincing case that post-GFC
financial regulation in the context of Britain’s highly
concentrated banking sector starved non-financial busi-
nesses in the UK of access to bank credit. Instead, banks
were incentivised to take onto their books larger quan-
tities of what regulators saw as safer government debt at
the expense of the private sector. For Britain, Goodspeed
argues, the ‘credit crunch’ was not a one-off correction
but following the Basel III framework, became a perma-
nent state of affairs.

Dr Kristian Niemietz’s chapter describes Britain as an
economy which systematically — and needlessly — deprives
itself of some of the key input factors that a prospering
economy requires, especially housing and commercial
premises. We are trying to squeeze a twenty-first-century
economy into the built environment we have inherited
from the previous two centuries, refusing to give it the
physical space it needs to grow. In Niemietz’s analysis,
Britain’s economy is the equivalent of a Bonsai tree, a tree
which has as much growth potential as any other tree, but
which nonetheless does not grow - for the simple reason
that it is not given the space it needs to do so.

Dr Valentin Boboc tells a similar and interlinked story
in his chapter highlighting the role of infrastructure in
choking Britain’s growth. This is not, as is sometimes
claimed, the result of a niggardly state refusing to invest
sufficiently in public transport. Indeed, as Boboc points
out, Britain in the twenty-first century has spent com-
parable or higher sums than many of our peers yet with
remarkably little to show for it. According to Boboc, the
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problem is rather that what we do spend results in so little
and takes so long to get done.

David Turver highlights the critical role of another key
input factor of economic life which Britain systematically
rations, and needlessly deprives itself of: energy. He shows
how energy costs began to rise long before Russia’s 2022
invasion of Ukraine, and have a lot more to do with policy
choices than with adverse geopolitical events. Britain has
the potential to be an energy-rich country, but chooses
not to be one, thus choking off prosperity-generating eco-
nomic activity.

Tom Clougherty makes a powerful case for the role of
the tax system in understanding the UK’s growth strug-
gles. Over the majority of this period, it is not so much a
case ofan overall taxburden that is too high, although this
has also become a problem, especially in the post-Covid
period. Rather, what sets the UK apart is a tax system that
is particularly poorly designed, unstable and which, since
the GFC, has become increasingly reliant on a narrower
base. Conservative, Labour and Liberal Democrat politi-
cians have all made much of their efforts to make the Brit-
ish tax system more progressive. In a sense they are right
to do so; the British fiscal system has become much more
progressive over the last twenty years. But in the process,
it has also increased the severity of economic distortions,
leaving us all worse off.

While most of the chapters in this book focus on areas
in which the UK underperforms relative to other devel-
oped countries, Professor Len Shackleton’s account of
the changes to the labour market is one of advantage
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steadily squandered. Britain has gone from a country
with an unusually flexible and dynamic labour market,
to one which is increasingly similar to the European
average. As a general rule, you can get away with a lot
of bad economic policy if you get enough right. Employ-
ment law highlights how the UK since 2008 has done
little to improve what it gets wrong, while squandering
its advantages.

If we want to understand what caused Britain’s eco-
nomic slowdown, we also need to understand what
did not cause it. Julian Jessop’s chapter addresses an
often-heard explanation which is popular but wrong,
namely, what we might call the ‘Austerity-Brexit double
whammy’ theory. Its proponents argue that the UK’s
economy was first weakened by the spending con-
straints of the Coalition era (2010-15) and then fatally
undermined by the results of the 2016 EU referendum
and Britain’s subsequent departure from the EU in
2020. Jessop’s chapter should not be read as a ‘defence’
of either austerity or Brexit. His point is merely that the
economic impact of both is ambiguous, and even under
worst-case assumptions, nowhere near large enough to
explain Britain’s growth slowdown.

This book is part of a long-term project, a series of IEA
publications, events, conferences, lectures and podcasts
which will be released over the next two years. This pro-
ject will seek to bring together academics, policymakers,
educators and opinion-formers from Britain and beyond
to help answer the questions thrown up by this book: if
we know what is going wrong, what can we do to solve it?
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We are extremely grateful to the authors who con-
tributed to this volume, along with the anonymous peer
reviewers in academia and other think tanks who scruti-
nised and improved early drafts.

We also thank the John Templeton Foundation for a
grant which helped make this book and the wider project
possible.



2  CREDIT

Tyler Goodspeed

The UK economy never really recovered from the Global
Financial Crisis (GFC).

Though economic output and employment did even-
tually surpass 2007 levels, they never got to where they
would have been had the recession never happened and
the UK economy simply continued to grow at its pre-2008
trend.

The consequence of that disappointing economic per-
formance is that after achieving near-parity in 2007, the
UK today is approximately 40 per cent poorer per person
than the US. A US worker could stop producing in August
and still produce more in the year than the average UK
worker working through to the end of December. The
poorest state in the US is Mississippi; if the UK were a US
state, it would be poorer than Mississippi.

For years, policymakers have insisted that this was
typical - that long, slow recoveries follow longer, deeper

Note: This chapter updates and extends a lecture the author delivered at the
Institute of Economic Affairs on 9 December 2024 (see Goodspeed 2024). The
views and opinions expressed are those of the author and are not intended to
represent the views or opinions of any other person or entity.
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recessions, and that recovery from financial crises are
particularly weak and protracted. But the reality is that
the UK’s record of economic stagnation after 2009 was
both atypical, and a policy choice, specifically, a financial
policy choice.

To illustrate the magnitude of the economic deceler-
ation in the UK after 2009, in Figure 1 I plot real gross
domestic product (GDP) per capita in the US and the UK
since 1955 relative to estimated long-run trends. For both
economies I index the level of real GDP per capita to their
2008:Q1 levels.

Figure 1 Real GDP per capita, 1955-present;
index, 2008:Q1 =100

160 GFC

120 =27

1955 1967 1979 1990 2002 2014 2026
—— US actual UK actual — — - US trend UK trend

Sources: BEA; U.S. Census Bureau; ONS, OECD; World Bank; BoE; author’s
calculations.

The figure reveals that both economies exhibited re-
markable fidelity to similar long-run trends in real GDP
per capita through the first half of 2008. Despite multiple
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recessions, from 1955 until 2008 both economies adhered
closely to trend, with growth in real GDP per capita virtu-
ally indistinguishable between the two (slightly less than
2.3 per cent in the UK versus slightly more than 2.1 per
cent in the US).

However, after the 2008/09 recession, real GDP per
capita diverged sharply from long-run trend in both econ-
omies. Specifically, there was a persistent, negative level
effect on real GDP per capita experienced by both econ-
omies. But the effect of 2008/09 was much worse in the UK
because it was also associated with a persistent change in
the rate of growth. The US suffered a drop in the level of
economic activity but then essentially returned to trend
growth. In contrast, the UK experienced both a sharp
drop in the level of economic activity and a decline in the
subsequent rate of economic growth.

Indeed, the effect is even more pronounced if one con-
siders a counterfactual scenario in which there was no re-
cessionary economic contraction in 2008/09. In Figure 2,1
plot real GDP per capita in both economies assuming that,
instead of contracting in 2008 and 2009, both the US and
UK economies simply expanded at historical trend and
then thereafter grew as they did. As can be seen in the fig-
ure, if there was no recessionary contraction in 2008/09,
the US economy would essentially have continued to
expand at long-run trend. But the level effect during the
recession can only explain about a third of the deficit of
UK real GDP per capita relative to trend; the rest is attrib-
utable to a change in the subsequent rate of UK economic
growth.
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One explanation for this sharp divergence from long-
run trend is that deeper recessions — particularly those
coincident with a financial crisis — are characterised by
slower recoveries. But the differential recoveries in the US
and UK already rebel against that hypothesis. After all,
both economies experienced contractions in 2008/09 of
roughly similar magnitude (approximately 5-7 per cent),
both of which were coincident with a financial crisis.

Figure 2 Real GDP per capita assuming no 2008/09 recession,
1955-present; index, 2008:Q1 = 100: (a) US; (b) UK

160 GFC 160 GFC
b ,
(a) (b) ,
/
/
120 120 /
4 /
4 £
4 4
4
80 / 80 /
4 V.
// 7
o //
v e
// 4
40 _/ 40 .~

0
1955 1967 1979 1990 2002 2014 2026
Actual — — - Trend
No recession

0
1955 1967 1979 1990 2002 2014 2026

Actual — — — Trend
No recession

Sources: BEA; U.S. Census Bureau; ONS, OECD; World Bank; BoE; author’s
calculations.

Moreover, though oft repeated, it is simply not true
that economic recoveries perennially violate Newton’s
third law of motion that for every action there is an equal
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and opposite reaction. Examining 132 recessions in the
UK and US over the past four centuries, in a new book I
find that the conventional narrative about slow recoveries
following worse recessions is inconsistent with the histor-
ical record (Goodspeed 2026). On average, longer, slower
recoveries do not follow longer, deeper recessions.

For both economies, the duration of a recession has no
effect whatsoever on either the height or speed of the sub-
sequent recovery. Though the depth of a recession does
indeed have a large effect on the height of the subsequent
economic recovery, it is precisely the opposite effect to
that postulated by apologists for the weak recovery from
the GFC. In both the UK and US, deeper recessions are
typically followed by higher, not shallower, rebounds. The
same holds for the speed of recovery: faster, steeper de-
clines in economic output are typically followed by faster,
steeper rebounds. So far from perennially violating it, eco-
nomic recoveries in fact typically obey Newton’s third law.

Over the broad sweep of history, nor are financial crises
in either economy associated with slower recoveries. On
average, since 1700 the UK economy recovered no faster
or slower from the 16 recessions involving financial crises
than from the 44 recessions that did not. Scholars have
recently found a similar result over the past 150 years for
the US (Bordo and Haubrich 2017).

The myth that long, slow recoveries must invariably fol-
lowlong, deep recessions is a convenient one for economic
policymakers over the past 15 years because it acquits
them of any responsibility for the anaemic growth that
followed the 2008/09 recession. But as I demonstrated in
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a recent lecture at the Institute of Economic Affairs, UK
policymakers are not innocent with respect to the poor
performance of the UK economy since 2008, though the
true culprit is often mistaken (Goodspeed 2024).

One policy candidate for the UK’s sharp divergence
from trend is that the slow recovery is attributable to rela-
tively contractionary fiscal policy between 2010 and 2015.
But without debating its purported merits or demerits,
fiscal austerity cannot explain the relatively poor perfor-
mance of the UK economy post-2009 because the US ef-
fectively did austerity too between 2010 and 2016 as Con-
gress enacted budget sequestration and state and local
governments retrenched after 2009. Indeed, government
expenditures contributed negatively to real GDP growth
in the US from 2010 through 2014, inclusive.

Another candidate is that suboptimal policies toward
land, labour and capital have resulted in the UK economy
operating well within the frontier of production possibili-
ties. Under this thesis, the UK - and most of western Eur-
ope — are now so far from the frontier of technologically
feasible production possibilities that the real change over
the past two decades has been a degradation in the ability
of the economy to fully employ existing inputs, let alone
learning how to utilise those inputs more productively.

For example, land is an important factor of production.
While there is no such thing as a free lunch, there are some
cheap lunches. One cheap lunch is simply allowing people
and businesses to move from where productivity growth is
relatively low and unemployment relatively high to where
productivity growth is relatively high and unemployment

11
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relatively low. Unfortunately, in the UK that movement is
constrained because the Town and Country Planning Act
effectively constrained the outward growth of the UK’s
most productive urban conurbations.

Capital is another key factor of production. In the UK,
businesses — and particularly small- and medium-sized
enterprises — derive at least 60 per cent of their external
financing from banks. In the US this number is less than
40 per cent, with the majority of external financing com-
ing from venture capital, private equity, angel investors,
other non-bank sources of capital. In addition, thousands
of regional banks engage in relationship lending.

This matters because smaller, younger enterprises
looking to expand may struggle to access credit through
conventional bank loans because they lack credit history
and physical assets that they might pledge as collateral.
To illustrate this point, one might consider tech compa-
nies, whose primary assets are intangible, namely, their
ideas. Without non-bank sources of credit, many such
firms may be unable to access external financing, and in-
stead be forced to rely on cash flow and retained earnings.

Finally, there is the most important factor of produc-
tion, namely, labour. The UK faces stronger demograph-
ic headwinds than the US, with a population that is on
average older and expanding more slowly. Yet, the UK
maintains a higher average tax rate on labour income.
Moreover, whereas in the US one has to earn 8.7 times the
average wage before paying the top marginal tax rate, in
the UK, one need only earn 2.2 times the average wage
before paying the top marginal rate (OECD 2026). This
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compounds challenges of labour force participation be-
cause older workers tend to respond more to changes in
marginal personal income tax rates than younger workers.

Thus, land, capital and labour are not being fully, effi-
ciently employed.

However, the challenge for the thesis that the UK’s poor
economic performance since 2008/09 is attributable to its
distance from the frontier of production possibilities is
that all these impediments to the full utilisation of land,
capital and labour have been longstanding,.

The Town and Country Planning Act has been law since
1947. One could surmise plausible reasons why those re-
strictions could become more binding over time as net-
work economies and agglomeration effects have become
more important over time. But there is little rationale for
why a 60-year old law should have become discontinuous-
ly more binding after 2008.

Moreover, though economically harmful, building
restrictions in the US did not forestall productivity ad-
vances there. Indeed, the region around Silicon Valley has
been one of the top performers in productivity growth in
the US, despite the Bay Area maintaining among the most
stringent zoning restrictions in the country.

While the UK maintains higher tax rates on labour in-
come, that was not a novel development in the aftermath
of 2008. Though labour force participation in the UK was
historically lower than in the US, since 2013 labour force
participation in the UK has been higher than in the US.

Finally, though UK businesses may be disproportion-
ately reliant on conventional bank lending for external

13
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finance, that is similarly a feature of longstanding prov-
enance. In 1931, a parliamentary committee report even
identified what subsequently became known as ‘the Mac-
millan Gap’, named after the committee’s chair, Hugh
Pattinson Macmillan. The report found that, compared to
that of the US, the British financial system historically did
not do a good job channelling investment into small- and
medium-sized enterprises. That was simply not what the
City of London specialised in.

Rather, the main reason the UK economy recovered
so slowly after 2008/09 was that post-2009 regulatory
changes on both sides of the Atlantic effectively made it
harder and more costly for banks to lend to private house-
holds and businesses, changes that were simply much
more binding on the more bank-intensive UK economy.

Figure 3 Real credit to the private non-financial sector,
1963-present; index, 2008:Q1 = 100: (a) total
private sector; (b) private business sector

GFC 160 GFC
180 (@) (b)

150 / 120 /\
120 o

90 & o odl
60 / 40 //\/
30

0 0

1963 1973 1984 1994 2004 2014 2025 1976 1986 1996 2005 2015 2025
—Us UK —USs UK
Sources: BEA; ONS, BIS, IMF; author’s calculations.

Figure 3 reports the total supply of credit to the private
non-financial sector, adjusted for inflation, in the UK and
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US since 1963 (a), as well as the inflation-adjusted total
supply of credit to the private non-financial business sec-
tor in both economies (b).

While total credit to the private sector initially de-
clined by more in the US after 2008, it also rebounded
much more strongly and, relative to early 2008 levels, by
mid 2015 had already surpassed private sector lending in
the UK (a). By the end of 2025, in real terms lending to the
private sector was 70 per cent above its 2008 level in the
US, versus just 43 per cent in the UK.!

The contrast is even more stark when one examines
total lending to the private business sector specifically (b).
Whereas real credit to the private business sector in the
US recovered to its early 2008 level by mid 2013, in the UK
it is still 15 per cent below its level in early 2008.

Why might the 2008/09 recession have had a more
persistent effect in the UK than in the US? In my 2024
IEA lecture and book, Recession: The Real Reasons Econ-
omies Shrink and What to Do About It (Goodspeed 2026),
I demonstrate that the real reason the UK economy vio-
lated Newton’s third law of motion after the 2008/09 re-
cession was an economic policy regime change.

Specifically, through changes in financial regulation,
policymakers on both sides of the Atlantic effectively man-
dated that their economies produce with less of a critical
input for which over any economically meaningful time

1 Though this reflects changes in both credit supply and credit demand, in
preliminary econometric analysis exploiting cross-country variation in
intention-to-treat with post-GFC financial regulation, I find that it is pri-
marily a function of changes in credit supply.
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horizon there is limited ability for households and busi-
nesses to find substitutes, namely, the provision of bank
credit.

Following implementation of successive rounds of Basel
banking accords, on both sides of the Atlantic after 2009
banks exceeding certain asset thresholds had to hold more
regulatory capital and be subjected to enhanced stress test-
ing, failure of which required either reduction in the size
of their balance sheets or else the substitution of lending
to sovereign governments - carrying a risk weight of zero

— for lending to higher-risk-weight lending to the private
sector. After 2010, the UK also imposed a bank levy on the
size of bank balance sheets, which exempted liabilities that
were backed by UK government bonds. Post-2009 financial
regulations also mandated liquidity coverage ratios for
banks, requiring that banks hold enough high-quality li-
quid assets — namely, government bonds - to cover 30 days
of liquidity needs in excess of cash flow.

These regulatory changes had a much bigger impact on
the UK, first, because British businesses were historically
more reliant on banks for external financing and, second,
because the UK has fewer banks that are on average larger
and therefore were more likely to be treated by the new
regulatoryregime. Indeed, there are fewer than 300 banks
in the UK serving approximately 29 million households,
compared to about 5,000 banks serving approximately
134 million households in the US.

So British banks were more likely to exceed the size
thresholds above which financial institutions were subject
to the new regulatory requirements. Moreover, with fewer
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non-bank alternatives to the provision of private credit, a
greater share of UK lending was subject to a regulatory
regime that effectively penalised lending to perceived
higher-risk small- and medium-sized businesses versus
lending to the perceived lower-risk public sector.

For small- and medium-sized UK businesses in par-
ticular, the effects of the post-2009 regulatory regime
have been substantial, resulting in higher - and still ris-
ing - barriers to credit access (UK Finance 2025; Ernst &
Young 2024). Indeed, my back of the envelope calculations
suggest that as much as 30-50 per cent of the decline in
UK credit to the private business sector can be accounted
for by the substitution of public for private sector lending
by UK banks. And this is not unique to the UK: European
economies with similar reliance on banks for external
business financing and fewer but on average larger banks
experienced similar outcomes after 2009.

Though the decline in credit reflects shocks to both
credit supply and credit demand, it is nonetheless a sear-
ing indictment of UK financial policy over the past 15
years. Before 2008, approval rates for new bank loan appli-
cations by small- and medium-sized UK businesses were
often 80-90 per cent; by 2024 that had dropped to fewer
than half. The latest instalment of new rules - so-called
Basel 3.1 - is likely to create an even more challenging en-
vironment for UK businesses seeking external financing
(Ernst & Young 2024).

Sadly, the evidence from four centuries of economic
history is that the disappointing UK recovery after 2009
was both atypical and unnecessary. Economies typically
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rebound sharply from deeper recessions. That the UK
economy has not is the consequence of policy choices. No
economic policy is without trade-offs.
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3  BUILDINGS

Kristian Niemietz

Introduction: in defence of stupid growth

Economies can grow by mobilising more input factors,
or by finding ways to utilise their input factors more effi-
ciently, where ‘more efficiently’ can refer to the efficiency
of one factor of production in isolation, or the inefficiency
in the interplay of the factors.

This is the insight formalised in the famous Solow-Swan
Growth Model in the 1950s. It has since been expanded and
refined, but it remains a basic building block for our under-
standing of economic growth - or, more relevant for the
purposes of this chapter, its absence.

Economics commentators have often treated the
first of these options — mobilising more input factors, or
‘extensive growth’ - with some disdain. They see it as
unimaginative, and unsophisticated. When writing this
chapter, we asked an Al program to summarise the eco-
nomic literature on growth models, and it described ex-
tensive growth as ‘the brute force method’, which sums
up this attitude. We appear to associate extensive growth
with the kind of growth we saw in the Soviet Union during
the first Five-Year Plans, where the regime simply forced
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people to work very long hours, suppressed consumption
to achieve extremely high reinvestment rates, and im-
ported big, bulky capital goods. This method can produce
growth of a sort, but it is clearly not the smart, ideas-led,
innovation-led growth - or ‘intensive growth’ - that
excites economics commentators. If intensive growth
is ‘smart growth’, then by implication, extensive growth
would be ‘stupid growth’.

This chapter is a defence of stupid growth: of the eco-
nomics of using more stuff that is already there, even
when this does not involve the reinvention of the wheel.

Purely from an economics perspective, using more
inputs may indeed seem like a simple method to gener-
ate growth. It involves neither new technologies, nor
organisational innovation, nor improvements in human
capital, or any of the things that are difficult to achieve
on the ground. But if we switch from a pure economics
to a political economy perspective, we get a very different
impression. From a political economy perspective, quite
often, being ‘pro-innovation’ is easy, while mobilising in-
puts is the difficult part.

At least in the abstract, ‘innovation’ is politically
popular. Politicians like to name-drop success stories in
sectors that are considered ‘innovative’, in the hope of
being able to bask in their reflected glory (even if these
successes have little to do with any government policy).
At the moment, it is almost obligatory for economic pol-
icy speeches to reference Al technology, in the way that
equivalent speeches from 25 years ago would have refer-
enced the Internet.
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This is not just lip service. Britain really has multiple
overlapping industrial policy programmes, with billions
of pounds behind them, which aim to promote innova-
tion.! This is not a comment on whether any of these pro-
grammes actually do any good. The point is merely that
at the policy level, measures to support innovation are
popular, and politically easy.

In contrast, reforms aimed at mobilising existing input
factors are often wildly unpopular, to the point of being
considered politically impossible.

Internationally, a good example is attempts to raise
the retirement age. This is usually primarily intended to
stabilise the finances of the pension system, but it also
has the effect of increasing labour supply among older
age groups (an economic input factor). Despite its obvious
benefits, it is one of the most difficult and controversial
reforms a politician could touch, and in some places (e.g.
France or Greece), it is a graveyard for political careers.

Another good example is attempts to increase the flex-
ibility of the labour market in order to reduce unemploy-
ment, such as relaxing employment protection against
dismissal or freezing minimum wage levels. This is usu-
ally primarily intended to help the unemployed them-
selves, but what is good for the unemployed is, of course,
also good for the economy as a whole, since it enables it
to make better use of its potential labour force. Still, such

1 For example, UK Research and Innovation, which the government de-
scribes as ‘an executive non-departmental public body’ that acts as a
‘national funding agency investing in science and research’ has an annual
budget of £9.2bn (UKRI 2025).
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measures are also remarkably politically challenging,
even - or especially — in places with chronically high un-
employment (e.g. France or Spain).

A third example is welfare reforms that aim to reduce
welfare dependency, getting people off benefits and into
work. Those are usually primarily fiscally motivated, but,
again, there is a positive economic effect as well, as it leads
to an increase in labour supply. Such reforms can be pop-
ular when the political mood is ripe (e.g. the ‘workfare’ re-
forms in America in the 1990s). But there are also examples
of governments feeling pressured into humiliating U-turns
(e.g. the UK in 2025), or even losing elections over welfare
reforms (e.g. Germany in the mid 2000s). The political diffi-
culty is that opponents will often frame such reforms as ‘an
attack on the most vulnerable’, which, whatever the actual
policy content, is terrible political optics.

The list goes on. The point is that politically, it is far eas-
ier to set up yet another ‘innovation hub’ or yet another

‘industrial policy taskforce’ — even when serious amounts

of money are being committed - than to pass the kinds of
reforms that mobilise dormant or underused inputs. So
we should not treat intensive growth with disdain.

The famous Paul Krugman quote that ‘Productivity isn't
everything, but in the long run, it is almost everything’ is
obviously correct, and unarguable. The purpose of this
chapter is not to dispute Krugman’s insight - quite the
opposite. The point is merely that this is not an ideological
battle which needs to be fought in Britain. The British econ-
omy is not a Luddite economywhich deliberately tries to kill
off productivity growth. It is, however, an economy which



BUILDINGS

systematically restricts the use of some of the key input
factors that a prospering economy requires. This is particu-
larly true of energy, infrastructure, finance and buildings,
both residential and commercial. We will leave energy to
David Turver and infrastructure to Valentin Boboc, while
noting that Tyler Goodspeed has already alluded to the role
of finance in his contribution. In this chapter, we will look
at the rationing of building land.

The thesis of this chapter is that Britain has stopped
growing because the British economy is rubbing up
against physical capacity constraints. We are trying to
squeeze a twenty-first-century economy into the physical
built-up environment we have inherited from the previ-
ous two centuries, and we refuse to expand that capacity
to anything like the degree that is required.

If there is one enterprise in the country which encap-
sulates the state of the country as a whole, it is Heathrow
Airport. In the late twentieth century, Heathrow grew at a
phenomenal rate. But then at some point around the mid
2000s, its capacity constraints started to bite, as it be-
came harder and harder to fit in more aircraft movements.
Heathrow’s growth rate began to slow down, even in abso-
lute terms, and more so relative to other international hub
airports. Heathrow illustrates the limits of ‘smart growth’.
Maybe there is some additional scope for ‘smart growth’
at Heathrow: maybe Heathrow would benefit from new
management techniques, a better trained and more highly
skilled workforce, more modern equipment, using Al tech-
nology to improve logistics, etc. But at the end of the day,
planes have to land somewhere, and there is only so much
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activity that an airport — no matter how ‘smart’ — can fit
into two runways. The easiest and most effective thing that
Heathrow could do is the unsophisticated, unimaginative
thing of putting more tarmac on the ground. Heathrow
needs ‘stupid growth’. And so does Britain as a whole.

This is not an original thesis. It is a variation of the ar-
gument made in ‘Foundations: why Britain has stagnated’
by Southwood et al. (2024), who explain:

[T]he most important economic fact about modern Brit-
ain [is] that it is difficult to build almost anything, any-
where. This prevents investment, increases energy costs,
and makes it harder for productive economic clusters to
expand. This, in turn, lowers our productivity, incomes,
and tax revenues. [...]

Britain’s economy has stagnated for a fundamentally
simple reason: because it has banned the investment in
housing, transport and energy that it most vitally needs.
Britain has denied its economy the foundations it needs

to grow on.

Southwood et al. describe Britain as a place which gets
a lot of the difficult things right, and then ruins it all by
getting the simple, basic things wrong.

Although coming from a very different place, the La-
bour Growth Group reaches fundamentally similar con-
clusions (McVitie 2026):

The state [...] rations the factors of production and or-
dinary life. Energy, land, housing, infrastructure, skills,
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care and capital become scarce or expensive in ways
that more capable states have avoided. Rationing cre-
ates positional rents. Those who own scarce assets, hold
regulatory licences, occupy protected market positions,
control professional processes or dominate essential
markets profit from the scarcity. Costs rise for house-

holds and productive firms.

They do indeed.

Residential housing

Pointing out that Britain has a housing shortage feels like
a statement of the trivially obvious. For over twenty years,
successive governments have been commissioning expert
reviews and publishing White Papers saying precisely
that (if only to shelve them and do nothing about it - see
Niemietz (2024: 31-34)). IEA authors have been making
that point since at least the late 1980s (Evans 2025 [1988]).
It was an original insight then. It is not anymore. It has
since become the conventional wisdom.

But conventional wisdoms can be right, and this one is.
Britain really does have one of the lowest levels of housing
supply in the developed world, and probably t#ze lowest if
we choose realistic benchmarks.

For a start, Britain has fewer housing units per 1,000
people than most other developed economies, and we are
talking about large magnitudes. Matching the EU average
on this measure would require the construction of an ad-
ditional 3.4 million homes in England alone. Matching the
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housing stock of German-speaking Europe would require
the construction of closer to 5 million, and matching the
housing stock of France would require the construction of
not many fewer than 9 million additional homes in Eng-
land (based on OECD 2022).

But this measure does not capture the full extent of
the shortfall. If we split a large family home into four self-
contained studio flats, we have quadrupled the number
of housing units, but we have not created any additional
housing space. Ideally, we would adjust those figures for
differences in floor space. On this, data are patchier, but
from what we know, British homes are, on average, signifi-
cantly smaller than their counterparts elsewhere in the de-
veloped world (Niemietz 2024: 12-14). Thus, if we expressed
‘housing supply’ as the amount of residential floorspace per
capita, Britain would almost certainly be at, or very close
to, the bottom end of any realistic comparison group.

It has not always been this way. In the nineteenth and
early twentieth centuries, Britain was unusually highly ur-
banised, even when compared to other countries that we
think of as major industrial powers of the period. From the
mid nineteenth to the mid twentieth century, the British
housing stock used to grow atrates between 1 and 2 per cent
per annum almost every year, net of demolitions (Watling
2023), outstripping population growth. At the peak, which
was the inter-war building boom, the British housing stock
grew by almost 3 per cent per annum.

In the immediate post-war period, Britain still had a
higher level of housing supply than most of Europe (Wat-
ling and Breach 2023: 19-21). From then on, however,
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Britain fell steadily behind. House-building rates dropped
continuously until they stabilised at around half a percent-
age point in the 1980s, roughly where they still are today.

The obvious consequences followed. The most com-
mon measure of housing affordability is the ratio of house
prices to annual incomes (Niemietz 2024: 14). There are
different versions of this measure, which produce slightly
different figures, but they all point in the same direction.

From the mid nineteenth to the mid twentieth cen-
tury, Britain experienced about a hundred years of slow-
ly but steadily improving housing affordability. In the
inter-war period, an average-income earner could buy an
average-priced house with not much more than four years’
worth of income. This downward trend was, however, not
resumed in the post-war decades. From the 1950s to the
1990s, we see fluctuations, but no systematic trend in ei-
ther direction. Then between the mid 1990s and the late
2000s, housing affordability drastically deteriorated, tak-
ing us back to where we last were in the 1880s.

When we say that Britain has ‘a housing shortage’, this
does not mean that Britain has less housing now than, for
example, in the 1970s. In absolute terms, housing supply
has roughly kept pace with population growth, and even
slightly outpaced it.> However, Britain is now a much

2 Then again, we have also seen an increase in single households, single-
parent households, and a tendency for people to move out of their par-
ents’ home at a younger age — a trend which abruptly came to a halt in
the late 1990s, and has since been partly reversed. Household formation
isin part endogenous to the housing stock, since people will squeeze into
whatever housing stock there is, even if this is not their preferred living
arrangement.
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richer country than it was in the 1970s, and we know
empirically that as countries grow richer, people demand
more housing space. When that extra housing space is not
provided, people will bid up the price of whatever housing
space is there.

So far, so obvious. We are keeping this quite superfi-
cial, because we know that the reader has come across
versions of this argument many times before. What might
not be so obvious, though, is why a housing shortage
should reduce economic growth. If we think of housing
as a consumer good, it is not immediately clear that it
should. In an economy which rations the supply of apples
or pears, people will consume fewer apples or pears than
they otherwise would, and pay more per unit. But there
is no reason why GDP growth should be any lower as a
result. It just means that, at least for consumers who value
apples or pears, these GDP figures will no longer trans-
late into higher living standards at the same rate as they
did before. Similarly, an economy which rations housing
could be an economy which appears rich and productive
on conventional measures, but where people live in much
more crammed and crowded conditions than these macro
figures would imply. (The most famous real-word example
of such an economy is probably Hong Kong.)

The difference is that rationing the supply of apples or
pears would do no more than reduce the consumption of
apples or pears: it has no wider implications for the struc-
ture of investment and production. The economy remains
otherwise fundamentally the same, just with fewer apples
and pears in it. In contrast, an economy with strictly
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rationed housing supply is not simply the same economy
just with less housing space. Imagine an alternative Brit-
ain which had retained the pre-war land use planning pol-
icy, and where the housing stock had continued to grow
at the pre-war norm. That alternative Britain would not
simply be the actual Britain plus more housing space and
more modern living comfort per person (although that
would, of course, be desirable enough). It would be a Brit-
ain with a very different economic geography, and a very
different economic structure.

Britain’s housing shortage is a nationwide problem, but
with huge differences in degree. It is not evenly distributed
across the country; it is, on the contrary, systematically
worse in the most prosperous and productive parts of it.
The Housing Affordability Ratio (HAR) - median house
prices divided by median annual full-time gross earn-
ings - for England as a whole is 7.6 (ONS 2026). This is bad
enough, because it is far above the historic norm. How-
ever, in Oxford, Cambridge, Bath, Brighton and (obviously)
London, that ratio exceeds 10. This systematically reduces
incentives to move from relatively less productive to rela-
tively more productive parts of the country. It means that
as the country’s economic geography changes, the housing
stock cannot change with it, which will then stifle that very
change in economic geography. As Southwood et al. (2024)
point out in the aforementioned Foundations essay:

[B]efore the 1940s, British cities grew as their industries

did. People moved, in their millions, around the country.
People moved to places where wages were higher |...]
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Since the introduction of the British planning system
in 1947, there has been very little increase in housing
supply when better jobs make an area more desirable.
Instead of extra homes being built, workers compet-
ing for scarce housing are forced to bid up the price of
existing homes. This means that many of the income
gains go to existing landlords and landowners, and that
many people cannot move to better jobs at all. [...]

Since the supply of homes in successful cities is tight-
ly constrained, the growth of our most successful com-
panies and sectors within those cities is constrained as
well. [...] It is inconceivable that Britain could have had
the Industrial Revolution if it had banned workers from
moving to the coalfields of South Wales and Yorkshire
and the textile factories of Lancashire. It is not an exag-
geration to say that Britain could be forgoing its role in
another industrial revolution today [...] by making the
corresponding mistake.

One example which the authors single out is Cambridge
(Southwood et al. 2024):

Under the liberal system of the nineteenth century, late
twentieth century Cambridge’s huge success in life sci-
ences would have led to both taller buildings and many
new suburbs, connected by new train lines, trams, tubes,
and roads. It would likely have a population of at least a
million today.

Britain’s post-war planning system was not designed to
constrain housing supply, let alone to choke off growth in
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innovative and productive industries. But in practice, that
is what it has done, and what it continues to do. With this
in mind, we can now refine the relationship between ex-
tensive growth and intensive growth - or ‘smart growth’
and ‘stupid growth’ - alluded to in the introduction, spe-
cifically for the British case. Britain does not face a choice
between intensive and extensive growth. Rather, in the
British case, extensive growth is what would enable inten-
sive growth. We need stupid growth not as an alternative
to smart growth, but in order to enable smart growth. We
need to do the simple, unsophisticated thing of putting
bricks on top of other bricks, because this is what would
enable the modern miracles of Al technology and life sci-
ences to happen on a much bigger scale.

Commercial and business premises

We have thus far used the terms ‘housing shortage’ and
‘housing crisis’ because they are widely used and widely
understood. But those are unfortunate terms, because
they imply that there is a specific, narrow shortage of res-
idential housing. In reality, what Britain has is a shortage
of premises for practically all purposes, across the board.
Britain has a shortage of business premises for offices,
retail outlets, science laboratories, hospitality venues, GP
surgeries, and just about everything else.

Across countries and regions, residential rents and of-
fice rents are highly correlated (based on Eurostat (2024)
and Savills (2025)). It would be strange if this were other-
wise. If a city has a shortage of residential housing, but
an excess of office space and therefore high office vacancy
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rates, some of those offices would be converted into resi-
dential housing (unless something blocks that conversion).
So it is not surprising that, by and large, cities where it is
expensive for an individual to rent a flat are places where
itis also expensive for a business to rent an office. Figure 4
shows office rents in the business districts of capital cities
and major economic centres, relative to the level in Berlin
(although the choice of benchmark is, of course, not in
itself particularly important, and the reader can substi-
tute any other benchmark). We can see that the London
markets are at the top end, just as they are for residential
rents (Niemietz 2024: 14-15). We have, in fact, not even
bothered to reproduce the corresponding graph for resi-
dential market rents, because residential and office rents
are so closely correlated that this adds little information.

Data for other types of business premises, such as
retail, hospitality venues, science laboratories, etc., is
patchier, but for the same reasons mentioned above, we
can reasonably expect it to be correlated.

A shortage of business premises does not just raise
the cost of doing business in the UK (although that is, of
course, the most obvious and immediate effect). It does
not just mean that physically expanding a growing busi-
ness is more difficult than it would be in a more relaxed
market. It also lowers productivity by forcing business
into premises that are not suitable for their business needs.
The effects are not trivial. Empirical evidence from the re-
tail sector shows that nudging retailers into less suitable
buildings leads to a measurable slowdown in productivity
growth (Dumitriu 2026). This effect accumulates over the
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years. The effect on other sectors is less well-studied, but
there is no reason to believe that retail is a special case,
and that productivity in other sectors does not suffer if
businesses are forced into smaller or otherwise less suit-
able premises.

Figure 4 Office rentsin 2025, Berlin =100
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The basic issue here is simply that economic activ-
ity needs to take place somewhere. An economy which
rations the space where that can happen will be a less
productive and poorer economy. We cannot put an exact
number on the size of that effect, but it is safe to say that
it exists, that it is not trivial, and that it gets worse the
longer the problem persists.
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Conclusion

Most economies that experience low growth over pro-
longed periods suffer from deep-seated institutional
problems that are difficult to solve. Economists often say
that rich countries are rich because they have ‘good insti-
tutions’, but most of those economists will struggle when
asked to be more specific, and they will struggle even
more when asked how to create those ‘good institutions’.
They are right in the abstract, but reforming a country’s
fundamental institutions is genuinely difficult, and no-
body quite knows how to do it.

What makes Britain’s Great Stagnation so frustrating
is that Britain sorted out the most difficult things long
ago. Britain has everything it takes to be a fast-growing,
productive and prosperous economy. Britain just does not
allow that to happen.

On most conventional indicators of economic govern-
ance, the performance of Britain’s institutions is some-
where between alright and very good (Niemietz 2026:
43-44). This does not mean that there is nothing left to do
in terms of civil service reform, reform of regulatory insti-
tutions, etc., it just means that whatever issues Britain has
in these areas, they cannot explain the growth malaise we
have seen over the past 18 years. Britain’s growth malaise
is entirely a product of self-sabotage.

The story of how Britain got to this stage has been told
many times (e.g. Niemietz 2024; Southwood et al. 2024;
Watling 2023). Essentially, until 1947, Britain had a land
use planning system under which ownership of land
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included the right to build on that land unless specifically
prohibited, and subject to constraints to do with building
safety and public health. It was a system which, by and
large, respected individual property rights, if with a rec-
ognition of externalities. The new system brought in in
1947 reversed the burden of proof. From now on, property
owners had to convince the authorities that they should
be allowed to build on their own land.

This was not, in itself, an unusual step: it is true in most
of the developed world that if people want to build some-
thing, they need a permit for it. Where Britain deviated
from the international norm, though, is in the discretion-
ary nature of that permit system. Obtaining a building
permit is very different from getting a driving permit or
an occupational licence. Under these latter systems, the
applicant has a set checklist of criteria they need to fulfil,
and once they can demonstrate that they fulfil them, they
are automatically entitled to their permit. It cannot be
refused on a whim. A planning permit very much can be.
Over time, anti-development obstructionists presenting
themselves as the voice of ‘the community’ learned how
to game the system in their favour (Watling 2023).

Post-war Britain also introduced or expanded broad-
brush development bans, declaring large tracts of land
off-limits for building of any kind. Again, this is not in
itself unusual: all developed countries have protected
conservation areas. But where Britain deviates from most
of its peers is in the use of greenbelts, a highly unusual
type of land designation. Conservation areas are usual-
ly selected on environmental or aesthetic/recreational
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grounds: they cover land that is either rich in biodiversity
or simply beautiful to look at and pleasant to spend time
in. Greenbelt land does not have to exhibit any of these
features. It is simply selected on the basis of location. They
are large buffers around towns and cities which stop them
from expanding, nothing more, nothing less. Greenbelts
have grown in size over time, now covering close to 13 per
cent of the land of England, most of it prime real estate
(Niemietz 2024: 29).

In addition, Britain became a much more central-
ised country over time, especially in fiscal terms. This
happened elsewhere too, but Britain went further than
most, certainly for a country of its size. (In very small
countries, the national government operates on the scale
of a regional or provincial government elsewhere.) More
than 90 per cent of tax revenue is national, and local gov-
ernments mostly depend on central government grants,
with very limited tax-raising powers of their own. In more
decentralised settings, local authorities compete for tax-
payers, and try to attract them. One easy way to do this
is, of course, to permit development, both residential and
commercial. Local authorities in Britain have no such in-
centives, because almost all tax revenue is pooled: it does
not stay in the locality where the taxpayer lives.

These are all longstanding issues which we can already
find in reports on the subject from 10, 20 or 30 years ago.
In recent years, governments have managed to make a
bad situation even worse by piling additional environ-
mental and safety regulations on building, with even their
own cost-benefit analyses showing that these measures
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are excessively expensive relative to the miniscule bene-
fits they produce.

Each of these measures, in isolation, would have re-
duced housing supply: we know, empirically, that this
is what planning constraints do, even if it is not their
intention (Niemietz 2024: 30). Taken together, they have
depressed building rates to a fraction of their historic
long-term average. They have also ground the economy to
a halt in the process. Again - all entirely self-inflicted.

The one upside of a clearly self-inflicted economic prob-
lem is that the solution is obvious. The solution to a self-
inflicted problem is to stop inflicting it on oneself, in the
same way that the way to stop the pain caused by punching
oneselfin the face is to stop punching oneself in the face.

In the British context, stagnation is a choice. It is
a choice to give NIMBY obstructionists de facto veto
powers. It is a choice to ration land in a country which
is 90 per cent undeveloped. It is a choice to pile costs on
economically beneficial activities for little gain. Choice
can be unmade any time. Britain can start growing again
as soon as it chooses to.
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4 INFRASTRUCTURE

Valentin Boboc

Introduction

Infrastructure is one of the most persistent ‘puzzles’ at
the heart of British economic policy. Successive govern-
ments have acknowledged, with increasing urgency, that
the country’s stock of economic infrastructure is inad-
equate. The National Infrastructure Commission con-
cluded in its Second National Infrastructure Assessment
that the UK has ‘significant deficiencies’, particularly in
transport systems serving regional English cities (Nation-
al Infrastructure Commission 2023). The World Economic
Forum ranked the UK eleventh in overall infrastructure
quality in 2019, behind France, Germany, the Netherlands
and Japan (World Economic Forum 2019). The govern-
ment’s own ten-year infrastructure strategy, published in
June 2025, projects a need to raise annual infrastructure
spending from approximately £55bn to £70-80bn per year
(HM Treasury and NISTA 2025).

And yet the money spent on infrastructure in Britain
consistently produces far less infrastructure than the
equivalent sum would in comparable economies. HS2
Phase 1, acommonly discussed example but by no means
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the only one, has cost roughly £470m per route-kilo-
metre, making it the most expensive high-speed railway
in any international database.' The European average for
comparable projects is roughly £25-32m per kilometre
(European Court of Auditors 2018). Even the heavily
tunnelled Shinkansen extensions through the Japanese
Alps, bored through some of the most seismically active
terrain on earth, cost between £50m and £100m per
kilometre.”

This chapter is about the economic consequences of the
gap between spending and outcomes. Poor infrastructure
outcomes create a supply-side constraint on growth that
compounds over time, shapes the country’s economic
geography and forecloses options that, once lost, are very
difficult to recover.

Fact 1: Britain pays more and waits longer

The most arresting factin the international infrastructure
literature is not that Britain builds expensively relative to
comparable Western and Northern European countries,
but that it builds expensively relative to Japan. Japan’s
labour costs are broadly comparable to the UK, its land
is scarcer, its terrain is more challenging, and its seismic
requirements impose engineering standards with no
equivalent in the British Isles. The cost differential, which
can reach a factor of six or more for comparable project

1 https://transitcosts.com

2 https://www.mlit.go.jp/kokusai/itf/policy_001.html
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types, therefore cannot be attributed to factor costs or
geographic circumstances. It is an institutional and regu-
latory phenomenon.

Figure 5 Britain builds high-speed rail at several times
the cost of its peers (real cost per km of track)

LGV Méditerranée | £17m
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LGV Est (Paris—Strasbourg) £25m
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Shinkansen
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HS2 Phase 1 ~£470m

£0m £100m £200m £300m £400m £500m
Source: Transit Costs Project.

A typical UK Nationally Significant Infrastructure Pro-
ject (NSIP) takes between nine and seventeen years from
inception to opening. Japan’s equivalent approval process,
which handles projects of similar or greater complexity,
takes three to six years.® The Lower Thames Crossing, a
road tunnel connecting Kent and Essex, was first identified
as a priority in the early 2000s. Its planning application
ran to 359,866 pages across more than 2,300 documents,
the longest submitted under the Planning Act 2008. It cost

3 The three-to-six-year figure covers the period from formal route desig-
nation under the Nationwide Shinkansen Railway Development Law
through to construction approval.
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approximately £300m to prepare,* a sum roughly equal to
more than twice the total construction cost of Norway’s
Laerdal Tunnel, which at 24.5 km is the longest road tunnel
in the world.® The Lower Thames Crossing received devel-
opment consent in March 2025, approximately sixteen
years after its formal identification as a priority.®

Figure 6 UK major projects spend most of their
life in the planning system

= Pre-application = Examination & consent - Construction

LGV Est, Paris—Strasbourg (FR)
Tohoku Shinkansen
Morioka extension (JP)
Hokuriku Shinkansen
extension (JP)

Leeds Supertram proposal (UK)

14yrs

Hinkley Point C (UK) 19yrs
Lower Thames Crossing (UK) 21yrs
HS2 Phase 1 (UK) 21yrs
0 5 10 15 20 25

Years from project inception

Sources: Britain Remade; NIC (2024); HS2 Ltd; SNCF Réseau; Japan MLIT. Dates
reflect formal project milestones, rounded to whole years. Leeds Supertramis
shown as a cancellation after 14 years of pre-application and design work.

4 https://www.britainremade.co.uk/revealed_how_the_lower_thames_cr
ossing_is_breaking_records_for_all_the_wrong_reasons

5 Author’s own estimate. The Laerdal Tunnel cost approximately USD100m
on completion in 2000. With cumulative US inflation of roughly 89 per
cent between 2000 and 2026, that is about USD190m at 2026 prices. If the
entire £300m were spent in 2026, it would be roughly USD401m at the ex-
change rate on 12 March 2026, so the ratio is in fact higher.

6 https://www.gov.uk/government/news/lower-thames-crossing-develop
ment-consent-decision-announced
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Such delays are the cumulative result of process drift.
Average pre-application timelines for major projects al-
most doubled between 2013 and 2021, from 14 months
to 27 months, and the overall time required to secure a
Development Consent Order rose by around 65 per cent
over the same period (Ministry of Housing, Communities
and Local Government 2025).

Of the 27 major projects that received or were expect-
ing a decision in 2025, around half were held beyond the
statutory three-month deadline for ministerial sign-off,
adding roughly four years of cumulative delay across
the cohort (Centre for Policy Studies 2025). When every
project is a bespoke development-consent battle lasting a
decade or longer, it is rational for contractors to maintain
flexible, general-purpose supply chains rather than com-
mitting to the manufacturing capacity that would deliver
economies of scale.

Fact 2: The UK has an urban connectivity deficit

If the cost and time premia were purely fiscal problems,
their growth implications would be limited to a misal-
location of public capital. Another important channel is
the constraint placed on urban agglomeration. One of the
fundamental insights of modern urban economics is that
workers, firms and ideas are more productive when they
can interact at high density.

Physical infrastructure extends the effective size of
labour markets by reducing travel times. A worker willing
to commute forty minutes by rail can reach a materially
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larger pool of employers than one dependent on the same
journey by congested road or a slow train. Infrastructure,
therefore, translates spatial proximity into economic
proximity, and the productivity literature consistently es-
timates that effective urban agglomeration is associated
with returns of between 2 and 5 per cent per doubling of
labour-market size (Melo et al. 2009).

It is intra-city access that matters most for agglomera-
tion, and here UK cities are systematically under-provided
relative to their population and economic weight. Every
French city with a population above 150,000 has a tram,
light-rail or metro system, while around 30 British towns
and cities of comparable size have none.’

The contrast is visible at the level of daily access. In
Marseille, around 87 per cent of residents can reach the
city centre by public transport within 30 minutes. In
Leeds, the figure is closer to 38 per cent.®

The Trafford Park Metrolink extension illustrates what
even a modest improvement in urban connectivity can
do. The line, which opened in March 2020 for £350m for
5.5 km, connected the Trafford Park industrial and retail
district to central Manchester and the wider Metrolink
network.

In the years after it opened, the number of businesses
in the area rose by about 9 per cent, the average value of
planning applications rose by roughly three-quarters,

7 https://benhopkinson.substack.com/p/how-centralisation-makes-in
frastructure

8 Centre for Cities analysis of the share of residents able to reach the city
centre by public transport within 30 minutes.
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residential prices rose by about 32 per cent, and some
700,000 car journeys a year were taken off the roads.’ The
line was delivered approximately seven months ahead of
schedule, largely because it drew on the accumulated ex-
pertise from a decade of continuous Metrolink expansion.

The same integrated delivery team that had built the
East Didsbury, Airport and Second City Crossing exten-
sions deployed its established contractors and supply
chain on the Trafford Park corridor, using consistent
engineering standards and tested procurement arrange-
ments."” The programme’s continuity was a proximate
cause of on-time delivery.

Even so, at about £64m per kilometre, the line cost
more than double the unit price of comparable French
trams. Hence, continuity addresses the time premium
more readily than the cost premium. Where British infra-
structure delivery resembles a continuous programme, it
builds to schedule in the manner of its European peers.

Fact 3: The costs of inaction compound over time

Infrastructure decisions are typically framed in terms of
their monetary costs. They are less often framed in terms
of opportunity costs, that is, the costs of not building.

9 Transport for Greater Manchester, Trafford Park Line four-years-on
assessment, with figures reported via Marketing Stockport (November
2025). The total project cost of £350m and the March 2020 opening are
confirmed in TfGM materials.

10 https://bethell.co.uk/case-studies/manchester-metrolink-light-rail-pha
se-3-trafford-park-extension/
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When the option to build a major project is declined or
the project is cancelled, the economy does not simply wait
at a fixed point until the decision is reversed. It adapts to
the absence of the infrastructure: firms relocate, workers
adjust their housing choices, land-use patterns shift and
supply chains reorganise. These adaptations embed a sub-
optimal equilibrium more deeply.

Take the example of HS2. The cancellation of the Bir-
mingham to Manchester leg in October 2023 forwent the
direct benefits of faster journeys and greater rail cap-
acity between the West Midlands and the North West.!' It
locked in the existing pattern of underdeveloped links be-
tween Birmingham, Manchester and the cities in between
for at least a generation. The eastern leg towards the East
Midlands and Leeds had already been abandoned two
years earlier. The forgone annual benefit to Greater Man-
chester alone had been estimated at between £0.6bn and
£1.3bn (KPMG 2013).

The compounding works in both directions. Just as the
absence of infrastructure accumulates lost output over
decades, its presence accumulates gains. Greater Tokyo’s
private rail network, built incrementally over a century,
has produced a labour market of 35 million people, with
average commuting times shorter than those in most
smaller UK metropolitan areas. The economic geography
of that city is a product of choices made in 1920, 1950 and
1980. The same logic applies, in reverse, to Britain. The

11 HM Government announcement, 4 October 2023. The eastern leg towards
the East Midlands and Leeds had been removed earlier, in the Integrated
Rail Plan of November 2021.

47



THE GREAT STAGNATION

48

choices it declines to make now will shape the economic
geography of its cities in 2070.

Fact 4: The construction sector is not innovating

In most manufacturing and service industries, product-
ivity rises as firms accumulate knowledge, as competi-
tion drives inefficient producers out of the market and as
workers and managers develop sector-specific expertise.
In UK infrastructure construction, this mechanism is
largely absent. UK construction productivity growth
averaged -0.6 per cent per year between 1997 and 2019,
compared with whole-economy growth of 2.8 per cent
and manufacturing growth of 3.9 per cent (Institution of
Civil Engineers 2022).

The National Infrastructure Commission’s review of
cost drivers found substantial evidence that long-term,
programmatic procurement pipelines reduce unit costs
materially (National Infrastructure Commission 2024).
Major transport infrastructure, by contrast, is procured
episodically, which destroys the learning gains that con-
tinuous programmes accumulate.

Sweden’s railways show what widening the field of bid-
ders can achieve. Until 2002, rail infrastructure mainte-
nance was produced in-house by the state infrastructure
manager, Banverket. From that year, the work was opened
to competitive tender, one contract area at a time, with
private firms bidding against the incumbent provider.

Examining 39 contract areas between 1999 and 2011,
Odolinski and Smith (2016) found that the introduction of
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competition reduced maintenance costs by around 11 per
cent, and that the savings came with no loss of quality.
The gain came from the single act of replacing a closed-
in-house monopoly with a contestable market in which
more firms could compete for the work. What is striking
is how little competition was needed to produce the result,
which suggests that a market that opened even wider, in-
cluding to capable contractors from abroad, could bring
costs down further.

As one of the world’s most trade-intensive economies,
with trade in goods and services accounting for around
63 per cent of GDP in 2024 (World Bank 2024), Britain is
well placed to benefit from opening its procurement mar-
ket more widely.

The academic evidence shows that even a small in-
crease in the number of genuine bidders, from one or two
to three or four, is typically associated with a 10-20 per
cent fallin contract prices (Adam et al. 2021). The domestic
field is also strikingly subscale: Britain’s largest contrac-
tor, Balfour Beatty, turns over a fraction of the revenue of
European leaders such as Vinci."” Foreign contractors do
already participate in large UK projects, but typically as
members of a consortium led by a domestic partner ra-
ther than as sustained, independent competitors.

The structure of UK procurement, episodic and frag-
mented, offers them little reason to invest in a durable
British presence. A deliberate policy of open, repeated

12 Balfour Beatty’s 2024 revenue was approximately £10bn including joint
ventures; Vinci’s was approximately €72bn. Figures taken from the com-
panies’ 2024 annual results.
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and well-structured procurement for major infrastruc-
ture would expose domestic contractors to the tech-
niques, equipment and management practices that have
driven down costs elsewhere. Firms that build more
cheaply and more quickly would win contracts, and the
methods that enable them to do so could diffuse through
the sector.

Fact 5: Even projects which survive
the planning system fail

Between 1991 and 2016, Leeds spent over £70m on build-
ing a mass transit system. In return, nothing was built.
Not a single metre of track, not one station, not one jour-
ney. The money went on planning applications, public
inquiries and land acquisition for two successive schemes,
both of which were cancelled by the government after
costs spiralled beyond their original estimates.

Leeds is the largest city in Western Europe by popu-
lation without a mass transit system. It has been trying
to build one for over thirty years. Its greatest obstacle
was that even projects which clear every planning hurdle
can still be destroyed by a combination of cost escalation
and retrospective regulatory challenge. Table 1 shows the
timeline of proposals to expand public transport in Leeds
and the wider West Yorkshire area.

The Supertram received parliamentary approval in
1993.” The Treasury did not commit funding until 2001,

13 Leeds Supertram Act 1993.
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however, in part because it would bear the cost of any
overrun, and reluctance to underwrite that risk delayed
the project for years before any track was laid. Then, es-
timated costs doubled, support was withdrawn in 2004,
and the government pulled the plug in 2005."

Table 1 Leeds mass transit proposals, 1991 to present

Initial  Final/latest

Project System estimate  estimate Outcome
. . Cancelled.
Supertram Light rail, 28 km, £500m
(1991-2005) 50 stations (2001) £1bn(2004)  About£40m
spent.
New Generation
Trolleybus, £250m Cancelled after
Transport 14.8 km (012) £250M 72-day inqui
(2007-2016) : Y Inquiry.
. In development.
Wl\ellzts\gc}rrlf:slirte Tram, Leedsto  £2bn £2.5bn First services
(2021-) Bradford (2022) (2024) expected
late 2030s.

This is a pattern familiar across British infrastructure
projects. Nobody involved faces a hard budget constraint.
Costs drift upward through the procurement process be-
cause the public balance sheet absorbs all risk. No spon-
sor is penalised for underestimating. No contractor loses
money when specifications expand. No consultee pays a
price when its requirements add months or millions to
the programme. Costs simply keep rising until they even-
tually cross a threshold, and the project is cancelled.

14 https://www.constructionnews.co.uk/sections/news/end-of-the-line-for
-leeds-supertram-03-11-2005/
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The replacement scheme, a trolleybus network branded
New Generation Transport, received approval from the
Secretary of State in July 2012." It then went through a
72-day public inquiry.

The inspector rejected the entire scheme on grounds
that were both extensive and, from the promoter’s per-
spective, retrospective.” He concluded that modern hy-
brid buses could deliver most of the benefits of the trolley-
bus at lower cost, that shared running with general traffic
would make journey times unreliable, and that the over-
head wiring required by trolleybus propulsion would im-
pose unacceptable visual and environmental costs. Some
of these are procedural findings; others are substantive
judgements about the economic merits of the scheme that
do not appear to be backed by empirical evidence. What
is least clear is why these conclusions were reached only
after four years of development work and multiple prior
government approvals.

This reflects another structural problem. No approval
in the British system is ever truly final. Statutory consult-
ees, planning inspectors and judicial review can reopen
questions at almost any stage, on almost any grounds,
with no time limit and limited cost consequences for the
challenger.

Ofthe 34legal challenges completed against Nationally
Significant Infrastructure Projects since 2010, 30 sought

15 Department for Transport approval of the Holt Park to Stourton route,
5 July 2012.

16 https://assets.publishing.service.gov.uk/media/5a7f4649ed915d74e6229
75d/leeds_trolley-vehicle-planning_permission_letter.pdf


https://assets.publishing.service.gov.uk/media/5a7f4649ed915d74e622975d/leeds_trolley-vehicle-planning_permission_letter.pdf
https://assets.publishing.service.gov.uk/media/5a7f4649ed915d74e622975d/leeds_trolley-vehicle-planning_permission_letter.pdf

INFRASTRUCTURE

to overturn a grant of consent, yet only four succeeded
(Banner 2024). The success rate is therefore low, but the
mere prospect of challenge shapes behaviour long before
any claim is filed. Banner found that the risk of judicial
review leads promoters to commission ever more exhaus-
tive environmental assessments, adding months and mil-
lions to a programme as a defence against grounds that
may never be argued. National Highways has estimated
the cost impact of a single legal challenge at between
£66m and £121m per scheme.

Put these problems together, and you get the Leeds
cycle. Costs inflate because nobody faces a hard financial
limit. The project is then subjected to a fresh assessment
at which those inflated costs are judged to represent poor
value for money, or, worse, the project is deemed to fail
one of the arbitrary regulatory tests imposed by a third
party. The project is cancelled. A new scheme is proposed.
The cycle restarts.

The third attempt is now underway. The current tram
scheme is estimated to cost £2.5bn, with £2.1bn in gov-
ernment funding committed in 2025. An independent
review has already raised governance concerns and
pushed back the timeline, with the first services now ex-
pected in the late 2030s. If that holds, Leeds will have
spent at least 45 years from the first proposal to the first
tram.

Over the same period, from 2000 to the present, more
than 20 French cities have built new tram systems. Besan-
con, a city of 115,000, comparable in size to Blackburn
and rather smaller than Leeds, built an entire 14.5 km,
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31-station tramway for €254m, approximately €17.5m per
kilometre."” The project was delivered eight months ahead
of schedule, at roughly half the unit cost of other French
tram projects of the same period.

The savings came from disciplined specification, com-
petitive procurement of rolling stock and, above all, an
explicit decision to build what the city could afford rather
than the engineering ideal. France as a whole increased
its tram network from 125 km in the late 1990s to more
than 620 km by 2012, and further still since,'® a more than
fourfold expansion achieved in less time than Leeds has
spent producing no tramway at all.

What is to be done?

The stylised facts above share a common thread. The UK
system produces poor outcomes because its institutional
framework fails to align incentives with delivery. The pro-
posals below, drawn from international experience, could
directly address these core shortfalls.

Devolving power and money

Britain is among the most fiscally centralised countries in
the OECD. Only about 5 per cent of tax revenue is raised

17 https://www.railjournal.com/opinion/low-cost-light-rail-what-can-we
-learn-from-besanon/

18 https://www.thetransportpolitic.com/2012/06/24/commitment-to-tram
ways-makes-france-a-world-model-for-new-urban-rail/
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locally, and roughly a fifth of public spending is decided
subnationally.”

The French cities that built tramways and the Spanish
cities that built metros did so with revenue-raising and
borrowing powers held close to the project. A mayor who
has pledged to build aline, who holds the powers to fund it
and whose re-election turns on whether it opens, faces an
incentive structure that no central department can rep-
licate. Devolving both approval and fundraising powers
to combined-authority mayors could put the political cost
of delay and the political reward of delivery in the same
hands (Britain Remade and Create Streets 2024; Spencer
et al. 2025). Where a mayor must raise part of the money
locally, the pressure to control costs becomes direct ra-
ther than abstract.

Reducing bureaucracy

The most consistent finding in the comparative infra-
structure literature is that speed and cost depend less on
engineering difficulty than on regulatory predictability. A
developer who knows a planning decision will be made
within a defined timetable, on defined criteria, without
relitigation at every subsequent stage, can make faster
investment decisions. A developer facing open-ended

19 Around 5 per cent of tax revenue in the UK is raised locally, and rough-
ly a fifth of public spending is decided subnationally. See, for example,
analysis from the OECD (https://www.oecd.org/en/data/dashboards/oe
cd-dashboard-on-subnational-government-structure-and-finance/sub
national-government-tax-revenue.html).
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processes, shifting requirements from consultees and un-
limited judicial review cannot.

The problem is compounded by what Gary Miller calls
a horizontal managerial dilemma: a horizontal array of
regulatory bodies, each with statutory powers to impose
requirements on a promoter, with no vertical authority
capable of resolving conflicts among them (Miller 1992).
The Environment Agency, Natural England, Historic
England, National Highways and local planning author-
ities can all require additional surveys, modifications or
mitigations. None bears any financial consequence if its
requirements add months to the programme or millions
to the cost. The predictable equilibrium is one in which
every consultee imposes the maximum requirements it
can.

A better approach would replace bureaucratic discre-
tion with clear, objective rules that enable development by
right. By setting a transparent checklist of requirements,
the state could remove the heavy burden of uncertainty
and the need for protracted negotiation. When developers
can certify compliance through private auditors rather
than waiting on state agencies, the planning process
shifts from a system of government-granted permissions
to one based on predictable property rights, lowering the
overhead for new infrastructure.

To reduce the costs imposed by litigation, the grounds
for judicial review could be narrowed so that the legal
system is harder to use as a tool of economic obstruction.
Requiring challengers to demonstrate direct harm or
post a financial bond would help internalise the costs of
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delay among those seeking to halt a project. One reason
challenges are so frequent is that the Aarhus Convention
caps the costs an unsuccessful claimant may be required
to pay at roughly £5,000 to £10,000, thereby removing
much of the financial deterrent to litigation. Some argue
that the UK could revisit this, though the Banner review
concluded that there is no case for amending the cost-cap
rules while the country remains party to the Aarhus Con-
vention (Banner 2024). A more modest reform would give
every stakeholder a defined window in which to be heard,
after which the matter is legally closed, and investment
can proceed.

Liberalising procurement

The UK civil engineering market is marked by high frag-
mentation, weak links between design and construction,
and a procurement culture that penalises innovation. The
construction sector is among the least productive in the
UK economy and in the OECD. Foreign contractors are
not absent, but they tend to enter as members of a con-
sortium alongside at least one domestic firm rather than
as sustained head-to-head competitors, and the episodic
structure of UK procurement gives them little reason to
build a lasting presence.

Infrastructure delivery could be improved by replac-
ing prescriptive state designs with output-based speci-
fications and open procurement. By focusing on what a
project must achieve rather than dictating every tech-
nical detail, the government would remove the burden
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of over-specification and allow competing firms to de-
sign more efficient, lower-cost solutions. Opening these
contracts to international competition on a repeated,
well-structured basis would further sharpen the domes-
tic supply chain, so that the best techniques and manage-
ment practices are adopted through competitive pressure
rather than bureaucratic dictate.

Liberalising investment

Perhaps the deepest structural problem with UK infra-
structure finance is that the state monopolises both risk
and delivery. When the public balance sheet bears all risk,
the parties making investment decisions bear no finan-
cial consequence if those decisions are wrong. The Treas-
ury attempts to impose discipline through Green Book
appraisals, but no appraisal methodology can substitute
for direct financial exposure. When decision-making au-
thority is separated from financial risk, systematic cost
expansion is a predictable outcome.

The remedy is to allow a wider range of market play-
ers to initiate and fund infrastructure as a core feature
of its financing and delivery. This would organise pro-
posals around service demand and create hard budget
constraints under which promoters gain if costs are con-
trolled and projects succeed, and lose if they are not.

Two concrete measures would begin to shift the model.
The first is to open infrastructure promotion to private
and local authority actors subject to commercial disci-
pline. The Hong Kong MTR Corporation is the canonical
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example: a government-owned but commercially run
operator that finances its railway from a combination of
fare revenue and property development around its sta-
tions. More than half of MTR’s income comes from prop-
erty rather than fares, and the company has expanded its
network over the past forty years without construction
subsidies from the Hong Kong government (McKinsey
& Company 2016). Japan’s private railways operate on a
similar model. Tokyu Corporation owns the railway serv-
ing Shibuya, as well as large residential, retail and com-
mercial developments along its line; its fare business is
profitable, but much of its overall return comes from the
property it develops around its stations (Calimente 2012).

Copenhagen’s first metro lines were financed largely
through the sale of development rights in the Orestad
district, an approach chosen specifically to build a metro
without raising taxes (Knowles 2012).

The second measure is the reform of UK compensation
law to let infrastructure promoters capture part of the
value their investments create. The Land Compensation
Act 1961, as long applied, required promoters to pay com-
pulsorily acquired landowners the prospective market
value of their land, including the ‘hope value’ arising from
the very project for which the land was being acquired.
This produced the perverse outcome that public invest-
ment in a new station inflated the price the public then
had to pay for the land around it.

The Housing, Communities and Local Government
Committee concluded in 2018 that the Act required re-
form, and specifically that hope value be removed where
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the scheme itself creates it (Housing, Communities and
Local Government Committee 2018). Parliament has
since taken a first step. Section 190 of the Levelling-up
and Regeneration Act 2023 now allows acquiring author-
ities to disregard hope value in compulsory purchase, but
only for schemes delivering affordable housing, education
or health facilities.?

The natural next move would be to extend that existing
power to transport and other economic infrastructure.
Doing so would realign promoters’ incentives with the
taxpayer’s interests and make possible the integrated
rail-and-property financing that works so well in Hong
Kong, Tokyo and Copenhagen.

Conclusion: choosing growth

The UK spends comparable sums on infrastructure to
its peers. It receives measurably less for the money, for a
combination of reasons: a discretionary planning system
that treats every project as a fresh negotiation; a complex
and unaligned regulatory environment that imposes
high premiums without accountability; a construction
sector insulated from the competition that would force
it to adopt more efficient methods; and a rigid financing
framework in which the public balance sheet absorbs all
risk.

20 Levelling-up and Regeneration Act 2023, section 190, in force in England
from 30 April 2024.
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Each of these failures reinforces the others. The episod-
ic procurement that follows fromlong, uncertain planning
timelines destroys the economies of scale that would re-
duce costs. The absence ofland-value capture removes the
incentive for private promoters to enter the market. The
absence of private promoters means that all risk sits with
the state, which has no hard budget constraint to enforce.
And the absence of a hard budget constraint rewards the
behaviours, upward cost drift, endless consultation and
retrospective reassessment that produced the crisis in the
first place.

Meaningful progress requires the liberalisation of
regulatory frameworks that currently impose open-ended
costs. That means a shift in the planning system, prior-
itising development by right rather than by exception,
alongside a more competitive procurement process that
leverages Britain’s trade-intensive economy. Decentralis-
ing the initiation and funding of infrastructure would dis-
solve the state’s monopoly on risk and let a diverse range
of market actors, such as local authorities and private
firms, deliver new projects in line with local demand.
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5 ENERGY

David Turver

One of the big reasons why Britain has stopped growing is

energy. This chapter will explain why energy is important;

describe the legislative labyrinth that has been created to

impose net zero; itemise the resulting eye-watering sub-
sidies for renewables and other ‘clean’ technologies; doc-
ument the punitive taxes placed on hydrocarbons; set out

the resulting high energy prices; and highlight the impact

on growth and productivity.

Energy is important

As Figure 7 shows, there are no rich countries with low
energy use.

Energy is fundamental to the functioning of a modern
economy. Primary industries such as steel-making, alu-
minium smelting, chemicals, ceramics and petrochem-
icals are highly energy intensive and require cheap and
abundant energy to be competitive. More modern service
industries such as Al are also energy intensive and has
led the Big Tech companies to scramble for energy to
power their giant data centres. For instance, Microsoft
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has entered into an agreement with US utility Constella-
tion to reopen the Three Mile Island nuclear power plant.!
Even relatively humble service industries such as food de-
livery rely on energy to be effective. The UK cannot hope
to be a thriving, growing economy without cheap, reliable
and abundant energy.

Figure 7 Energy use per person vs. GDP per capita, 2024
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-per-person-vs-gdp-per-capita?time=2024..latest).
Notes: Energy refersto primary energy, measured in kilowatt-hours per person,

using the substitution method. GDP is adjusted for inflation and differences in
living costs between countries.

1 Constellation press release (https://www.constellationenergy.com/news
room/2024/Constellation-to-Launch-Crane-Clean-Energy-Center-Resto
ring-Jobs-and-Carbon-Free-Power-to-The-Grid.html).
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Legislating for energy suicide

Unfortunately, a vast array of legislation and regulations
to enforce net zero has led to constrained energy supply,
high energy prices and a vast regulatory burden that im-
pact industry which is summarised below and included in
more detail in the appendix.

The legislative labyrinth began with the Gas Act 1986,
which gave powers to the Secretary of State to impose
mandatory carbon emissions reduction targets on gas
transporters and suppliers. This legislation has since
been strengthened through various measures including
two Acts in 2000. The Utilities Act introduced the Re-
newables Obligation (RO) to force electricity suppliers
to procure a certain percentage of their electricity from
renewable sources. The Finance Act introduced the Cli-
mate Change Levy (CCL), which is a tax on energy use
by businesses. Effectively, the CCL increases the cost
of fossil fuels and hence operating costs for businesses,
although some relief is available to businesses through
Climate Change Agreements. The Finance Act 2011
amended the CCL legislation and introduced the Carbon
Price Support mechanism, which is designed to top up
the carbon price paid by electricity generators alongside
the EU or UK Emissions Trading Scheme, which is yet
another tax on energy.

The Energy Act in 2008 introduced Feed-in Tariffs
(FiTs) and in 2013 effectively replaced the RO scheme with
Contracts for Difference (CfDs) to drive extra spending
on renewables. However, the most significant piece of
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legislation in 2008 was the Climate Change Act (CCA),
which imposes the legal duty of the Secretary of State
to set the carbon target for 2050. Originally, this was an
80 per cent reduction compared to the 1990 baseline but
was amended in the last days of the May government by
the 2050 Target Amendment Order 2019 to a 100 per cent
reduction. The CCA also created the Committee on Cli-
mate Change (CCC) that effectively sets carbon budgets
every five years to achieve the target.

Environmental legislation forces government to set
long-term targets in four priority areas: air quality, bio-
diversity, water and waste reduction. These targets are
designed to align with and support the UK’s broader
Net Zero Strategy by driving systemic transformation
across the economy. This environmental legislation to-
gether with extra legislation on the NHS means the public
sector is tasked with imposing net zero on the rest of us.
Pension legislation forces trustees to identify, assess and
manage climate-related risks and opportunities to drive
capital towards net-zero aligned investments. Environ-
mental Impact rules force assessment of climate factors
including greenhouse gas emissions as well as indirect,
secondary, cumulative and long-term effects. This means
including so-called Scope 3 emissions such as the emis-
sions from burning the hydrocarbons produced from an
oil or gas field.

Additional legislation forces companies and limited li-
ability partnerships to ensure that climate risk is not just
an ESG footnote but a central component of their finan-
cial reporting within their strategic report.
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Tangled web of subsidies

The legislative labyrinth has led to a tangled web of subsi-
dies designed to force expensive and intermittent renew-
ables on to the grid. The Government periodically updates
the Subsidy Control Transparency” database, which esti-
mates the cost of all subsidies.

Analysts have calculated® the total cost of net zero and
energy-related subsidies at £585bn over many years. This
includes £260bn of renewable energy subsidies across
Renewables Obligation Certificates (ROCs), CfDs and FiTs.
There is a further £44bn to fund the Renewable Heat In-
centive (RHI), which is essentially a scheme to incentivise
farmers to burn wood to heat empty sheds.’

As well as being expensive, wind and solar renewables
are of course intermittent, so there is a need to pay for
backup when the sun is not shining and the wind is not
blowing. The government has created the Capacity Mar-
ket to provide this backup and encourage investment in
new reliable power stations with a subsidy estimated at
£72bn.

Subsidised renewable electricity is too expensive for in-
dustry, so there is another set of subsidies to compensate
for high energy prices. The British Industry Supercharger
Package for energy-intensive industries (EIls) has been

2 Subsidy Control and Transparency Database (https://searchforuksubsid
ies.beis.gov.uk/schemes).

3 Eigen Values Substack (https://davidturver.substack.com/p/now-theres
-585bn-of-subsidies-galore).

4 BBCreport (https://www.bbc.co.uk/news/uk-northern-ireland-38301428).
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calculated to cost £51.4bn. This is designed to provide
‘electricity price support’ to around 370 energy-intensive
businesses in sectors such as steel, paper and batteries.

There is an additional set of subsidies for Carbon
Capture, Usage and Storage (CCUS) that make reliable
power generation from gas less efficient and thus more
expensive. £30bn has been allocated to the Dispatchable
Power Agreement Business Model and another £16.7bn for
the two carbon capture business models split equally be-
tween the Industrial Carbon Capture Business Model and
the Waste Industrial Carbon Capture Business Model. In
addition, £13bn has been allocated to the CCUS Transport
and Storage Regulatory Investment model.

Another £3bn has been set aside for another thermo-
dynamic war crime: green hydrogen. £2.3bn is forecast
to be spent on the Hydrogen Production Business Model
(also called HARI), with another £589m on Hydrogen
Transport hubs. The balance of the £3bn comprises vari-
ous funds, accelerators and innovation schemes.

This tangle of subsidies adds costs to the whole econ-
omy and further costs are added through further sub-
sidies designed to mitigate the impact of the first set of
subsidies.

Hydrocarbon taxes

To meet the carbon budgets set by the CCC, the UK must
reduce consumption of hydrocarbons: coal, oil and gas. To
that end, punitive taxes have been imposed on both their
production and consumption.
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Production taxes include the Ring Fence Corporation
Tax, the Supplementary Charge, Petroleum Revenue Tax
and the Energy Profits Levy. These taxes, combined with
the moratorium on fracking and Ed Miliband’s ban on
new exploration licences in the North Sea have acceler-
ated the decline in domestic production and made the UK
more reliant on imports (see Figure 8).

Figure 8 Energy netimports (mtoe) and import dependency (%)

60 £120,000 T
;\; 501 100,000 2
< 401 80,000 8
£ 307 160,000 &
S 20 40,000 2
% 10 120,000 *
o 0000 B
S —107 Import dependency (%) r—20,000 é—
£ 90 -+— Net imports (+) net exports (=) | 40,000 =
-30 -60,000 2
ONOTTANNTIOONODNO—ANMNIOONONOT— NSO
DOOOO0O0O0O0O0O0O0OT T A NANNNAN
OO0 O0OO0O0OO0O0O0OO0OOOOO0OOOOOOO0O0OO
T ANANANNANANNNANANNANANNNANNANANNNANNANANN

Source: UK Energy Trends ET1.3 (https://www.gov.uk/government/statistics/
total-energy-section-1-energy-trends).
Note: Data for 2025 are provisional.

The production decline has led the OBR to forecast that
oil and gas tax revenues will fall from £9.9bn in 2022/23
to just £0.3bn in 2030/31.° The impact of declining oil and
gas production on the rest of the economy is discussed in
more detail below.

5 OBR oil and gas revenues (https://obr.uk/forecasts-in-depth/tax-by-tax-s
pend-by-spend/oil-and-gas-revenues/).


https://www.gov.uk/government/statistics/total-energy-section-1-energy-trends
https://www.gov.uk/government/statistics/total-energy-section-1-energy-trends
https://obr.uk/forecasts-in-depth/tax-by-tax-spend-by-spend/oil-and-gas-revenues/
https://obr.uk/forecasts-in-depth/tax-by-tax-spend-by-spend/oil-and-gas-revenues/

ENERGY

Hydrocarbon consumption taxes are classified as en-
vironmental taxes by the ONS, many of which can be char-
acterised as consumer taxes on energy.® These include
direct taxes on fossil fuels that raised a total of £42.7bn in
2024, including the following:

e Fuel duty, a tax on petrol and diesel, raised £24.6bn.

¢ Emissions Trading Scheme, essentially a tax on
burning hydrocarbons, raised £4.1bn.

¢ Climate Change Levy (CCL) raised £1.8bn.

In addition, there are indirect taxes on fossil fuels that
raised even more money in 2024:

e Transport taxes such as Motor Vehicle Duty paid
by businesses and households raised £8.1bn; until
recently this tax did not apply to electric vehicles.

¢ Air Passenger Duty, a tax on flying, raised £4.2bn.

As can be seen below, the combination of subsidies for re-
newables and taxes on hydrocarbons conspires to make
UK energy prices some of the most expensive in the devel-
oped world.

High electricity prices

Government statistics produced by the International En-
ergy Agency (the other IEA) show the UK has the highest

6 ONS environmental taxes (https://www.ons.gov.uk/economy/environme
ntalaccounts/datasets/ukenvironmentalaccountsenvironmentaltaxes).
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industrial electricity prices in the developed world (see
Figure 9).

Figure 9 International industrial electricity prices (p/kWh)
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Source: Eigen Values Substack (https://davidturver.substack.com/p/uk-indust
rial-electricity-prices-highest).

Note that UK industrial electricity prices were around
the IEA median from 1998 to 2005, but since 2014 the gap
has widened so UK companies paid 63 per cent more than
the IEA median in 2024.

It is fashionable to blame the UK’s high electricity costs
on the price of gas but Figure 10 shows that although UK
gas prices are well above those in Canada and the US, they
are marginally below the IEA median.

It is clear that it is not just gas that is driving UK elec-
tricity prices. Figure 11 plots the share of electricity sup-
plied by source against gas and electricity prices.
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We can see that gas prices remained relatively stable
around 2p/kWh from 2008, the year of the Climate
Change Act, to 2021 but electricity prices rose more than
50 per cent from under 8p/kWh to over 12p/kWh. During
that period, the share of renewables (defined as hydro,
bioenergy, wind and solar) went up from just over 5 per
cent to over 37 per cent of electricity supplied. From 2022
onwards the energy crisis that began before the war in
Ukraine caused gas prices to more than double and elec-
tricity prices followed suit.

Figure 10 International industrial gas prices (p/kWh)
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The impact on electricity prices from renewables subsi-
dies, taxes on hydrocarbons and the hidden backup, grid
balancing and expansion costs can now be examined in
more detail.

The price of gas-fired electricity generated is also
inflated by carbon costs. Figure 12 shows the fuel and
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carbon costs and the carbon costs as a share of the total,
using data from Ember.

Figure 11 Share of electricity supplied by
source (TWh), prices (p/kWh)
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Source: Energy Trends ET5.1 Table 5¢ (https://www.gov.uk/government/stat
istics/electricity-section-5-energy-trends); international non-domestic en-
ergy prices QEP5.3.1 and 5.7.1 (https://www.gov.uk/government/statistical
-data-sets/international-industrial-energy-prices).

Carbon costs comprise two elements. The first is the
Carbon Price Support (CPS) mechanism, where prices
have been held at £18/t since 2018. The CPS is due to be
abolished in April 2028. The second part is the carbon
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cost arising from the UK Emissions Trading Scheme (ETS)
and these costs fluctuate quite a lot.

Figure 12 Fuel and carbon costs (£/MWh) and carbon share (%)
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Source: Ember European electricity prices and costs (https://ember-energy.or
g/data/european-electricity-prices-and-costs/#data-tool).

The total carbon costs fluctuated in a £35-40/MWh
range from the beginning of 2022 to March 2023 before
falling steadily to under £20/MWh in February 2024. Car-
bon costs then fluctuated in the £20-25/MWh range until
April 2025 and then began to rise to £31.99/MWh in Jan-
uary 2026 after Prime Minister Starmer’s announcement
to align the UK and EU ETS schemes.” Carbon costs as a
proportion of total costs reached a record 37.5 per cent
in December 2025. More recently, ETS costs have fallen

7 UKandEU announce agreement to align ETS (https://www.endswasteand
bioenergy.com/article/1918737/uk-eu-announce-agreement-align-ets).

75


https://ember-energy.org/data/european-electricity-prices-and-costs/#data-tool
https://ember-energy.org/data/european-electricity-prices-and-costs/#data-tool
https://www.endswasteandbioenergy.com/article/1918737/uk-eu-announce-agreement-align-ets
https://www.endswasteandbioenergy.com/article/1918737/uk-eu-announce-agreement-align-ets

THE GREAT STAGNATION

76

because Chancellor Merz called for the scheme to be re-
viewed.® These carbon costs artificially increase the cost
of gas-fired electricity. Ironically, they also increase the
cost of renewable electricity subsidised by Renewable
Obligation Certificates (ROCs) because these generators
receive their subsidies in addition to the market price of
electricity, mostly set by gas.

Impact of renewables subsidies

As described above, there is a range of subsidies for renew-
ables that further increase electricity prices. ROC-funded
generators are awarded certificates for each unit of elec-
tricity generated in addition to the market price they re-
ceive for their output. Accordingly, electricity from these
generators will always be more expensive than market
rates, often set by gas. Even though this scheme is closed
to new participants, the OBR shows the RO scheme cost
£7.8bn in 2024/25 and the cost is forecast to rise to £8.3bn
in 2026/27.° About three quarters of the cost of the RO
scheme has been temporarily moved from domestic elec-
tricity bills to general taxation from 1 April 2026. The cost
of the RO scheme has not been removed from industrial
electricity bills, but has been mitigated by various relief
schemes.

8 S&PGlobalReport (https://www.spglobal.com/energy/en/news-research/
latest-news/energy-transition/021226-european-carbon-prices-slide-as
-germanys-merz-says-eu-ets-may-need-revamping).

9 OBR Detailed Forecast Tables Receipts March 2026 (https://obr.uk/efo/
economic-and-fiscal-outlook-march-2026/).
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FiTs are paid mostly to small solar installations. FiT
generators are paid a fixed amount to generate electricity
plus a smaller amount for the power they export (or are
deemed to export) to the grid. Again, this scheme is closed
to new entrants; however, analysis of Ofgem’s latest report
into the FiT scheme'® shows it cost £1.8bn in 2024/25, or
around £229/MWh, which is three times more than the
market rate for CfDs in the same period! of about £76/
MWh.

Finally, we have the CfDs scheme used for the now
annual renewables auctions. Here, generators receive a
fixed amount for the power they generate. They receive
the market value, called the reference price, for their
power and are then paid a top-up to the strike price
of their contract. If market prices are above the strike
price, they must pay back the difference. Analysis of data
published by the Low Carbon Contract Company shows
the CfDs scheme cost a record £2.96bn in 2025/26. The
generation-weighted average strike price of electricity
funded by CfDs was about £152/MWh in 2025/26 or
more than double the £71/MWh average reference price
for intermittent renewables. The cost of this scheme is
likely to rise considering the high prices offered on 20-
year index-linked contracts in the recent Allocation
Round 7 (AR7) auction of new capacity.

10 Eigen Values Substack (https://davidturver.substack.com/p/fit-the-bill-fe
ed-in-tariff-costs-2024-25).

11 Low Carbon Contract Company (https://dp.lowcarboncontracts.uk/data
set/actual-cfd-generation-and-avoided-ghg-emissions).
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The cost of all renewables under these schemes is
higher than gas-fired electricity and much higher than
gas-fired electricity unencumbered by carbon costs. The
total cost of these subsidy schemes amounts to £12.5bn
per year as shown in Table 2.

Table 2  Cost of subsidy schemes

Latest annual
Item cost (£bn)
Renewables Obligations (ROCs) (2024/25) 7.8
Contracts for Difference (CfDs) (2025/26) 2.9
Feed-in Tariffs (FiTs) (2024/25) 1.8
Total 12.5

According to the latest Energy Trends data,'? we used
16.24 million tonnes of oil equivalent gas for electricity
in 2025. This equates to about 188.9 TWh of gas used to
generate 91.6 TWh of electricity or 31.5 per cent of total
generation. At an average cost of 83p/therm or £28.33/
MWh, this equates to a total fuel cost of £5.4bn or £58.43/
MWh. Renewables subsidies alone of £12.5bn cost more
than twice as much as the fuel for gas-fired generation. On
a per MWh basis, renewables subsidies alone cost about
£82/MWh, more than the fuel for gas-fired generation.
The full cost of gas-fired generation will include an allow-
ance for recovery of capital expenditure, but still renew-
ables are much more expensive than electricity from gas
unencumbered by carbon taxes.

12 Energy Trends ET5.1 (https://www.gov.uk/government/statistics/electric
ity-section-5-energy-trends).
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Extra costs of renewables

However, subsidies do not represent the full cost of re-
newables. First, because wind and solar are intermittent
their output can fluctuate significantly so that sometimes
they produce less than expected. At other times, wind and
solar can produce more than demand or more than the
grid can handle and wind farms are paid to curtail their
output. The grid needs to be always balanced so gas gen-
erators are paid to fire up to compensate. NESO produce
Monthly Balancing Services Summary reports and the
data for 2024/25 show the cost of this service was £2.7bn."
In addition, according to the OBR, backup through the
capacity market cost £1.3bn in 2024/25."

If we attribute the balancing and backup costs to inter-
mittent renewables (allowing an inflation adjusted £750m
for the cost of balancing before renewables) the full cost of
renewables can be seen in Figure 13.

The cost of grid balancing adds about £20 to the cost
of intermittent renewables and backup from the capacity
market about £13, together adding £33/MWHh. The full cost
of active CfDs for offshore wind including the strike price
plus grid balancing and backup in 2025 was £186/MWh, on-
shore wind £150/MWh and solar £103/MWh. All these tech-
nologies were much more expensive than gas, even with a
carbon tax added. The full cost of new capacity in the recent

13 NESO Balancing Costs (https://www.neso.energy/industry-information/
balancing-costs).

14 OBR Detailed Forecast Tables Receipts March 2026 (https://obr.uk/efo/
economic-and-fiscal-outlook-march-2026/).
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allocation rounds, AR6 and AR?7, is also much higher than
gas-fired power. It should be noted that the index-linked
contracts in AR7 have been extended to 20 years, so billpay-
ers will be paying more for longer. Renewables subsidised by
ROCs and FiTs are even more expensive.

Figure 13 Total cost of electricity by technology and
subsidy scheme, 2025 prices (£/MWh)
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Source: Eigen Values Substack.

These extra costs are going to get much worse. NESO
forecasts balancing costs to rise to £6.4-8.3bn by 2030
and the OBR forecasts Capacity Market costs to rise to
£4.4bn per year in 2030/31."° We can therefore expect

15 Hidden costs of renewables going up (https://davidturver.substack.com/
p/hidden-costs-renewables-going-up).

16 OBRDetailed Forecast Tables Receipts March 2026 (https://obr.uk/efo/eco
nomic-and-fiscal-outlook-march-2026/).
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these extra costs of renewables to triple to over £12bn by
2030, again more than twice the current cost of gas used
to generate electricity.

In addition, because renewables are geographically
dispersed, they need extra spending on transmission
lines to connect them to the grid. Ofgem has recently ap-
proved an initial £8.9bn of spending on the high-voltage
electricity network."” They claim this is the first step of an
£80bn programme to boost the electricity network cap-
acity. They estimate this will add a further £74 to domestic
electricity bills. NESO’s Clean Power 2030 plan explained
this money will be spent on 1,000 km of new onshore and
over 4,500 km of offshore cables.' Most of this spending is
clearly required to connect remote renewables so should
be classified as a cost of renewables.

When giving evidence to a recent ESNZ Select Com-
mittee, Rachel Fletcher of Octopus Energy explained that
electricity bills would be 20 per cent higher in four or five
years’ time even if wholesale prices, largely set by gas,
halve.”” Chris Norbury, chief executive of E.On UK had a
similar message when he said even if wholesale prices go
to zero, bills would be where they are today because of the
increase in non-commodity costs.?

17 Hidden costs of renewables going up (https://davidturver.substack.com/
p/hidden-costs-renewables-going-up).

18 NESO Clean Power 2030 (p. 31) (https://www.neso.energy/document/346
651/download).

19 Green levies to blame for rising energy bills, say suppliers (https://archive
.is/CsOCn).

20 The Guardian (https://www.theguardian.com/money/2025/oct/15/britai
n-biggest-energy-supplier-octopus-bills-on-track-to-rise-by-fifth-in-ne
xt-four-years).
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The evidence that renewables subsidies, carbon taxes
and the additional backup, grid balancing and expansion
costs are driving electricity prices higher is overwhelming,.

Figure 14 (a) Energy consumption by source, UK;
(b) electricity production by source, UK
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Source: Our World in Data: UK Energy Profile (https://ourworldindata.org/pro
file/energy/united-kingdom).

Notes: (a) ‘Other renewables’ include geothermal, biomass and waste energy.
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Declining energy and electricity consumption

The combination of high energy prices and the legislative
burden has led to a steady reduction in both overall en-
ergy use and electricity generation as shown in Figure 14.

Overall UK energy consumption is down 29.2 per cent
from its peak in 2005 and domestic electricity generation
is down 26.5 per cent from its peak, also in 2005.

Slightly different data from UK Energy Trends illus-
trated in Figure 15 show final energy consumption down
20.3 per cent overall since peaking in 2004.

Figure 15 Total final energy consumption
(unadjusted) by sector (mtoe)

— 180,000 | = Industry = Transport = Domestic = Other final users

Source: UK Energy Trends ET1.3 (https://www.gov.uk/government/statistics/
total-energy-section-1-energy-trends).

The detailed sector data show industrial consumption
is down 45.3 per cent since the peak total consumption
in 2004. Domestic consumption is down 32 per cent.
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Transport energy consumption is down a more modest
3.6 per cent and other users (mostly service industries)
are up a modest 1.3 per cent. It is hardly surprising the
economy is struggling to grow when industrial energy
consumption is collapsing.

Figure 16 Energy use per person vs. GDP per capita, 2008-24
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~CAN).

Impact on growth and productivity

The impact of expensive, scarce energy has caused a drag
on growth is demonstrated in Figure 16. The chart com-
pares the change in per capita energy consumption to the
change in GDP per capita over the period 2008-24.

The UK has reduced energy consumption by 2.4 per
cent per annum. This is more than Canada, the EU27,
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Japan and the US. As a result GDP per capita has virtually
stagnated, growing at just 0.4 per cent per annum, lower
than the EU27 and all the other G7 countries except Can-
ada. By contrast, world GDP per capita has been growing
at close to 2 per cent per year and energy use per person
has increased by about 0.5 per cent per annum. Asian
countries such as South Korea and China have increased
energy use even faster and have accordingly grown much
faster. The UK’s energy consumption per person is much
lower than many other poorer countries such as Belarus,
Bulgaria, Kazakhstan, Malaysia, Poland and Turkmeni-
stan.”’ The UK economy will at best stagnate if the current
energy austerity policies are maintained.

The reduction in energy consumption, particularly in
industry has also taken its toll on productivity. Using ONS
data, Figure 17 analyses the period from the beginning of
the Climate Change Act in 2008 to 2024.

The x-axis shows the relative growth rate of different
industry sectors over the period. The mid-point of 100 per
cent represents the whole economy growth rate over the
period. The y-axis shows the relative productivity of each
sector in 2024 on a log-scale, with the mid-point of 100 per
cent representing the whole economy.

The chart is divided into four quadrants. In the white
quadrant we can see sectors such as wholesale and retail,
agriculture, forestry and fishing and transport and stor-
age are all growing more slowly than the whole economy

21 OWID Energy use per person (https://ourworldindata.org/grapher/per
-capita-energy-use?tab=line&country=CHN~GBR~TKM~BLR~KAZ~MYS
~POL~BGR).
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and have below-average productivity measured by gross
value-added (GVA) per hour worked.

Figure 17 Productivity vs. relative GVA growth
by industry sector in 2008-24
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industries (https://www.ons.gov.uk/economy/economicoutputandproductiv

ity/productivitymeasures/datasets/outputperhourworkeduk); ONS Output

per hour worked bespoke industries and division level (https://www.ons.gov

.uk/employmentandlabourmarket/peopleinwork/labourproductivity/data

sets/outputperhourworkedbydivisionuk).

The yellow quadrant shows sectors such as accommo-
dation and food service, health and social care, arts and
entertainment are growing faster than the whole econ-
omy yet have lower-than-average productivity.

The green quadrant shows sectors such as real estate
and information and telecommunications growing faster
than the whole economy with above-average productivity.

Finally, the red quadrant shows sectors with above-
average productivity growing more slowly or shrinking
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in absolute terms compared to the whole economy. The
manufacturing sector has grown at two-thirds the rate of
the whole economy, but the sector’s productivity is 122 per
cent of the whole economy. Included in this segment are
mining and quarrying that contains oil and gas extrac-
tion where GVA has fallen in absolute terms by 7 per cent
over the period, yet productivity is 637 per cent of the
whole economy average. The red segment also includes
oil refining as well as the chemical and pharmaceutical
sectors, both of which have much higher productivity,
384 per cent and 292 per cent of the average, respectively.
Transport manufacturing, which includes making cars
and buses, is also a relatively high productivity sector at
141 per cent of the whole economy average. All these sec-
tors have grown more slowly than the whole economy.

Looking in more detail, hours worked are down 9 per
cent in mining and quarrying. High taxes on domestic
oil and gas producers, coupled with the effective ban** on
new exploration drilling have led to estimates of 1,000
jobs per month being lost in the oil and gas industry in
the North Sea.?® The economic impact of these job losses is
far greater than the headline job losses because this sec-
tor creates more than six times the value added per hour
worked than the whole economy.

There are also additional impacts further downstream
in refining and petrochemicals, where hours worked are

22 DESNZ news story (https://www.gov.uk/government/news/north-sea-fut
ure-plan-for-fair-managed-and-prosperous-transition).

23 Robert Gordon University transcript (https://www.rgueti.com/wp-conte
nt/uploads/2025/12/North-Sea-industry-leader-says.pdf).
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down 14 per cent. Grangemouth oil refinery closed in April
2025, with the loss of 400 jobs.** The oil-refining sector pro-
duces about four times the GVA per hour worked than the
whole economy so again, the economic impact of these job
losses is amplified. As well as producing fuels like petrol,
diesel and kerosene that now must be imported, Grangem-
outh produced essential feedstock for the petrochemicals
industry. These include ethylene, propylene and polymers
such as polyethylene and polypropylene.”® The chemicals
and pharmaceutical industries create about three times
the value added per hour worked than the whole economy,
but total hours worked is down 2 per cent.

It should be noted too that hours worked per week are
down 11 per cent in computer manufacturing, and 3 per
cent in transport manufacturing which indicates there
have been job losses over the period. While the job losses
have been relatively modest, the loss of GVA is much more
significant because these industries add so much more
value per hour worked.

The loss of North Sea oil and gas production has a large
economic impact on its own and even more impact that
extends further along the value chain, hollowing out in-
dustries producing vital building blocks that society de-
pends upon.

The productive sectors of the economy tend to be en-
ergy intensive and have been made less competitive by the

24 Grangemouth to stop refining with 400 jobs lost (https://www.thechemic
alengineer.com/news/grangemouth-refining-to-stop-next-year-with-400
-jobs-lost/).

25 About Grangemouth (https://www.ineos.com/sites/grangemouth/about).
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imposition of high energy prices and the huge regulatory
burden. Moreover, these industries tend by their nature
to be capital intensive. Expensive energy, high taxes and
an onerous regulatory regime has led companies such as
Ineos to abandon new investment in the UK.*® As these
companies move abroad Britain also loses out on invest-
ment that would lead to further growth.

Conclusions

Energy is the foundation stone of modern economies as
demonstrated by there being no examples of rich coun-
tries that are low energy consumers. The UK has imposed
a swathe of legislation that has increased the regulatory
burden and made energy scarce and expensive. In par-
ticular, the focus on expensive and intermittent renew-
ables and punitive taxes on hydrocarbons has given the
UK the most expensive industrial electricity prices in the
developed world.

As aresult, energy and electricity consumption are in
a steep downtrend and the economy is flatlining. Energy
consumption in the industrial sector is plummeting and
many of the most productive sectors in the economy are
shrinking. We need look no further than its spectacularly
unwise energy policy to find out why Britain has stopped
growing.

26 Jim Ratcliffe’s energy empire abandons UK investment (https://archive.is/
ROBKS).
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Appendix: The legislative labyrinth

The Gas Act 1986 Section 33BC*” empowers the Secretary
of State to impose mandatory carbon emissions reduction
targets on gas transporters and suppliers. This legislation
compels companies to promote energy efficiency meas-
ures to consumers, helping to achieve national emission
reduction targets. Section 33BC has since been amended
and strengthened by subsequent legislation.

The Electricity Act 1989 Section 32°® established the
legal framework for the Renewables Obligation (RO), forc-
ing electricity suppliers to source a growing percentage
of their electricity from renewable sources. It enables the
Secretary of State to create orders mandating the pro-
duction of Renewables Obligation Certificates (ROCs) to
support green energy generation. Section 33 established
the fossil fuel levy — a mechanism to subsidise non-fossil
fuel electricity generation.

The Pensions Act 1995 Sections 41A and 41B* place
climate change obligations on pension trustees. As part
of their fiduciary duties, trustees must explicitly consider
climate change risks in their investment strategies. They
must also produce, publish and make available reports on
their climate risk management and governance.

Section 9A of the Petroleum Act 1998* made the prin-
cipal objective of the regulator and industry to maximise

27 https://www.legislation.gov.uk/ukpga/1986/44/section/33BC
28 https://www.legislation.gov.uk/ukpga/1989/29/section/32
29 https://www.legislation.gov.uk/ukpga/1995/26/section/41A
30 https://www.legislation.gov.uk/ukpga/1998/17/section/9A
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the economic recovery of UK petroleum. However, since
2021 the strategy must also consider how the oil and
gas industry can achieve the contradictory objective of
achieving the Net Zero 2050 target. The revised North Sea
Transition Authority (NSTA) strategy® (formerly the Oil
and Gas Authority) obliges the operators to reduce green-
house gas emissions from a 2018 baseline by 10 per cent
by 2025, 25 per cent by 2027, 50 per cent by 2030 and to
achieve a Net Zero basin by 2050. This is forcing operators
to replace gas turbines with renewable power to run their
offshore operations.

The Utilities Act 2000* contained provisions in sec-
tion 62 to impose obligations on electricity suppliers to
procure a certain percentage of their electricity from
renewable sources, known as the Renewables Obligation.
Section 66 abolished the fossil fuel levy introduced in the
Electricity Act 1989.

The Finance Act 2000 Section 30* introduced the Cli-
mate Change Levy (CCL), which is a tax on energy use by
businesses. Effectively, the CCL increases the cost of fossil
fuels and hence operating costs. Some relief for these ad-
ditional costs is available to businesses through Climate
Change Agreements (CCAs),** which give discounts on the
CCL if energy efliciency targets are met.

31 https://www.nstauthority.co.uk/regulatory-information/regulatory-fra
mework/the-oga-strategy/

32 https://www.legislation.gov.uk/ukpga/2000/27/contents
33 https://www.legislation.gov.uk/ukpga/2000/17/section/30

34 https://www.gov.uk/guidance/climate-change-agreements--2
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Section 172 of the Companies Act 2006* establishes a
core duty for directors to act in good faith and have regard
for the long-term consequences of their actions. Section
414A provides an additional duty to prepare a strategic
report. Section 414CB mandates that companies include
a statement on non-financial matters that must cover en-
vironmental issues and climate-related disclosures must
now follow the Taskforce on Climate-Related Financial
Disclosures (TCFD) framework.

The Climate Change and Sustainable Energy Act 2006
is designed to mitigate climate change by promoting
microgeneration from low-carbon sources such as wind
and solar. The Act also requires the government to report
annually to Parliament on progress reducing greenhouse
gas emissions. The Act also requires building regulations
to consider energy efficiency and the use of low-carbon
technology in buildings.

The Energy Act 2008* introduced legislation to support
storage of carbon dioxide and FiTs to support small-scale
renewable electricity generation. FiT costs are recovered
through electricity bills.

Article 8 of the Human Rights Act 1998% has been in-
terpreted by the European Court of Human Rights that
the right to a private and family life means that states

35 https://www.legislation.gov.uk/ukpga/2006/46/contents
36 https://www.legislation.gov.uk/ukpga/2006/19/contents

37 https://www.legislation.gov.uk/ukpga/2008/32/part/2/crossheading/fe
edin-tariffs-for-smallscale-generation-of-electricity

38 https://www.legislation.gov.uk/ukpga/1998/42/contents
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are obliged to protect citizens from the serious adverse
effects of climate change.*

Section 1 of the Climate Change Act 2008 imposes
the legal duty of the Secretary of State to set the carbon
target for 2050. Originally, this was an 80 per cent reduc-
tion compared to the 1990 baseline but was amended by
the 2050 Target Amendment Order 2019* to a 100 per cent
reduction. Section 4 of the Act mandates that the Secre-
tary of State sets legally binding carbon budgets to act as
stepping stones towards the 2050 target. The Committee
on Climate Change (CCC) was established by section 32 of
the Act. Sections 56 to 58 create obligations on the Gov-
ernment to produce Climate Change Risks Assessments
(CCRAs) every five years, for the CCC to provide advice
on the CCRAs and for the Government to respond with
a National Adaptation Programme (NAP) to address the
specified risks.

The Finance Act 2011* amended the CCL legislation
and introduced the Carbon Price Support mechanism,
which is designed to top up the carbon price paid by elec-
tricity generators alongside the EU or UK ETS.

The Energy Act 2013* contains many provisions to
transform the electricity market to meet legally bind-
ing targets. These include introducing Contracts for

39 https://commonslibrary.parliament.uk/a-new-precedent-for-climate
-change-in-human-rights-law

40 https://www.legislation.gov.uk/ukpga/2008/27/contents
41 https://www.legislation.gov.uk/ukdsi/2019/9780111187654
42 https://www.legislation.gov.uk/ukpga/2011/11/contents
43 https://www.legislation.gov.uk/ukpga/2013/32/contents
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Difference (CfDs) to drive investment in renewables;
setting targets for decarbonising the electricity sector
by 2030; introducing the Capacity Market to manage the
intermittency of renewables and introducing the Emis-
sions Performance Standards (EPS) setting a legal limit
of 450gC0O2/kWh on the emissions of new fossil-fuelled
power plants. This acts as a barrier to opening new coal-
fired power plants.

The Emissions Performance Standard Regulations of
2015, Regulations 3 and 7, effectively ban new unabated
coal-fired power stations.

Parts 4 and 15 of the Town and Country Planning (En-
vironmental Impact Assessment) Regulations 2017*° gov-
ern the information required and scope of Environmental
Statements. Together they must assess climate factors
including greenhouse gas emissions as well as indirect,
secondary, cumulative and long-term effects. This means
including so called Scope 3 emissions such as the emis-
sions from burning hydrocarbons produced from an oil
or gas field.

The Greenhouse Gas Emissions Trading Scheme Order
2020 (SI 2020 No. 1265)*¢ created the UK Emissions Trad-
ing Scheme (ETS) and replaced the UK’s participation in
the EU ETS. This statutory instrument established the
legal framework for the cap-and-trade system to regulate
industrial greenhouse gas emissions.

44 https://www.legislation.gov.uk/uksi/2015/933/note#
45 https://www.legislation.gov.uk/uksi/2017/571/contents
46 https://www.legislation.gov.uk/uksi/2020/1265/contents


https://www.legislation.gov.uk/uksi/2015/933/note#
https://www.legislation.gov.uk/uksi/2017/571/contents
https://www.legislation.gov.uk/uksi/2020/1265/contents

ENERGY

The Environment Act 2021 introduced a new statu-
tory body, the Office for Environmental Protection tasked
with holding public bodies to account for meeting envir-
onmental targets. The Act also requires the government
to set long-term (minimum 15-year) legally binding tar-
gets in four priority areas: air quality, biodiversity, water
and waste reduction. These targets are designed to align
with and support the UK’s broader Net Zero Strategy by
driving systemic transformation across the economy.

The Occupational Pension Schemes (Climate Change
Governance and Reporting) Regulations 2021* force trus-
tees to identify, assess and manage climate-related risks
and opportunities, significantly boosting transparency
and driving capital toward net-zero aligned investments
to meet Paris Agreement goals. Section 41A (Climate
Change Governance) enables the Secretary of State to
require trustees to implement effective governance re-
garding climate-related risks and opportunities. It forces
trustees to integrate climate scenario analysis and risk
management into their investment strategies. Section 41B
(Climate Change Reporting) enables the imposition of re-
quirements for trustees to publish information on their
climate governance and risk management.

The Companies Strategic Report (Climate-Related
Financial Disclosure) Regulations 2022 make TCFD-
aligned disclosures mandatory for companies with over

47 https://www.legislation.gov.uk/ukpga/2021/30/contents
48 https://www.legislation.gov.uk/uksi/2021/839/contents
49 https://www.legislation.gov.uk/uksi/2022/31/contents/made
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500 employees or a turnover of over £500m. Section 414CB
ensures that climate risk is not just an ESG footnote but
a central component of a company’s financial reporting
within their strategic report. The Limited Liability Part-
nerships (Climate-Related Financial Disclosure) Regula-
tions 2022% introduced similar obligations on LLPs.

The Energy (Oil and Gas) Profits Levy Act 2022% intro-
duced the Energy Profits Levy (EPL) better known as the
windfall tax. The initial Act introduced a 25 per cent levy,
giving a total tax rate of 65 per cent on profits, but there
was an 80 per cent investment allowance for fossil fuels.
Later the levy was increased to 35 per cent and then 38 per
cent, giving a total rate of 78 per cent. The investment al-
lowance has also been watered down to 29 per cent and
then zero, although a 66 per cent decarbonisation allow-
ance remains.

The Health and Care Act 2022 legally mandates the
NHS to contribute to the UK’s net-zero targets and adapt
to climate change. Section 13NC explicitly requires NHS
England to align with the Climate Change Act 2008 and the
Environment Act 2021, mandating action on both emission
reduction and climate adaptation. The Act supports the
NHS commitment to reach net zero by 2040 for directly
controlled emissions and 2045 for indirect emissions. Every
NHS Trust and Integrated Care Board is required to have a
‘green plan’ to reach net zero, with annual progress updates.

50 https://www.legislation.gov.uk/uksi/2022/46/contents/made
51 https://www.legislation.gov.uk/ukpga/2022/40/contents
52 https://www.legislation.gov.uk/ukpga/2022/31/contents
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The Energy Act 2023% is a huge bill designed to tran-
sition the energy system towards net-zero emissions
by 2050. Section 202 amends the Gas Act 1986 and the
Electricity Act 1989, explicitly aligning Ofgem’s principal
duties with the Climate Change Act 2008 and net zero
targets. This is a big shift away from the former narrow
focus on consumer protection. The Act also seeks to ac-
celerate low-carbon technologies such as Carbon Capture,
Usage and Storage (CCUS), hydrogen, nuclear power and
offshore wind. Section 239 of the Act also gives the Gov-
ernment power to set regulations for energy-smart appli-
ances and sections 241-43 set out enforcement measures
and penalties for non-compliance including conferring
powers of entry by reasonable force and powers of inspec-
tion, search and seizure. Sections 250-53 include provi-
sions to make energy performance regulations including
sanctions that may include imprisonment.

The UK Infrastructure Bank Act 2023* places a legal
obligation on the Bank to contribute to the UK’s 2050
net-zero target and is intended mobilise green finance by
getting the Bank to act as a catalyst for private investment
in hard-to-abate sectors.

53 https://www.legislation.gov.uk/ukpga/2023/52
54 https://www.legislation.gov.uk/ukpga/2023/10
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6 TAX

Tom Clougherty

Has the British tax system undermined growth?

How should we assess how supportive of economic growth,
or how destructive of it, a tax system is?

Much commentary focuses on the overall tax burden,
and with good reason. All things being equal, funds are
more likely to be deployed productively when they are left
in the hands of the private sector, rather than being put at
the disposal of the government. Moreover, as a rule, the
more you tax something, the less you get of it. Heavy tax
burdens are likely to depress the private sector economic
activity that adds up to economic growth - even if the
taxes themselves are well structured.

But that leads to a second consideration: it is clear that
the quality of a tax system matters as well as the quantity
of revenue it produces. At any given level of revenue, there
are more and less growth-friendly ways for a government
to bring in cash. Indeed, if taken to extremes, a relatively
lower-tax system could be more growth-destructive than
a higher-tax one, as a consequence of how those taxes
were levied. As a result, simple comparisons of the overall
tax burden cannot wholly explain differential paths for
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economic growth — even if you control for other policy
differences.

How, then, to assess the economic quality of a tax sys-
tem? The crucial concept is neutrality: the degree to which
taxes impact economic decision-making. A well-designed
tax system will raise necessary revenue while minimising
its impact on whether and how to work, save, invest and
spend. The less neutral a tax system is, the more distor-
tionary it becomes. The more policy factors come to out-
weigh economic ones, the more growth will suffer.

Of course, neutrality is easier to maintain when the
tax burden is lower. However, this chapter will suggest
that Britain’s tax system has become less neutral - more
distortionary - in ways that are not explained simply by a
higher tax burden.

One indicator of a tax system’s neutrality is its compo-
sition: which broad categories of tax are employed, and
what is the relative weight of each of them? This matters
because research has revealed a clear hierarchy of taxes
(Johansson et al. 2008). Economists tend to believe that
corporation tax has the most negative effect on GDP per
capita, followed by taxes on personal income. Taxes on
consumption are less damaging, and well-designed prop-
erty taxes are less damaging still. (That ‘well-designed’
caveat is important.) The more a tax system relies on rela-
tively benign sources of tax revenue, the more pro-growth
it is likely to be.

Marginal tax rates are also important. The higher tax
rates are at the margin, the more heavily they weigh on
people’s choices, and the more distortionary they will be.
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A low marginal tax rate may be an annoyance; a high one
can be prohibitive. At any given level of revenue, a lower
tax rate levied on a broader tax base is likely to be prefer-
able from an economic perspective.

However, we need to be cautious when talking about
tax bases, because the choice of what to tax can have
profound economic implications. In particular, taxes
on personal and corporate income tend to create a bias
against saving and investment - the seed corn of future
growth. Structural features of the tax system that offset
this ‘double taxation’ effect, such as tax relief for saving
and capital allowances for investment, may appear to be
an unwise narrowing of the tax base; in fact, they are es-
sential modifications from a pro-growth perspective.

Taxes are also likely to be especially burdensome
when they weigh on business inputs. Capital is one such
input, but there are others - labour, land and energy
chief among them. We should also consider the complex-
ity of taxation, and its associated administrative burden.
The more complicated a tax system and the harderitis to
comply with, the greater its deadweight costs are likely
to be.

When combined with the tax burden, these fac-
tors - the tax system’s composition, the tax rates it im-
poses at the margin, the definition of the base it taxes, the
degree to which it weighs on transactions and business
inputs, and its complexity — allow us to form a judgement
of how pro-growth a tax system is. In the sections that
follow, we will trace the evolution of Britain’s tax system
on these fronts, with a particular focus on the period
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from 2000 to the present day. In doing so, we will see how
much the tax system is implicated in Britain’s economic
slowdown.

We will see that over the past quarter-century, as the
tax burden has risen, so too has the structure of the tax
system become markedly worse. Accordingly, while tax is
far from the only factor in Britain’s ongoing stagnation —
other essays in this collection will attest to that - it must
be considered a contributing factor, and a worthy focus
for further research.

What’s more, the current trajectory of the tax system
suggests that it will prove a more significant barrier to
growth in the 2020s than it was in the 2010s. From a tax
perspective, the 2030s could be even worse.

Britain’s tax burden

Let’s start with the tax burden. As Figure 18 shows, tax
receipts as a percentage of GDP have recently risen to
37 per cent of GDP. Looking at the tax burden since the
turn of the millennium, we can see a few distinct phases.
From 2000 to 2007, the burden steadily rose as a percent-
age of GDP, as the Labour government increased taxes to
pay for higher spending on public services. The financial
crisis triggered a sharp drop in tax receipts, as profits
fell and unemployment rose. Tax revenue ticked up as a
percentage of GDP immediately afterwards, and then
hovered between 33 and 34 per cent of GDP through the
rest of the 2010s, under Coalition and Conservative gov-
ernments. The trajectory was upward, but modestly so.
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Things changed quite dramatically after the pandemic, as
inflation and frozen tax thresholds combined to send the
tax burden sharply upwards. Forecasts show the tax bur-
den continuing to rise through to the end of the decade, to
a peak of 38.5 per cent of GDP in 2030/31.

Figure 18 UK tax burden since 2000/01
(national accounts taxes as % of GDP)
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Source: Office for Budget Responsibility.

As Figure 19 shows, the tax burden has not been this
high since 1948, when Britain was still emerging from the
shadows of World War II. The tax burden fell in the 1950s,
rose in the 1960s and 70s, and then fell through the 1980s
to reach a record low in 1993, at 30.6 per cent of GDP. To
put that in context, the 7.4 percentage point difference
from today equates to more than £200bn - or nearly three
quarters of annual income tax revenue. This is a very sig-
nificant change.
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Figure 19 UK tax burden since 1948/49
(national accounts taxes as % of GDP)
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Source: Office for Budget Responsibility.

Examining these data, one could make the case that
Britain’s tax burden has risen significantly as its economy
dropped to a lower trend rate of economic growth follow-
ing the financial crisis. Look closely, however, and ques-
tions present themselves. Britain’s growth rate dropped
straight after the financial crisis; the bulk of the increase
in the tax burden is concentrated in the period after 2020.
And while the tax burden did rise over the course of the
2010s, it did so less rapidly and less substantially than it
did during the apparently prosperous decade spanning
the late 1990s to the late 2000s. You cannot rule out
delayed or cumulative effects, but it seems safe to say that
the tax burden alone does not tell the whole story.
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The composition of British tax revenue

As noted above, OECD research has established a clear
‘growth hierarchy’ among the main categories of taxes,
with corporate and personal income taxes relatively
more damaging to GDP per capita, and consumption and
property taxes relatively less damaging. So, with this in
mind, how has the composition of the British tax system
changed over the past quarter-century?

Figure 20 Evolution of the UK tax mix (2000-24) percentage
share of total government receipts

Share of total receipts (%)
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Source: Office for Budget Responsibility.

Figure 20 shows the main British taxes’ percentage
share of total revenues between 2000 and 2024. The most
immediate observation is that the combined share of
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income tax and national insurance contributions - es-
sentially ‘personal income taxes’ in the broader sense, al-
though some smaller such taxes, such as capital gains tax,
fall under ‘other’ in this categorisation - has risen from
44.5 per cent of tax revenue in 2000, to 51 per cent of tax
revenue in 2024.

At the same time, although VAT revenue has risen
slightly, excise duties - the other bit of consumption tax-
ation — have dropped significantly, in large part because
of the declining real-terms value of fuel duties. As a result,
the consumption tax share of total tax revenue fell from
28 to 22.5 per cent.

Both of these trends have continued since 2024, too,
with the tax threshold freeze driving up personal income
taxes’ share of total revenue, and the continued fuel duty
freeze (and temporary 5p cut) continuing to diminish
excise revenue. Those fuel duty measures are set to begin
being phased out from August 2026. As for personal in-
come taxes, inflation remains stubbornly above target,
and thresholds are frozen until April 2031. There is life in
this trend yet.

In short, it appears that, since 2000, Britain has in-
creased personal income taxes and reduced consumption
taxes. This is the opposite of what the ‘tax-growth hier-
archy’ would suggest, and has likely made the tax system
more distortionary, and less pro-growth, over time.

As for the other taxes, corporation tax ends the period
slightly higher as a share of tax revenue than it began it
(10 per cent vs. 9.5 per cent), having fallen as low as 7.5 per
cent in 2015. Property and transaction taxes remained
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stable between 10.5 and 11 per cent of tax revenue
throughout. (There’s a fall in other/capital taxes towards
the end of the period; falling road tax played a part here,
as did reducing the ‘bank surcharge’ when the headline
corporation tax rate went up.)

It is worth adding a few caveats. Firstly, the fact that the
shift from consumption to income taxes made the tax sys-
tem’s composition less supportive of economic growth does
not mean that raising VAT or fuel duty would boost Britain’s
economic performance. It may be, however, that reformed
consumption taxes, with a broader-based, lower-rate VAT
and excise duties targeted strictly at externalities, could
provide the revenue necessary to lower taxes on personal
income. 7This would be a pro-growth move.

Secondly, one might ask why, if corporate income
taxes are the most damaging to economic performance,
their decline as a share of overall tax revenue through
the first half of the 2010s didn’t result in stronger growth.
There are two responses. For one thing, we do not know
the counterfactual; maybe growth would have been even
worse if corporation tax was higher. For another — and
we will come back to this — the way corporation tax cuts
were implemented may have blunted their potential pro-
growth effects.

Thirdly, we should not assume that the stable revenue-
share of ‘property and transaction taxes’ bodes well
for the British tax system. As noted above, the ‘well-
structured’ qualification to property taxes’ place in the
tax-growth hierarchy is very important. Recurrent taxes
on residential property — even land value taxes - fit the



TAX

bill here. They may not be popular, but as taxes go they are
relatively non-distortionary.

Yet Britain relies heavily on stamp duty land tax, a
highly distortionary transaction tax that has a claim to
being, in economic terms, the worst levy on the statute
books. (Research by the Australian Treasury suggests
that their stamp duty has a much higher ‘excess marginal
burden’ than corporation tax; their findings otherwise
line up with the OECD’s (Cao et al. 2015).) Britain also
raises a lot of its property tax revenue from business rates

- a tax on a business input that discourages investment.

Well-structured property taxes these are not.

Marginal tax rates

High-level analysis of the tax burden and its composition
can only take you so far. If you want to understand the
impact of a tax system on economic behaviour, you need
to examine the elements of tax that people confront when
they make economic decisions. Let’s start with marginal
tax rates on personal income.

On the face of it, there’s a pretty straightforward story
to tell here. From Nigel Lawson’s famous 1988 budget until
the financial crisis, Britain had a top income tax rate of
40p. At his 2009 budget, then-chancellor Alastair Darling
announced a new additional rate of income tax, at 50p

on earnings over £150,000, to take effect from April 2010.

That rate fell back to 45p from April 2013 and has stayed
there ever since. All of this is true, but it is also only one
part of the story.
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In reality, the effective marginal tax rates that people
face are more complicated. Take national insurance. Until
2003, it wasn’t levied on higher earnings at all. Gordon
Brown introduced a 1p ‘upper rate’; that rate rose to 2p
under the Coalition government. But that’s just the em-
ployee side of national insurance. Employers pay a higher
flat rate levy on all earnings over a threshold; over the
last quarter-century, that tax has risen from 11.8 to 12.8
to 13.8 to 15 per cent. And while paid by businesses, the
economic incidence of the tax is felt by employees in the
form of lower wages. You cannot understand the taxation
oflabour income without factoring in employers’ national
insurance contributions.

Then there’s another complication: not all income
comes from employment. Particularly at higher income
levels, income from self-employment, partnerships, div-
idends and capital gains (collectively, these last two are

‘capital income’) is also important. What’s more, capital

income is usually subject to corporation tax before it is
taxed at the individual level. Understanding marginal tax
rates over time means integrating all of those taxes into a
single, comparable measure.

Figure 21 shows a ‘blended direct tax rate’ from
2000/01 to 2026/27. This is composed of the top margin-
al rates for income tax, national insurance (both sides),
corporation tax, capital gains tax and dividends tax,
weighted according to a rough estimate of the income
breakdown for the top 1 per cent. That is, 55 per cent
employment, 20 per cent dividends, 10 per cent capital
gains, 10 per cent partnership income and 5 per cent
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from other sources.' It shows how much tax would be
paid by a model ‘one-percenter’ on the next slice of eco-
nomic value they created.

Figure 21 Blended top marginal tax rate in the UK over time

62.51
60.0
57.5
55.0
D 5251
50.0

47.51

Effective marginal tax rate (%)

45.0 ==
2000 2005

2010 2015 2020 2025
Year
—e— Blended rate (inc. consumption tax)

—e— Blended rate (direct taxes)

The lower line displays this blended tax rate over time.
The upper line adds in the impact of consumption taxes,
using ONS figures on indirect taxes as a percentage of
expenditure for the top quintile of households as a

1 The marginal tax rate on employment incorporates income tax and both
sides of national insurance. Self-employment income is assumed to be
taken in dividends at the margin. The tax rate on dividends and capital
gains reflects the prior impact of corporation tax. ‘Other’ income is as-
sumed to be taxed at income tax rates. The income composition is a rule
of thumb, rather than the result of detailed analysis of tax microdata. It
is inspired by Delestre et al. (2022) and Advani and Summers (2020), with
income shares rounded and merged as necessary for ease of presentation.
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proxy for the marginal tax rate, and assuming that all
income is consumed.

What does this visualisation tell us? It is immediately
clear that marginal tax rates are fairly high — a high earn-
er captures less than half of the marginal economic value
they create after direct taxes; with consumption taxes
factored in, the high earner’s share of marginal value cre-
ation is closer to 40 per cent. Marginal tax rates at this
level are likely to have a powerful disincentive effect.

Secondly, we can see that marginal tax rates have
trended up over time. They rose gently through the 2000s,
then jumped sharply after the financial crisis. Marginal
rates fell in the mid 2010s, but not to pre-crisis levels. They
flatlined for about five years, and then began to rise again
after the pandemic. Economic incentives for high earners
got much worse when the 50p additional tax rate was in-
troduced, and have not really recovered since.

Again, though, let’s dig beneath the headline numbers.
Figure 22 compares the integrated employment tax rate
from 2000/01 to 2026/27 (that is, the combined effect of
income tax and both sides of national insurance) with
a ‘combined capital tax rate’ over the same period. This
combined tax rate consists of corporation tax and capital
gains/dividends tax, with the latter weighted according

2 The consumption tax rate used here is based on indirect taxes as a per-
centage of expenditure for all individuals in the top quintile by equiva-
lised household disposable income, as derived from the Office for National
Statistics’ annual “The effects of taxes and benefits on household income’
datasets. Where that figure is not available for a specific year, the rate
from adjacent years is extended forward (or back) as appropriate.
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to their respective shares of the one-percenter’s total
income.

Figure 22 Top marginal tax rates: employment
vs. capitalin the UK
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What this shows is that, first, before the financial crisis,
there was a good deal of stability in the tax system. Cor-
poration tax was 30 per cent. The top rate of income tax
was 40 per cent . The effective marginal tax rate on capital
gains was 10 per cent (thanks to taper relief, which meant
that only a quarter of any gain was taxable provided the
asset had been held for a certain period of time) and the
effective marginal tax rate on dividends was 25 per cent
(due to a so-called ‘notional tax credit’).

The combined capital tax rate jumps first, with Alastair
Darling’s abolition of taper relief and introduction of an
18 per cent flat-rate capital gains tax in 2008. Then both
lines climb sharply in the wake of the financial crisis - the
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employment line because of the introduction of the addi-
tional rate of income tax (which also pushed up the tax
rate on dividends), and the capital line because the top
rate of capital gains tax was raised to 28 per cent by the
Coalition government.

In the space of a few years, the integrated employment
tax rate and the combined capital tax rate each increased
by about 10 percentage points — at a time of maximum
economic weakness. Tax hikes on this scale can hardly
have failed to have a deleterious growth effect.

The tax rate stability of the 2000s did not carry on in
the 2010s. The integrated employment tax rate dropped in
2013 when the additional rate was cut to 45p, but that re-
versed less than half the previous increase. Employment
taxation carried on at the same marginal rate until the
recent increase in employers’ national insurance contri-
butions. The capital income rate fell slowly, eventually
dipping below the pre-crisis level in 2017/18.

That downward shift was driven by the corporation
tax rate falling progressively from 28 to 19 per cent, and
the top rate of capital gains tax coming down from 28 to
20 per cent. By contrast, the top rate on dividends rose
sharply in 2016. For six years, from 2017/18 to 2022/23, the
effective marginal tax rate on capital income was stable,
just above where it sat before the financial crisis. It has
since risen again, thanks to increases in corporation tax
(19-25 per cent), dividends tax (38.1-39.35 per cent) and
capital gains tax (20-24 per cent).

In only one year this century has the combined mar-
ginal tax rate on capital income been higher than it is
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now. And once again, we have followed a severe economic
shock (in this case the pandemic) with a sharp increase in
capital tax rates. To make matters worse, there is almost
constant speculation that these tax rates will rise even
further, to plug some fiscal hole or other in the govern-
ment’s finances. None of this bodes well for Britain’s eco-
nomic future.

It is also worth noting that this analysis does not ac-
count for inflation. Since capital gains taxes are levied
on nominal gains, rather than inflation-adjusted ones,
a period of high inflation like the one we have just been
through (the price level is around 30 per cent higher than
it was in 2020) can mean that the effective tax rate on real
gains is much higher than the unadjusted rates shown
above. In the low inflation environment of the 2000s and
2010s, this did not matter much - but the longer Britain
suffers above-target inflation, the more problematic its
capital gains tax regime will become.

Of course, some people object in principle to taxing
capital income at lower rates than employment income.
For some, it is a question of equity - a sense that the
wealthy have ‘tax breaks’ available to them that ordinary
workers cannot access. Others complain that this differ-
ential taxation is itself distortionary. Certainly, it does
give people an incentive to incorporate and shift as much
of their income into capital as possible.

Much of the tax-reforming energy on the centre-left
goes into this issue and, indeed, the ability to lower mar-
ginal tax rates by shifting into dividends has now been
eliminated. (In fact, the integrated tax rate on dividends
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is now higher than it is on employment income, at 54.5
vs. 53.9 per cent). But those who can take their income
as capital gains can still benefit from a somewhat lower
marginal tax rate.?

Yet this point of view misses important considerations.
Firstly, as we will see below, using an income base for tax-
ation can create a structural bias against saving and in-
vestment. Lower marginal rates are an (imperfect) way to
mitigate that effect. Secondly, capital income is different
from labour income in that it involves risk — investors can
lose their money. If you socialise too much of the reward
from economic risk-taking, while the downside is strictly
privatised, you upset the balance of incentives and may
end up with a stagnant entrepreneurial environment. Fi-
nally, it may be that the behaviour that generates capital
income is highly elastic — that is, it responds more to tax
rates than employment does.

Indeed, this is why the foregoing analysis has focused
on marginal rates at the top of the income distribution. Av-
erage tax rates on ordinary workers determine household
budgets. But the danger in punishing top marginal rates
is not that the wealthy end up with less money to spend. It
is that the cohort of people we rely disproportionately on
to allocate capital, scale businesses, and drive productiv-
ity gains decide that generating the next unit of economic
value is no longer worth the effort.

3 The main way this occurs is by people building up cash inside a limited
company, and taking that cash as a capital gain - rather than as ordinary
income - when that company is liquidated or sold.



TAX

Fiscal drag and tax traps

One underappreciated phenomenon in the British tax sys-
tem is that the highest marginal tax rates no longer apply
solely to those at the very top of the income distribution.

The combined basic rate of income tax and national
insurance have fallen over time, and the tax-free personal
allowance has risen (increased employer NICs dampen
but do not undermine this effect). Yet the point at which
higher rates kick in has fallen in real terms quite signifi-
cantly. According to the Institute for Fiscal Studies, only
6 per cent of adults paid higher rates of tax in 2000 (and
only 3.5 per cent in 1990). That rose to around 8.5 per cent
in 2010, around 9 per cent in 2020, and is projected to
reach 14 per cent in 2027 (see Delestre and Waters 2023,
Figure 1). That adds up to about 5.5m extra higher and
additional rate taxpayers since the turn of the century. If
high marginal tax rates are a disincentive to economical-
ly beneficial activity, then subjecting many more people
to them must be bad for growth.

It is also the case that the most punitive marginal tax
rates are not always targeted at the highest earners — by
design. Those transitioning from welfare into work often
face brutal tax rates (although this is something that
has actually improved in the last 15 years). The tapering
of child benefit, introduced in 2013 for parents earning
more than £50,000 (now £60,000), created elevated tax
rates that rose depending on how many children you had.
Most discussed, however, is the withdrawal of the person-
al allowance for those earning more than £100,000, which

115



THE GREAT STAGNATION

116

makes the effective marginal income tax rate in that band
of income 60p rather than 40p.

When this measure was introduced in 2010, it was a
minor quirk in the tax system, likely affecting well under
150,000 people. But thanks to the increase in the personal
allowance over the 2010s - which extended the band of
income withdrawal applied to - and inflation pushing
up earnings, this 60p tax rate now hits around 723,000
people, according to a recent Freedom of Information re-
quest (the number affected has more than doubled since
2017/18).*

In fact, these numbers are understated: there is
‘bunching’ of earners just under the threshold, which
suggests that many people are managing their incomes
down (see, for example, Joyce and Xu 2019). Some of
them will be parents of young children, who also face
the loss of childcare subsidies if they earn a penny over
£100,000. This can mean that they would have to earn
tens of thousands of pounds more before tax, to be left
any better off at all.

These tax traps clearly have an enormous impact on
economic behaviour at the relevant margin, with many
highly skilled people reducing or turning down work to
avoid punitive tax rates. The degree to which this has af-
fected or is now affecting economic growth is a good area
for future research.

4 Fol request from NFU Mutual to HMRC (18 June 2025), cited in ‘How you
can beat the 60% tax trap’ (9 December 2025), St. James’s Place.
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The tax base

Marginal tax rates are very important, but they are not
the only thing that matters in tax policy. The definition
of the tax base is also crucial to how pro- or anti-growth
a tax system is. What’s more, the choice of the correct tax
base likely becomes more important the higher the tax
burden, and the higher the associated marginal rates be-
come. If the tax base is distortionary, higher levels of tax
exacerbate the effect.

It is commonly assumed that ‘income’ is the best tax
base. Hence the frequently heard plea for a tax system
that applies the same, progressive set of tax rates to all
forms of income. As a rule, however, free market econo-
mists tend to prefer that the bulk of taxation is based on
consumption. Why the difference of opinion?

It comes back to neutrality. Unless comprehensive
income tax systems make certain adjustments — which ef-
fectively turn them into a tax on consumed income - they
usually embed a structural bias against saving and invest-
ment into the tax system. Or, to put it another way, they
are not neutral when it comes to the choice over whether
to consume now or later.

To see why, imagine two people - let’s call them Spend-
er and Saver - who each earn £100.° Spender consumes
his income straight away. Saver invests his in a productive
asset that rises in value by 5 per cent a year for a decade.
In a tax-free world, Spender gets to consume £100, while

5 This example is inspired by a similar one in Carroll and Viard (2012).
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Saver eventually gets to consume £160 after realising his
gain.

Nowimagine that we have a 40 per cent flat tax on all in-
come, regardless of its source. The £100 earned by Spender
and Saver becomes £60 in take-home pay. For Spender, the
tax situation is straightforward: a 40 per cent income tax
means he gets to consume 40 per cent less than he would
in a world without taxes.

For Saver, though, things are more complicated. For
one thing, rather than investing £100, he can only invest
£60. So a decade later, his investment is worth about £98,
rather than £160. And once his £38 gain is taxed at 40 per
cent he is left with just £82.80 to consume (£98 minus
£15.20 in tax). That’s roughly 48 per cent less than in a
world without taxes.

In other words, Saver faces a higher overall tax burden
than Spender, solely because he wants to consume in the
future, rather than today. Note that we are not factoring
corporation tax into this calculation. Nor are we taking ac-
count of inflation. If we assume that capital gains tax is lev-
ied on nominal gains, and that annual inflation throughout
this period was just 3 per cent, then Saver’s real gain is only
about £17 - and the tax owed eats nearly 90 per cent of it.
Why save or invest in a tax environment like that, where
there is no reward for deferring consumption?

Saving and investment leads to capital accumulation,
which drives productivity increases, which translate
into economic growth. In extremis, then, comprehensive
income tax systems can be very problematic from an
economic perspective. As noted, that’s one reason most
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countries levy lower tax rates on capital income than la-
bour income. It is also why we have a variety of tax reliefs
and allowances intended to at least partly restore the eco-
nomics of saving and investment.

Most prominently, Britain gives tax relief when people
put money into a pension (in effect, tax is deferred until
you withdraw the income to consume it); you can save
tax free in an Individual Savings Account, or ISA; and at
various times, various ‘annual allowances’ have been put
in place so that modest amounts of capital income are
sheltered from tax.

Figure 23 The rise and fall of tax neutrality (2000-26) total
inflation-adjusted shelter capacity for the top 1%
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But how extensive are these modifications to the in-
come tax system? How have they changed over time? And
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might they help explain the British tax system’s impact on
growth over the past quarter-century?

Figure 23 visualises the annual value of four such fea-
tures of the tax system: the annual allowance for pension
contributions, the annual allowance for ISA contributions,
the annual exempt amount (AEA) for capital gains and the
dividends allowance. In each case, the figures applicable
to the highest earners have been used. All numbers have
been adjusted for inflation, so that they are expressed
in today’s money. For the sake of comparison, the AEA
and dividend allowance have been capitalised based on
a 5 per cent rate of return, so that, for example, a £5,000
allowance is taken to shelter the return on £100,000 of
investment.®

What this visualisation shows is that the ability to
shelter capital income from tax has been on something
of a rollercoaster ride in recent years. Tax shelter cap-
acity rose sharply in the mid 2000s when Gordon Brown
simplified the pension system, replacing a complicated

‘earnings cap’ with a straightforward annual allowance

of £215,000. At the graph’s 2009 peak, £753,000 of capital
could effectively be placed outside the personal income
tax system in a single year. That fell sharply with the
imposition of a tapered annual allowance from 2011 on-
wards. Nevertheless, total tax shelter capacity continued

6 Of course, this methodology somewhat exaggerates the importance of the
AEA and the dividends allowance, since they are not cumulative in the
way pensions and ISAs are. What this chart really shows is how much in-
vestment can be sheltered from tax in Year 1, assuming the investor starts
from zero.
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at roughly pre-2006 levels, in real terms, through the
2010s.

It is only after the pandemic, with inflation starting to
eat away at the ISA allowance (frozen in nominal terms
since 2017) and the AEA and dividends allowance cut at
successive budgets, that tax shelter capacity really started
to plummet. Today, it stands at £100,000 (as modelled),
down from around £350,000 in 2000, around £750,000 in
2010 and around £400,000 in 2020.

Given the timing of these changes, it seems unlikely
that such alterations to the personal income tax base
played a significant role in the UK’s growth slowdown
after the financial crisis. However, more recent shifts,
coming as they do in concert with higher inflation and
significantly higher marginal tax rates, do fundamentally
make the British tax system less neutral towards saving
and investment, and may therefore cause problems now
and in the future.

Before moving on, it is worth noting that wealthy in-
dividuals still have routes open to them to shelter invest-
ments from tax. Capital gains on gilts and primary resi-
dences are exempt from tax, for example. The Enterprise
Investment Scheme (EIS), the Seed Enterprise Investment
Scheme (SEIS) and Venture Capital Trusts (VCTs) each offer
a variety of up-front and downstream tax reliefs, which
remain generous even as annual allowances have been
eroded by inflation over time. However, creating schemes
which channel investment in certain, politically approved
directions hardly amounts to a restoration of tax neutrality,
however well-meaning or welcome-in-context they may be.
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Corporation tax and capital allowances

Similar thinking can be applied to corporation tax. Cor-
poration tax is a tax on profits, so logically it should be
a tax on a business’s income, /ess the costs of generating
that income. However, most tax systems - Britain’s in-
cluded - depart from that simple model in important
ways. In particular, they draw a distinction between oper-
ating expenses (paying wages, purchasing supplies) that
are immediately deductible from taxable income and cap-
ital expenses (investment in machinery or factories, say)
which must often be deducted gradually via a system of
annual capital (or ‘writing-down’) allowances.

In a way, this makes sense. Investment takes time to
produce a return, so why not spread out the tax deduc-
tion too? The problem is inflation and opportunity cost. A
tax deduction in ten years’ time is less valuable than one
today. The longer a capital allowance is drawn out, and
the worse inflation is, the less accurate a reflection of the
initial investment cost the tax deduction is going to be. In
this sense, corporation tax can embed a bias against cap-
ital investment in the tax system - and that can be bad for
economic growth. The solution is either ‘full expensing’, in
which capital investment is immediately deductible with-
out limit, ‘neutral cost recovery’, whereby rolled-forward
capital allowances are uprated in line with inflation and
the time value of money, or both.

Understanding these dynamics helps to make sense
of the potential growth impact of changes to corpora-
tion tax over the past quarter-century, and particularly
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since the financial crisis. On the one hand, you have the
steady reduction in the headline corporation tax rate,
beginning with the reduction from 30 to 28 per cent
in 2007, and then falling gradually to 19 per cent from
2010 to 2017. Later, you have the abrupt increase back to
25 per cent in 2023.

Figure 24 UK capital cost recovery, 2000-25; NPV of
capital allowances by asset class
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Source: Author’s calculations using Tax Foundation methodology (capital cost
recovery across the OECD); UK rules from HMRC. Weighted-average uses
44/41/15 weights.

Yet the headline is only part of the story. As Figure 24
shows, just as the tax rate was falling, the Net Present
Value (NPV) of the associated capital allowances was
falling - fairly gently for plant and machinery, and
quite dramatically for structures and buildings (from
2011 to 2017, these investment costs were not deduct-
ible at all). The structures and buildings allowance was
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reintroduced in 2018 and made more generous in 2020,
but has not returned to its pre-financial crisis NPV.
When the headline rate increase was announced in 2021,
it was accompanied by a 130 per cent super-deduction
for plant and machinery. That was replaced by standard
full expensing when the higher, 25 per cent headline tax
rate came into force.

In short, the effect of falling headline rates was damp-
ened by stingier capital allowances; the impact of a much
higher headline rate was ameliorated by more generous
ones.

Naturally, it is difficult to work out exactly how all
these factors combine, and what their net effect is likely
to be. In reality, different kinds of businesses will bene-
fit more or less from different mixes of rates and capital
allowances. In general, the more capital-intensive a busi-
ness is, the more important capital allowances will be
versus the headline rate, and vice versa.

Figure 25 underlines the offsetting impact of less gen-
erous capital allowances on corporation tax revenues.’
Even as the headline tax rate fell through the 2010s, tax
revenue as a percentage of corporate profits remained
fairly stable, falling in the first half of the decade (to a
low of 9.5 per cent in 2014/15) but then rising again (to a
high of 13 per cent in 2019/20). Perhaps, then, we should
not be surprised that falling statutory corporation tax
rates failed to spark growth, or make Britain any less

7 Tax expert Dan Neidle (2023) has made the same point using a variety of
different methodologies.
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of a laggard among advanced economies on business
investment.®

Figure 25 UK corporation tax: headline rate vs
receipts as a share of corporate profits;
fiscal years from 2000/01 to 2025/26
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Source: HMRC tax receipts and National Insurance contributions for the UK,
March 2026; ONS series CGBZ (gross operating surplus of corporations); IFS
Tax Lab.

In 2022, when the government was considering vari-
ous options for permanent reform of capital allowances,
the Tax Foundation and the Centre for Policy Studies
modelled various alternative scenarios (Clougherty et
al. 2022). The findings suggested, first, that incremen-
tal improvements to the status quo ante (i.e. before the
super-deduction) would boost long-run GDP by 0.1-0.3 per
cent. It seems reasonable to offer this as a rough estimate

8 See Resolution Foundation (2023), which suggests that [i]f UK business
investment had matched the average of France, Germany and the US since
2008 our GDP would be nearly 4 per cent higher today, boosting wages by
around £1,250 a year.’
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of the downside of tightening capital allowances in earlier
years, all else being equal. The same modelling suggested
permanent full expensing for plant and machinery would
boost long-run GDP by 0.9 per cent, but that this effect
would be more than cancelled out by raising the headline
rate of corporation tax to 25 per cent.

So what can we say, in the end, about the economic
impact of changes to corporation tax since the financial
crisis? Perhaps only that the changes in the headline
rate probably had the effect you would expect - tax cuts
positive, tax increases negative — but that changes to
the corporation tax base softened those effects, in both
directions.

Other tax distortions

We have already noted that while property taxes can
be relatively non-distortionary, and therefore an effi-
cient source of revenue, in practice, the UK’s system of
property taxes is quite problematic. This is important
because according to OECD figures, Britain raises more
as a percentage of GDP from property taxes than any
other advanced economy.’ Problems with our property
tax base are therefore magnified compared with other,
similar countries.

9 According to the OECD, the UK raised 3.7 per cent of GDP from property
taxes in 2024. Its nearest competitors were France (3.4 per cent), Lux-
embourg (3.3 per cent), and Belgium (3.2 per cent). The OECD average is
below 2 per cent of GDP. (OECD Data Explorer, Global Revenue Statistics:
Comparative tax revenues.)
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Stamp duty land tax is a key part of the issue. Its effect
is to deter transactions at the margin, so that there are
fewer property sales and a less liquid market. Over time,
that means that real estate becomes increasingly misallo-
cated compared with what would happen in a free mar-
ket. The property stock is not used efficiently, with many
people who would, for example, otherwise downsize re-
maining in properties that are too big for their needs. And
since there is a pretty durable link between transaction
volume and construction, deterring transactions means
that fewer new homes are built too (see Morton 2019).
These effects will be particularly economically damaging
in a market that already suffers regulatory supply con-
straints and mounting shortages.

It is unfortunate, then, that SDLT has become much
more problematic over the last 30 years. In 1997, it was
levied at a rate of 1 per cent on properties that sold for
more than £60,000 (at that point, £60,000 was the price
of a median home in England). Before the financial crisis,
that threshold had risen to £125,000 and extra tax rates
had been introduced (3 per cent on properties costing be-
tween £250,000 and £500,000; 4 per cent above that). By
the early 2010s, we also had rates of 5 per cent over £1m
and 7 per cent over £2m. Crucially, this was a so-called
‘slab’ system: once you crossed a threshold, you paid the
relevant tax rate on the whole purchase price. Natural-
ly, this had a big impact on transactions around those
thresholds.

This changed in 2014 to a more rational system of pro-
gressive marginal tax rates, so that homebuyers paid 0 per
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cent on the first £125,000; 2 per cent up to £250,000; 5 per
cent up to £925,000; 10 per cent up to £1.5m; and 12 per
cent beyond that. In 2016, the government introduced a
3 per cent surcharge on additional properties, and in 2021
another 2 per cent was introduced for non-UK resident
buyers. From a top marginal tax rate of 1 per cent in 1997
to a potential 17 per cent today, SDLT has come to have
a very pronounced effect on the top end of the property
market in particular. But these effects cascade down.
Modelling by the Taxpayers Alliance in 2022 suggested
that abolishing SDLT and its Scottish equivalent would
raise long-run GDP by 0.85 per cent. No one has put a pre-
cise number on the impact of changes to SDLT over the
last 30 years, but it is unlikely a 1 per cent levy on prop-
erty prices above the median would be anywhere near as
damaging as what we have today.

SDLT’s lesser-known twin, a 0.5 per cent stamp duty
on share purchases, also has a negative effect on growth.
Modelling by Oxera (2024) for the Centre for Policy Stud-
ies suggested that scrapping it could boost long-run GDP
by 0.2-0.7 per cent. Earlier modelling using the same
methodology had found a similar (but very slightly larger,
at 0.24-0.78 per cent) effect in 2007 (Oxera 2007). So while
the tax is undoubtedly a drag on growth, it has probably
not had a particular effect since the financial crisis that
it did not have before. To be clear, though: transaction
taxes are bad taxes, and should play no role in a modern
tax system.

Stamp duties provide close to a fifth of property tax rev-
enue. Around a third comes from business rates. To quote
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the Institute for Fiscal Studies’ Mirrlees Review (Adams et
al. 2011: 376): ‘Business property is an input into the pro-
duction process and, on efficiency grounds, should not be
taxed.’ (In the end, that review shied away from calling for
abolition, on the grounds that it would ‘provide a wind-
fall gain to the owners of business land and property’.) A
particular problem with business rates is that they don't
just tax underlying site value, but also any improvements
a business makes to it. In other words, it acts as a tax on,
and deterrent to, business investment.

When Tata Steel spent £185m upgrading a blast fur-
nace at Port Talbot, they famously saw their business
rates bill rise by £400,000 per year (Pickard and Pooler
2016). A 2018 report by Corlett et al. suggested that sim-
ply replacing business rates with a revenue-neutral levy
on underlying site values could boost long-run GDP by
0.4 per cent (Corlett et al. 2018).

It is worth noting, too, that the business rates multi-
plier (the tax rate) has risen quite significantly. In 2000/01,
there was a single national multiplier in England set at
41.6p (the tax is levied per pound of assessed rental value).
That peaked in 2025/26 at 55.5p (and 49.9p for small busi-
nesses), up from 46.2p in 2008/09. A new system with
five different rates, ranging from 38.2p to 50.8p, came
into effect this April. And over the years, a variety of dif-
ferent targeted ‘reliefs’ have come and gone. But none of
this changes the fundamental point: that the burden of
business rates has risen over time, and that when you
combine that with changes to SDLT around half of Brit-
ain’s property tax system (by revenue) has grown more
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distortionary over the last quarter-century, as growth
rates have slowed.

Council tax, the other half of property tax revenue, may
be deeply unpopular and equally badly designed, but it is
worth noting that business rates tax property six times
more heavily than council tax does (this too is a potential-
ly harmful economic distortion)." And while critics will
point out that business rates ultimately capitalise into
lower rents, and are therefore incident on commercial
landlords, around 45 per cent of commercial property is
actually owner-occupied - so that landlord and tenant
are one and the same.

There are additional taxes on business inputs. Other
contributors to this collection note the impact of energy
costs on business and growth: a large part of that cost
comes from policy, and some of it from taxes. The Cli-
mate Change Levy, introduced in 2001, and the Carbon
Price Support, brought in in 2013, both drove electricity
prices much higher than they otherwise would have been.
The Renewables Obligation and Feed-in Tariffs are also
classed by the ONS as ‘taxes on production’, even if other
parts of government regard them more as regulatory
measures. Taxes on energy have surely had an impact on
productivity and growth.

10 Author calculations based on council tax revenue as a percentage of
the capital value of residential property, and business rates revenue as
a percentage of the capital value of commercial property. Capital value
figures taken from IPF Research, ‘“The size and structure of the UK prop-
erty market: end-2023’ (February 2025). Tax revenue figures for 2023/24
taken from the OBR. If anything, ‘six times’ is an underestimate given the
extensive business tax reliefs that were in place that year.
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The same fine line between taxes and regulatory costs
is present when we think of labour too. Employment
rights are clearly a regulatory measure. The minimum
wage may be viewed similarly, but you could also argue
that it acts as a tax on low-skilled labour, by raising its
cost above the competitive market rate. In real terms, the
minimum wage has risen by more than 60 per cent since
2000, to reach two-thirds of median earnings — one of the
highest ‘bites’ in the developed world." Employers’ na-
tional insurance contributions have gone up too, with the
rate rising from 12.8 per cent before the financial crisis
to 15 per cent now, and the threshold above which that
rate applies falling by around 44 per cent in real terms.
In the long run, the tax incidence falls on workers, in the
form of lower wages. In the immediate aftermath of policy
changes, however, there is areal and damaging impact on
businesses and their profitability.

Whether you look at capital — as we did earlier - or land,
labour and energy - as we have done here - it appears that
taxes on business inputs have become more burdensome
over time. That cannot be good for growth.

One final point. Tolley’s Tax Handbooks - the defini-
tive guide to UK tax legislation - have expanded from
around 7,250 pages in 1997 to more than 23,522 pages
today (ICAEW 2026). That suggests a remarkable rise in
tax complexity in recent years, which may increase the
deadweight costs of the tax system. It is hard to see that

11 See OECD Data Explorer, Minimum relative to average wages of full-time
workers.
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effect in the World Bank’s “Time to comply’ metric, which
was pretty flat between 2006 and 2020, but it may show
up in rising fixed costs (like accountancy) that weigh par-
ticularly heavily on small businesses.

An international perspective

The Tax Foundation’s International Tax Competitiveness
Index uses an intellectual framework similar to the one
deployed in this chapter to rank the 38 tax systems of the
OECD according to how supportive of economic growth
they are. It is carefully calibrated to judge tax systems
on their structure and neutrality, rather than on how
large (or small) the overall tax burden is. Tax systems are
ranked across five equally weighted categories: corporate
taxes, income taxes, consumption taxes, property taxes
and cross-border tax rules. Since 2014, the UK has ranked
between 29th and 33rd in the overall rankings. (Its high
point came when the 19 per cent headline corporation tax
rate was briefly combined with the ‘super-deduction’ for
investment in plant and machinery, which resulted in a
much better corporate taxes ranking than usual.)

As of 2025, the UK sits in 32nd place out of 38 OECD
countries (Mengden and Nieder 2025). A wide network of
tax treaties means it scores well for cross-border tax rules
(2nd place). It ranks 25th for income taxes (the third-high-
est top rate on dividends is a drag here) and 28th for cor-
porate taxes (thanks to raising the headline rate to 25 per
cent). The UK scores extremely badly on consumption
taxes (33rd, thanks to a relatively high VAT rate and a
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comparatively very narrow VAT base) and property taxes
(37th, because revenues are more than twice as high, as a
percentage of the capital stock, as the nearest competitor,
and because the tax base is particularly distortionary).

Of course, since the UK’s ranking has only moved with-
in a narrow band, and in both directions, over the last
decade or so, it is hard to use the International Tax Com-
petitiveness Index to draw definitive c onclusions a bout
the role tax policy has played in the UK’s growth slow-
down. What we can do is simulate where the UK would
sit in those rankings, had marginal tax rates on personal
income remained at their pre-financial crisis lows, and
had corporation tax not been hiked by a third after the
pandemic. In that scenario, the UK would sit 14th in the
corporate tax category, 11th in personal tax and in 26th
place overall."

Further improvements would rely on shifting to a
broader-base, lower-rate consumption tax,and adopting
a less distortionary system of property taxes. If Britain
copied New Zealand’s exemplary VAT, abolished stamp
duty land tax, and based business rates on unimproved
site values, it would rise to 27th in the property tax cat-
egory, tie for 1st place in the consumption tax one and
finish in 3rd place overall, behind only Latvia and Estonia.
Overall, such a tax reform package would be strongly
revenue-positive, providing revenue for broad-based tax
cuts or significantly narrowing the budget deficit.

12 Author simulations using RStudio and the data at github.com/TaxFoun
dation/international-tax-competitiveness-index.
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Conclusion

This chapter has surveyed developments in British taxation
since 2000, in an effort to highlight policy changes — and
underlying structural weaknesses — that have contributed
to the country’s economic stagnation since the financial
crisis. It is clear that the tax burden has risen, and that the

‘tax mix’ has become less favourable to growth over the

period in question. Both factors are likely to weigh on Brit-
ain’s economic performance. However, the biggest shifts at
this ‘macro’ level have come since the pandemic and likely
played only a minor role in the lacklustre 2010s.

Spikes in top marginal tax rates after both the finan-
cial crisis and the pandemic look like missteps in retro-
spect. Future research could usefully examine in more
detail the (negative) growth effect these tax increases
likely had, particularly in an immediate post-recession
context. It would also be helpful to study the economic
consequences of fiscal drag — as many more people come
to face higher marginal tax rates — and growing ‘tax traps,
which seem to be playing an increasingly significant
role in affected households’ economic decision-making.
Analysis that disentangled the countervailing impacts
of lower corporation tax rates and less generous capital
allowances, followed by the precise opposite, might also
aid our understanding of Britain’s persistent shortfall in
business investment and, indeed, its deindustrialisation.

While it is hard to say, at this point, precisely what ef-
fect the tax system has had on growth since the financial
crisis, what we can say with some confidence is that there
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are many aspects of the tax system that have long exerted
a negative effect on GDP in Britain, including taxes that
deter transactions, discourage corporate investment
and raise costs for business. Reforms that eliminated
these features of the tax system, and perhaps offset lower
marginal tax rates on corporate and personal income
with overhauled property and consumption taxes, would
undoubtedly boost the long-run level of GDP. In the short
term, that would translate to higher annual rates of eco-
nomic growth.
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7  THE LABOUR MARKET

J. R. Shackleton

Introduction

There is no single or simple explanation of Britain's poor
productivity performance - illustrated in Figure 26 -
since the financial crisis 0of 2008/09. But at least part of the
story is the impact which rapidly increasing regulation of
the labour market, and regulation in other contingent
areas, has had on businesses and workers.

This regulation has involved the Labour Party, the
Conservative-Liberal Democrat Coalition and the later
Conservative administrations. In the period before Brexit,
the European Commission was also a significant player.
Rather than seeking to blame any particular actors, how-
ever, itis worth observing that growing intervention in the
labour market has had support across the political spec-
trum, from trade unions, EDI-minded business people,
civil servants, ‘progressive’ pressure groups, the ever-
increasing lanyard-wearing classes and human resource
managers, all of whom seem to imagine that without the
latest regulatory boondoggle greedy capitalist employers
would exploit helpless workers. Indeed these groups have
in some cases helped to introduce further distortions into
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the jobs market in addition to those produced directly by
government.

Figure 26 Annual percentage change in UK output
per hour worked 2000-25
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Source: ONS (https://www.ons.gov.uk/employmentandlabourmarket/people
inwork/labourproductivity/timeseries/lzvd/prdy).

How labour markets work

Economists who spend time thinking about labour mar-
kets, however, tend to take a more sceptical view of such
interventions. They start from a model which sees em-
ployment as a mutually beneficial transaction between
employers and employees, both of whom have agency and
can choose between alternatives. Mainstream economics
envisages the optimal level of employment - that which

139


https://www.ons.gov.uk/employmentandlabourmarket/peopleinwork/labourproductivity/timeseries/lzvd/prdy
https://www.ons.gov.uk/employmentandlabourmarket/peopleinwork/labourproductivity/timeseries/lzvd/prdy

THE GREAT STAGNATION

140

maximises well-being — as one where the wage rate paid
is equal to the revenue produced by the marginal hour
of work provided. If it costs £15 to employ an extra bar
worker or fruit-picker for an hour and that hour brings
in £40 of additional revenue, it’s worth employing them.
If it brings in only £10, it’s not. At £15, the worker is just
generating enough income to cover the cost of their hour’s
employment.

As for the employee, the £15 received is just sufficient
to compensate for giving up an extra hour of ‘leisure’ (or
work in the home, such as looking after children or elderly
parents, or digging up their allotment). In an idealised
competitive market, these two aspects of the wage are
equalised, and all who want to supply work at the going
rate are able to do so, while employers can obtain all the
labour they want at this wage. Both parties are ‘price tak-
ers’ in the labour market. Profitable output is maximised
and no individual or firm can be made better off without
making someone, somewhere, worse off.'

This is a static and hopelessly over-simplified picture.
Labour markets never settle in one state: they are a dizzy-
ing kaleidoscope. Patterns of demand alter all the time as
fashions and tastes mutate; so do production possibilities
as technologies change. Entrepreneurs dream up new
goods and services to offer, or puzzle out cheaper ways
to produce existing commodities. Meanwhile the labour
force constantly reshapes as people enter and leave work,

1 Of course, businesses wish they could pay less, while workers wish they
could be paid more, but in this situation the two parties are voluntarily
making the best deal they can.
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retrain for new skills, partner up and have children, or
change their preferences between types of job and be-
tween work and leisure.

In a dynamic context, an optimal labour market
adapts instantaneously to change and moves seamlessly
and costlessly from one quasi-equilibrium to another. Of
course, no labour market there has ever been or ever will
be can precisely match the static and dynamic conditions
for optimality.

More realistically, well-functioning real-world labour
markets are those which adjust rapidly to change. They
reallocate people as quickly as possible if their previous
employment dries up or new opportunities are presented.
The process is rarely painless, but a labour market that
does this is going to be associated over time with increas-
ing labour productivity, rising wages and greater employ-
ee and consumer satisfaction.

Critics point to a number of real or potential ‘market
failures’ which are held to justify government inter-
vention. There may be insufficient competition between
employers, giving them market power which they abuse;
incomplete information or employer discrimination may
prevent employees from getting jobs they would prefer;
inadequate access to capital may limit access to training
or education which would raise productivity and enhance
their earning power.

There have long been forms of regulation which
attempt to mitigate these problems. Some such inter-
ventions may indeed be justified. But increasingly gov-
ernment meddling in employment matters has not been
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primarily motivated with offsetting objective weaknesses
in markets. Rather it has been in pursuit of ‘social justice’,
which can be used to justify any intervention, however
cack-handed. Misconceived intervention can then give
rise to government failures if it raises costs to employers
and employees, and distorts incentives in such a way as
to discourage or misallocate employment — with negative
implications for productivity and the growth of national
income.

Increased employment regulation

Before the financial crisis, it was often argued that the UK
had got the balance between market forces and regulation
of employment roughly right. The labour market reforms
of Margaret Thatcher and John Major had greatly reduced
the power of trade unions, which had blighted Britain’s
economic performance in the 1960s and 70s. Government
wage-setting both by prices and incomes policy, and in
dozens of industry-based Wages Councils, was a thing of
the past. While overt discrimination against women and
ethnic minorities was now illegal, and unfair dismissal
legislation limited the ability of employers to fire workers,
regulation was nowhere near as strict as in most of conti-
nental Europe, where unemployment was typically higher
and labour force participation sometimes much lower.
Britain’s ‘flexible labour market’ was held up as a strength.
Although a Labour government had been elected in 1997,
it did little to reverse the Thatcher-Major reforms. While
it did introduce a National Minimum Wage for the first



THE LABOUR MARKET

time, this was set relatively low, and a semi-independent
Low Pay Commission, which made annual recommenda-
tions about the minimum wage, was enjoined to bear in
mind the state of the economy and the labour market - so
that in periods of economic downturn lower increases
were set.

Figure 27 The Heritage Foundation’s Labor
Freedom Index 2000-25
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Source: Heritage Foundation, Economic Freedom Index (https://economicfree
dom.heritage.org/pages/all-country-scores).

However, following the financial crisis things began
to change with a movement towards greater and greater
interference by government in employment matters. This
can be illustrated graphically in Figure 27, which plots
the values of the Heritage Foundation’s ‘Labor Freedom
Index’ for a twenty-year period. The index reflects various
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aspects of the legal and regulatory framework of em-
ployment, including the minimum wage, laws inhibiting
dismissal, severance requirements and conditions on
hiring.”> A high value represents a relatively unregulated
labour market, so the trend shown is of an almost contin-
uous increase in regulation.

This only concentrates on a limited number of for-
mal indicators. Nevertheless, it is a pointer to the way
in which successive governments have placed greater
regulatory constraints on the operation of the UK labour
market. If this has adverse effects, it will make for slower
adjustment to changes in the demand for and supply of
labour - manifested in mismatch between job seekers
and vacancies.

A cross-economy sign of this could be given by es-
timates of the UK’s Beveridge curve, which shows the
relationship between the unemployment rate and the
vacancy rate. There is some evidence (Hobijn and Sahin
2013; Cepparulo 2024) that the curve may have shifted to
the right since the financial crisis, meaning that a higher
unemployment rate is now associated with a given va-
cancy rate, a greater mismatch between workers and the
jobs potentially available to them.

The increase in employment regulation has many di-
mensions and comes to us in different ways.

2 'Theindex is derived from six quantitative factors: ratio of minimum wage
to the average value added per worker, hindrance to hiring additional
workers, rigidity of hours, difficulty of firing redundant employees, legally
mandated notice period, and mandatory severance pay. It is based on
data collected in connection with the World Bank’s ‘Doing Business’ study.



THE LABOUR MARKET

New domestic legislation

A complete listing of new employment laws - some of
which resulted from discrete Acts of Parliament while
others were based on delegated powers under earlier
legislation — would take a great deal of space. A few
headline examples of the former include the Pensions
Act 2008 (implemented in 2012, this required employers
to offer enrolment in private pensions and make a con-
tribution), the Equality Act 2010 (which introduced the
term ‘protected characteristics’ and strengthened equal
pay rules), the Children and Families Act 2014 (introduc-
ing shared parental leave), the National Minimum Wage
(Amendment) Act 2016 (introducing the National Living
Wage) and the Employment Relations (Flexible Working)
Act 2023 (which strengthened the right to request flexible
working). The Employment Rights Act came into law at
the end of 2025: it is likely to have greater implications
than any other single piece of employment legislation, but
parts of it do not come into operation until 2027 and its
consequences will take some years to work through.
Examples of the use of delegated ministerial powers
include the Blacklist Regulations 2010 (which prohibited
blacklisting of construction trade unionists), the Agency
Workers Regulations 2010 (which gave agency workers
the right to the same conditions as permanent workers
after 12 weeks), the requirement for all businesses and
private institutions employing 250 people to publish
sex pay gap statistics under Equality Act regulations
and the National Minimum Wage Regulations (which
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allowed Sajid Javid to raise the target for the National
Living Wage to 66 per cent of median hourly earnings).
Some laws have been piggy-backed on other legislation;
for example the Apprenticeship Levy (which obliges
larger employers to pay a levy based on their wage bill)
was brought in via the Finance Act 2016, and subsequent
delegated powers.

Court or tribunal judgements

Many other extensions of employment law have come
through interpretations of statutes or common law judge-
ments in employment tribunals, appellate courts and
higher courts. These judgements can stretch legislation
into areas which were not necessarily intended and prob-
ably never discussed during the passage of Acts through
Parliament. Unlike planned changes in employment
legislation, tribunal judgements are never costed even
though their consequences can be extremely expensive to
employers.

Examples include the case of Uber drivers who were
held to be ‘workers’ rather than self-employed contractors,
and thus entitled to a number of rights such as minimum
wages, holiday pay and rest breaks; equal pay decisions
which focused on ‘work of equal value’ at Asda, Next and
Birmingham City Council (where judgements have con-
tributed to a semi-permanent financial crisis and con-
tinuing industrial action); minimum wage adjudications
requiring employers to pay for on-call workers, clothes
requirements and travel between clients; widening the
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definition of protected characteristics to include a variety
of quasi-religious beliefs and categorising loosely defined
mental health problems and obesity as forms of disability
to which employers must adapt.

Occupational regulation

The instances mentioned so far are measures which affect
businesses and other organisations right across the econ-
omy. But in addition there is occupational regulation, typ-
ically through licensing of individuals. UK governments
determine not only the status of historically regulated
professions such as medicine and law, but who can be
everything from a gas engineer to an architect to a race-
horse trainer to an art therapist.

Following the financial crisis there has been a con-
siderable expansion of roles which require some form of
certification including in some cases formal licensing.
But there are also new regulatory requirements for social
workers, nursery workers, various paramedical profes-
sions, security guards, building workers, CCTV operators
and train drivers. The result is that now some 22 per cent
of the workforce are believed to work in a licensed pro-
fession (Koumenta 2024). Fifteen years ago the estimate
was only 13-14 per cent (Humphris et al. 2010; Forth et al.
2011).

Occupational regulation raises costs (and may restrict
access) to the public. Because it usually involves signifi-
cant costs to individuals (fees, exams, continuing train-
ing), unnecessarily extensive regulation may indirectly
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act to exclude people from jobs for which they would
otherwise be suited.’

Other labour market impacts
of government policy

In addition to direct regulation of employment, many

other aspects of government intervention have implica-
tions for the functioning of the labour market. Changes in

avariety of policy areas since the financial crisis will have

impacted on jobs and pay.

Taxation and benefits

The effects of taxation on the workings of the economy is a
subject in itself (and is discussed in the previous chapter),
but there are some points worth making here. All taxa-
tion of earnings (income tax and national insurance) cre-
ates a gap between what employers pay and what workers
receive in disposable income and complicates the simple
model of the labour market sketched earlier.

Tax and NI contributions have fluctuated since the
financial crisis but the overall percentage tax take has
increased. In recent years this has partly been the effect

3 As Koumenta (2024: 12) points out, once an occupation is licensed, there
is nothing to stop its gatekeepers ‘regularly introducing tougher entry
restrictions ... lowering the pass rate on licensing exams and lowering the
number of available places in educational institutions’. This will reduce
the number of applicants (especially those from disadvantaged back-
grounds) and increases the economic rent obtained by incumbents.
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of failing to raise tax thresholds in line with inflation. A
particularly egregious example is the ‘£100k trap’. From
2010, as annual earning rises above £100,000 the personal
allowance (on which no tax is chargeable) begins to be
reduced. This means that the marginal rate of income tax
rises from 40 to 62 per cent — more if you are repaying a
student loan - up to the point where all the personal al-
lowance is exhausted (at £125,140). The point is that the
nominal threshold has not changed since it was intro-
duced, despite more than a decade and a half of inflation.
Whereas only around 600,000 were caught in the trap in
2010/11, in 2025/26 the figure appears to have risen to just
short of 1.5 million.

Sharp increases of this kind in the marginal tax rate
must surely have an impact, and there is some evidence,
for example, that there is ‘bunching’ at incomes just
below £100,000 (Joyce and Xu 2019). This may involve
people under-reporting incomes, or retiming bonuses, or
increasing salary sacrifice into pensions. However, it may
also affect labour market behaviour such as reducing
hours worked or turning down promotions.*

If effective marginal tax rates on higher earners may
affect labour market behaviour, this is also true of the
steep withdrawal taper faced by people on income-related
benefits. The introduction of Universal Credit from 2010
onwards made some improvements to the incentives

4 A related issue is the effect of new limits (introduced in 2016) on free-of-
tax pension contributions. According to a BMA survey (Brady 2019), this
caused some senior hospital doctors and GPs to reduce hours or retire
early.
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facing the unemployed and low earners, but they are still
problematic. When you add together the effects of Univer-
sal Credit withdrawal, tax and NI contributions, around
two-thirds of previously unemployed workers would face
a ‘participation tax rate’ of more than 50 per cent. Two-
thirds of those already working part-time would face a
‘tax rate’ of more than 60 per cent if they increased their
hours, with 9 per cent losing at least 70 per cent of each
extra £ earned (Ray-Chaudhuri and Waters 2024). With
entering work or increasing hours in low-paid jobs being
‘taxed’ so heavily, it is not surprising that large numbers
of potential workers are tempted to remain on benefits. If
the financial benefits of taking jobs are limited, they need
a degree of chivvying. Although pressure on claimants to
take jobs appears to have increased under the Coalition
from 2010 to 2015, this has been relaxed since - especially

during and after Covid.

Higher education policy

Since the financial crisis, the numbers of home students
in higher education have continued to rise: from 1.58 mil-
lion in 2008/09 to 1.76 million in 2024/25. From 2015/16
onwards, there were no longer limits on student numbers
(except for expensive medicine and dentistry courses).
The fees which universities were allowed to charge failed
to keep pace with inflation, and so they reacted by in-
creasing intake to share overheads among larger student
numbers - including ever-growing numbers of foreign
students, whose fees were not fixed, and many of whom
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stayed behind after graduation to swell the numbers of
graduates seeking employment.

Critics argue that universities behaved irresponsibly
by dropping entry standards and taking students onto
low-cost courses which could easily scale but which did
little to enhance employability. Whatever the truth of this
claim, the rapid expansion of higher education has meant
that the returns to education have declined - to the point
where an IFS study (Britton et al. 2020) suggested that
20 per cent of graduates would be better off over t h eir
lifetime if they had not been to university. Poor returns
reflect the finding of Vecchia et al. (2023) that only just
under half of employed graduates are in ‘graduate jobs’
in the field for which they studied, while 30 per cent of
graduates work in non-graduate jobs. The authors of this
study conclude that mismatch on this scale indicates ‘a
misallocation of resources that can contribute to the UK
productivity slowdown’.

Training and apprenticeships

Given the problems with higher education, it is often
argued that we should place more emphasis on offering
apprenticeships to young people. There is certainly a de-
mand for apprenticeships; it is suggested (Wolf 2025) that
there are three applications for every place among those
about to leave school. And advocates point to skill short-
ages which employers had been mitigating by importing
workers, something which should be ended, or at least
much reduced.
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The Conservatives introduced a new funding mecha-
nism in 2017: the Apprenticeship Levy. This was in effect
a 0.5 per cent payroll tax on employers with a wage bill
of at least £3m. Organisations could claim money back if
they committed to providing apprenticeships in a stand-
ard, nationally determined framework which had several
different levels.

After the levy began, there was an initial crash in the
number of apprenticeship starts. The new scheme, which
replaced older direct funding from government agencies,
was said to be too bureaucratic and complicated, and was
widely criticised. Some employers felt that an apprentice-
ship structure did not fit their training needs. Particularly
in fast-changing technology sectors, the classic appren-
ticeship model involving mastering a set of known and
established skills may seem outdated.

However, starts began to pick up as organisations
began to understand they could use the funding system to
their advantage. But, as frequently happens, unintended
consequences flow from apparently well-intentioned
government schemes. Ministers had said they wanted to
improve the skill levels of workers. Many big employers,
including many in the public sector, took them at their
word and started to use the scheme to support higher
level ‘apprenticeships’ for managers and other relatively
senior employees. By 2024/25, more than half of all new
apprentices were aged 25 and over; 16 per cent of them
were already graduates when they began their appren-
ticeships: 4 per cent even had masters degrees. These
Advanced Apprenticeships - for operations managers,
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project managers, HR consultants and so forth - were
crowding out lower-level apprenticeships for school-
leavers. Meanwhile there were continuing shortages in
construction trades, engineering and digital skills.

Following mounting criticism (including that in Alison
Wolf’s scathing 2025 report for the Social Market Foun-
dation), some changes have been made, including remov-
ing funding for older apprentices on masters-equivalent
programmes and redirecting it to younger people, while
rebadging the scheme as a ‘Growth and Skills Levy’, thus
giving employers the flexibility to offer shorter skills-
based modular training. But some would argue the
scheme should be scrapped in its entirety.

Housing policy

Since the financial crisis, housing construction - increas-
ingly bogged down by energy and environmental mandates
- has not kept pace with the increase in population resulting
from substantial net migration. The private rented sector
has become much more tightlyregulated since around 2015
with increased tenant rights and landlord mandates, while
mortgage costs have risen. The consequent rising costs and
reduced availability of accommodation have discouraged
mobility between areas. The number of people aged 25-34
moving home and starting a new job fell from 30,000 a year
in 1997 to 18,000 in 2018 (Bell 2019).
A particular issue has been the decline in the mobil-
ity of young graduates. Those who graduate in regions
outside London and the Southeast and remain there after
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graduation are more likely to be in non-graduate jobs
and earning less than they could elsewhere. This implies
that they are less productive than they could be if freer to
move in search of better jobs.

Informal pressures

Since the financial crash, Labour and Conservative gov-
ernments have also exerted pressure to alter labour mar-
ket outcomes through changing reporting requirements
for organisations in both the public and private sectors.
An example is high-end pay. In the public sector there is a
threshold of £174,000 pa, beyond which any pay level must
be approved by the Chief Secretary to the Treasury.

In the private sector, large quoted companies have
since 2019 been required to disclose the ratio between
CEO pay and UK employee pay, and to explain changes
and how they relate to company pay policy. This is justi-
fied as increasing transparency, as a service to sharehold-
ers, but it is also a way of putting pressure on companies
to control top pay. Similar pressure is applied to the high-
er education sector, where Office for Students ‘guidance’
requires the publication of vice-chancellor remuneration
and enjoins justification for high levels of pay in terms of

0 s
value’ for money.

Government agencies have also increasingly imposed
Equality, Diversity and Inclusion (EDI) requirements on
business. Under Financial Conduct Authority rules, for
example, listed companies must report on board diversity
against targets such as 40 per cent women on boards, at
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least one senior board position to be held by a woman and
at least one board member from an ethnic minority. Fail-
ure to meet targets requires a published explanation and
it is expected that companies will commit to remedying
the deficiency. These targets are not motivated by prod-
uctivity criteria, despite blather from politicians.

The rise of the HR culture

The increase in the range and extent of employment reg-
ulation - and the concomitant penalties for non-compli-
ance - has meant that organisations have had to put much
more emphasis on ensuring that they don't fall foul of the
law. Hence we have seen a proliferation of people whose
jobs largely consist of ensuring that employees stick with-
in rules which the government has imposed and other-
wise add little directly to output of goods and services.
We have seen this in the financial services sector, but a
more relevant issue here is the expansion of employment
in ‘human resource’ jobs. A widely disseminated estimate
was produced by the Chartered Institute of Personnel and
Development in 2020.° They calculated that 562,000 were
employed in HR-related occupations in 2019, up from
438,000 in 2011 - an increase of 28 per cent in eight years.
The numbers have probably risen further; an indicator is
the membership of CIPD (the body for HR professionals),
which has grown by 7 per cent since 2019.

5 Employment in HR soars over past decade, 6 July 2020, CIPD (https://
www.cipd.org/uk/views-and-insights/thought-leadership/cipd-voice/em
ployment-hr-soars-past-decade/).
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While HR professionals may perform useful work, their
increasing significance within organisations may have
led to compliance which goes beyond what was intended
by legislators. There may be a culture of risk minimisation
which in effect ‘gold-plates’ government regulation, with,
for instance, extensive compulsory training on uncon-
scious bias for all staff, changes to recruitment and elabo-
rate promotion procedures which minimise (though they
can never completely eliminate) the risk of contravening
legislation on discrimination, equal pay or other employ-
ment issues. This is likely to raise costs beyond the levels
anticipated in the impact assessments conducted when
regulation was introduced.’

Impatience with the excesses of the HR function with-
in businesses has frequently bubbled over into public
discussion. An extreme example was the recent decision
by Ryan Breslow, the young CEO of the US company Bolt,
to dispense with his entire HR team — which in his view
was ‘creating problems that didn’t exist’ and that disap-
peared when he let them go (see Fore 2026). It is difficult
to imagine a UK CEO daring to do anything similar here,
with the vastly greater degree of regulation in our labour
market, despite the temptation.

6 For example, the 2024 impact assessment for making the right to request
flexible work a default estimated its cost per application at just over £30

— the cost of half an hour’s time for an HR manager to process the claim.
This ignores, for instance, the cost of the time for consulting all relevant
parties and the costs of rearranging work schedules (including those for
other employees who might be affected). See Shackleton and Lesh (2024).
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Gumming up the works: the impact of regulation

The increasing formal and informal restrictions on the op-
eration of the labour market outlined in this chapter have
the effect of gumming up the works: delaying adjustment
by businesses to changing economic opportunities and
slowing down the rate of productivity improvement.

Wages

Take wages. The wage rate, like other prices, acts as a
signal. To employers, it indicates how much it costs to em-
ploy a particular type of worker. When it goes up sharply,
it encourages the search for alternatives: different ways of
employing workers (think use of temporary workers, zero
hours contracts, outsourcing or transfer of production
abroad) or substitution of machines and AI for employees.
To potential workers: a sharp rise in the wage in a particu-
lar sector or area encourages an increase in applicants,
geographical or occupational mobility, retraining for new
skill demands.

Yet wages are becoming a less effective signal as gov-
ernment intervention increases. An obvious case is the
national minimum/living wage. Big increases in the
wage floor - with the NLW now linked arbitrarily and
indefinitely to two-thirds of median hourly mean earn-
ings — mean that by April 2025 2.02 million - 6.6 per cent
of all payrolled employees — were paid at the relevant
minimum wage rate (Low Pay Commission 2025). In
addition many employers deliberately set pay at a little
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more than the minimum; the major supermarkets (e.g.
Tesco, Sainsbury’s, Asda, Lidl) pay between 30p and 50p
per hour more than the law requires.” Altogether in 2024
2.3 million (7.6 per cent of employees) were paid up to 50p
more, with a total of 6.07 million (19.9 per cent) paid up to
£1 more. Most of these employers will semi-automatically
raise their pay rate in line with changes in the minimum
wage. So in effect the government sets pay forup to1in 5
of employees.

Having the same wage rate in many different sectors
in many different parts of the country inevitably produces
problems as it creates a mismatch between demand and
supply. For instance in some parts of the country the NLW
is very close to the median hourly wage rate. In Wigan, for
example, the minimum wage is now over 80 per cent of the
local median wage.® This upsets relativities and compress-
es wage distributions, making it more difficult to recruit
first-line managers. Unemployment in these areas tends
to be high, especially for young unskilled workers, but the
wage (and other costs such as employer NICs and pension
contributions) for entry level jobs in bars, catering and
shops is too high to make it worthwhile employing people.

There are few low-paid workers in the public sec-
tor, however. There are just over 6 million public sector

7 'Thisis partly to afford compliance problems, as there are many pernickety
requirements for what counts as working time, for example, and partly for
reputational reasons, to signify that they are ‘good’ employers.

8 Uplift to minimum wage brings wage floor closer to typical earnings in
Doncaster and Wigan (https://www.centreforcities.org/press/uplift-to-m
inimum-wage-brings-wage-floor-closer-to-typical-earnings-in-doncas
ter-and-wigan/).
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workers, most of whose pay is set directly or indirectly by
the government. Around 2.8 million of these fall under
Pay Review Bodies. In the public sector, unions are strong
(with 50 per cent unionised, as against less than 12 per
cent in the private sector).’ Pay settlements rarely reflect
the outcome of supply and demand in the conventional
sense. And at the high end of public sector employment,
all high salaries need to be personally approved by the
Chief Secretary and will be constrained by the political
optics rather than market forces. This is even more true
of the remuneration of Parliamentarians. Political con-
siderations dictate that the salaries of MPs and ministers
are much lower than their continental counterparts and
mean that few people with established expertise, good
career prospects and a family to support are willing to
take the gamble on standing for the House of Commons.
Hence the place is full of ex-SpAds and political obsessives.

Another way in which pay is determined outside
market considerations is the increasing acceptance by
employment tribunals and higher courts of reference to
‘work of equal value’ in equal pay claims. In the Asda and
Next cases (Shackleton 2024), for example, the work done
by largely female supermarket workers and largely male
depot workers is held to be of equal value and therefore
they should be paid the same. This is because the Equality
Act 2010 says that equal value relates to the ‘effort, skill

9 A high proportion of private sector unionists are in previously national-
ised industries. As the train franchises — where unionisation is probably
of the order of 60-70 per cent — are gradually being reabsorbed into the
public sector, the proportions in each sector will change.
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and decision-making’ associated with a job. This ignores
the way in which a free market would also reflect other
factors which help determine people’s choice of jobs. If
working in a cold, isolated warehouse or depot is less
attractive than a warm, centrally located supermarket,
the warehouse job needs to have what economists call a

‘compensating differential’ in higher pay or otherwise it

will find it difficult to recruit workers while supermarkets
will have queues for available jobs. More generally, the

‘equal value’ argument undermines attempts by employ-

ers to recruit shortage workers by raising pay. Where they
attempt to do this, they are constrained by economically
irrelevant imperatives to recruit a balanced mix of men
and women, something which involves higher costs and
itself may lead to discrimination claims.

This all inhibits productivity as wages determined by
government fiat rather than market forces no longer put
out a clear signal to employers and potential employees.

Adjustment processes

Even where wages are free to adjust and send out appro-
priate signals, government intervention in the labour
market and other aspects of the economy may slow the
process of adjustment to those signals.

From the employers’ side, unfair dismissal law and
TUPE" regulations act as an inhibitor to major changes

10 Transfer of Undertakings (Protection of Employment) regulations protect
the employment rights of employees when ownership of the part of the
organisation they work for changes.
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such as large-scale redundancies and transfer of com-
pany ownership. In the period since the financial crisis
tribunal judgements emphasising the need for formal
processes and protection for a wider range of beliefs have
increased the risks to an employer of dismissing a worker.
The changing demographics of the workforce in the last
twenty years — more women, more ethnic minorities - has
meant that more unfair dismissal cases are also accom-
panied by discrimination claims, for which there has for
many years been no upper limit to compensation.

The increasing risks associated with dismissing work-
ers — where even clear cases of fair dismissal can be inval-
idated if the process is accidentally mishandled" - may
mean that inadequate performance is tolerated too often.
This problem is likely to get worse as the period before
unfair dismissal legislation kicks in is reduced from two
years to six months in the Employment Rights Act, as it
reduces the window for assessing performance of new
workers before job protection begins.

Perhaps more importantly, the legislation inhibits
employers from dismissing workers in an economic
downturn, motivating the ‘labour hoarding” which some

11 A classic case involved a hotel chef who went berserk after a few drinks
and attacked a policeman sent to the hotel to restrain him. The chef bit
the officer and spat blood at him. He was jailed for 18 months and was dis-
missed from his job while in prison. But his employer had failed to follow
the correct procedure and he received £11,000 compensation. Head chef
sacked while in prison for biting police officer wins £11k payout (https://
www.telegraph.co.uk/news/uknews/law-and-order/11707382/Head

-chef-sacked-while-in-prison-for-biting-police-officer-wins-11k-payout
.html).
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commentators have seen as a factor in low productivity
levels in the UK. The contrast is drawn with the US, where
a downturn sees proportionately many more being laid off.
The evidence suggests, however, that recovery in employ-
ment is quicker in the US as employers are willing to take
people on more quickly in an upturn - and are able to pick
and choose who they take back. Labour is reallocated more
rapidly, the duration of unemployment is typically shorter,
and productivity tends to grow faster as the process of cre-
ative destruction is less inhibited than in the UK and other
European economies (Caballero et al. 2013)."

On the side of employees, finding a new job on entering
or re-entering the labour market has arguably been made
more difficult as a result of trends since the financial cri-
sis. The worsening housing shortage has made moving for
work - geographical mobility - more difficult, while the
growth in licensing has made entering intermediate level
occupational mobility increasingly problematic too. Get-
ting into jobs such as care manager, nursing associate or
security manager is now significantly more difficult. Even
where qualifications are not required by regulation, there
has been a growth of ‘credentialism” partly as a result of
the excess supply of graduates, employers now require a
degree qualification for a job which a few years ago was
done quite adequately by people without degrees. People

12 However, authors such as Davis and Haltiwanger (2014) suggest that the
US advantage in this respect fell after the 1990s as a result of reduced
labour market flows, which were partly the result of increasing employ-
ment regulation and exceptions to the ‘contract at will’ which formerly
dominated.
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with experience and skills but with no formal qualifica-
tions find it difficult to find work except at the most basic
level.

This all means that there is a growing mismatch in the
labour market, with many workers operating at levels
below their potential. Reduced mobility opportunities
are reflected in fewer job moves (Brewer and Murphy
2023). Movement between jobs is the most effective way
of raising wages at the individual level, and from the
viewpoint of the economy as a whole such reallocation of
labour raises productivity. That people are not moving as
frequently is another sign of growing dysfunctionality in
the labour market.

Mandates, uncertainty and the business of business

A final way in which government employment regulation
creates problems for the effective functioning of the jobs
market is the proliferation of mandates such as parental
leave, reasonable adjustment’ for the needs of people with
disabilities, and the right to request flexible working. All
three of these mandates introduce greater uncertainty
into employment relations. Women on maternity leave
do not have to give a clear indication of when they will
return, which creates planning problems and costs when
temporary cover is hired or existing colleagues are asked
to ‘act up’. What is reasonable adjustment for disability
is often difficult to discern, particularly when someone
is presenting with one of an increasing range of mental
health issues — and the costs of getting it wrong and
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ending up in a tribunal can be very significant. The con-
sequences of flexible working arrangements, now hard to
refuse, are difficult to discern in advance: the long-term
effects on productivity of widespread working from home
since Covid or the embryonic movement towards a four-
day week cannot be known in advance, but may not all be
positive. It is not surprising that defensive HR practices,
which raise costs, are common.

The government pressure for diversity in hiring prac-
tices, or on companies to reduce pay gaps between the
sexes (and soon, probably, ethnic pay gaps) also have po-
tential to undermine performance if they lead to policies
which elevate box-ticking over the bottom line. For ex-
ample, the need to have some board members appointed
on the basis of sex or ethnicity rather than simply skills
and experience can present problems, and there is no
guarantee that the diversity created will have a positive
effect on performance.”® And attempts to manipulate
half-understood company pay gaps by altering recruit-
ment practices or by restructuring to outsource low-paid
female work could go badly wrong.

There is a more general case for saying that attempts
to turn capitalist enterprises into vectors for social just-
ice are unhelpful if we sincerely want to raise productivity
and boost growth. The business of business is business,
and greater emphasis on this truism might help us to un-
gum the labour market.

13 Indeed, there is some evidence that ‘quotas for women on corporate
boards have mainly decreased company performance’ (Yu and Madison
2021: 377).
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8  AUSTERITY AND BREXIT

Julian Jessop

Introduction

This chapter looks at two common explanations for the
poor performance of the UK economy over many years.
The first is the period of fiscal ‘austerity’ that began under
the Conservative-led Coalition government in 2010. The
second is the impact of the vote to leave the European
Union in 2016, culminating in Brexit.

This chapter will start with some different definitions of
austerity and see how they measure up against the actual
data. It will then review the ways in which austerity might
have hindered, or helped, economic growth and productivity.

The second part of the chapter focuses on Brexit. The
result of the 2016 referendum was itself an economic and
financial shock, so it makes sense to start the clock from
then. There were clearly some negative effects and upfront
costs, but there have also been some positives with the po-
tential for the benefits to grow over time.

One common theme is the difficulty of identifying the
counterfactual. In other words, what would have hap-
pened if the UK government had taken a different fiscal
stance after 2010, or if the UK public had voted to remain
in the EU in 2016?
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However, there is little hard evidence that either aus-
terity or Brexit was a major factor contributing to the
UK’s poor economic performance. In part this is because
neither shock was as large as many assume.

Defining austerity

Austerity seems to mean different things to different
people, but it is generally seen as a ‘bad thing’ One dic-
tionary definition is ‘a situation in which people’s living
standards are reduced because of economic difficulties.’

In public debates, the austerity of the 2010s is often
characterised as ‘savage cuts’ in public spending which
weakened the foundations of the economy and of society.

A more objective definition would be ‘policies designed
to reduce budget deficits through spending cuts, tax rises,
or both’. In more technical terms, austerity is ‘a discre-
tionary tightening of fiscal policy with the aim of reduc-
ing the budget deficit’.

Viewed this way, austerity is simply a means to im-
prove the health of the public finances, reducing the risks
of a financial crisis and paving the way for more sustain-
able growth in future. It may also form part of a broader
strategy to reduce the size of the state.

What do the numbers say?

The Office for Budget Responsibility publishes a helpful
databank which tracks the public finances over time
(OBR 2026).
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The first point to note is that public spending con-
tinued to increase every year throughout the 2010s, at
least in cash terms. Total managed expenditure (TME)
was £743bn in 2010/11. By 2019/20, the last year before the
Covid pandemic, it had risen to £885bn.

Of course, these numbers do not take account of the
impact of inflation. However, even in real terms, total
spending was little changed between 2010/11 and 2019/20,
falling slightly in the first half of this period and then ris-
ing slightly in the second. This was still a large reduction
relative to the plans inherited from the previous Labour
government, but not in absolute terms.

Figure 28 UK total managed expenditure in real
terms and as a percentage of GDP
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With spending held steady while the economy was
growing, public spending as a share of GDP fell from
45.5 per cent in 2010/11 to a pre-Covid low of 39.1 per cent
in 2019/20. However, this fall simply returned the ratio of
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spending to GDP to the levels seen before the Global Fi-
nancial Crisis (GFC) of 2007/08.

On the revenue side, the tax burden was relatively
stable throughout the 2010s. The upshot is that the annual
budget deficit was brought down from 8.7 per cent of GDP
in 2010/11 to 2.6 per cent of GDP in 2019/20 and this was
mainly achieved via restraint on the spending side.

The data, at least in aggregate, therefore do not support
the claim that austerity resulted in ‘savage cuts’ in public
spending. It is more accurate to describe this in neutral
terms as a period of gradual tightening in fiscal policy.

Figure 29 UK cyclically adjusted borrowing
as a percentage of GDP
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This is reflected in the steady decline in cyclically ad-
justed borrowing, which strips out the temporary effects of
the economic cycle. In 2009/10, the cyclically adjusted defi-
cit was 8.4 per cent of GDP, which was surely unsustainable.
By 2018/19 this had been brought down to 2.2 per cent.
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The cyclically adjusted current budget deficit was re-
duced from 5.4 per cent of GDP in 2009/10 to just 0.1 per
cent in 2018/19. This meant that day-to-day spending
was largely covered by tax revenues, which was a much
sounder fiscal position.

Deficits versus debt

Some still argue that austerity ‘failed’ because the nation-
al debt continued to rise. This point can be quickly dis-
missed - because of some basic maths.

The persistent annual budget deficits (a flow) did mean
that public sector net debt (a stock) rose from 70.6 per cent
of GDP in 2010/11 to 79.6 per cent in 2018/19, and from
£1,261bn to £1,776bn in cash terms. In the wake of Covid
these numbers climbed to 93.7 per cent and £2,917bn re-
spectively in 2025/26.

However, the stock of debt would only have fallen in
cash terms if the government had run annual budget sur-
pluses, which would not have been realistic. This might
even have required more austerity, rather than less.

Moreover, the UK was not an outlier. The maths is the
same everywhere.

Looking at the rest of the G7, there have been bigger
increases in government debt (as a share of GDP) in the
US, France, Italy and Japan. The only G7 economies where
debt has not significantly increased since 2010 are Ger-
many, where most now agree that fiscal policy has been
too tight, and Canada, where the 2008/09 recession was
relatively shallow.
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A price worth paying?

In short, the spending restraint of the early 2010s returned
the public finances to much better health following the
explosion of borrowing in the wake of the GFC. It is there-
fore hard to see how austerity could have contributed to
the UK’s much deeper and longer lasting problems.

Indeed, the official view at the time (supported by the
IMF, among others) was that it was necessary to tighten
fiscal policy to prevent an even worse outcome, even if
this meant a weaker economic recovery in the short term.
UK politicians and officials were particularly worried by
the financial crisis then beginning to engulf Greece.

It was also argued that any economic drag from lower
public spending would be at least partly offset by an in-
crease in private spending, as the former helped to keep
interest rates low and reduced the risks of ‘crowding out’.

Could looser fiscal policy have boosted growth?

This more positive interpretation of austerity has still
been widely challenged.

One counter-argument is that a combination of fiscal
and monetary stimulus might have resulted in a stronger
economic recovery, and that this could have turned the
public finances around more quickly too.

In particular, the UK government (and others, includ-
ing the IMF) may have underestimated the negative im-
pact that fiscal tightening had on growth, especially when
the economy was still weak, interest rates were already
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low and many other countries were cutting back as well
(see Portes and Holland 2012; Wren-Lewis 2015).

In more technical terms, the fiscal multipliers that the
OBR used to assess the impact of the tightening in policy
announced in 2010 may have been too low (though the
OBR itself has consistently disputed this).

Moreover, it is often argued the restraint in public spend-
ing fell particularly hard on capital budgets, delaying what
may have been much-needed investment in infrastructure
and public services and reducing the resilience of the UK
economy to subsequent shocks (notably Covid).

According to this view, austerity was precisely the
wrong approach. Instead, the government should have
taken advantage of low interest rates to increase spend-
ing, both to provide an immediate boost to demand and
to increase investment for the longer term.

Finally, some have argued that the international
creditworthiness of the UK was never seriously in doubt.
In part this is because, unlike Greece, the UK was not a
member of the euro and therefore retained its independ-
ence on monetary policy and the ability to create money
to service debts.

A defence of austerity

There is a lot to unpack here, but there are three main rea-
sons to reject these criticisms.

First, the degree of austerity is often overstated. As
noted earlier, public spending was held broadly steady
in real terms, rather than cut aggressively. Spending on
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healthcare in particular was protected and continued
to grow in real terms between 2010 and 2019, albeit at a
slower pace than under the previous Labour government.

The claim that the axe fell particularly hard on capital
budgets may have more merit. Public sector net invest-
ment was roughly halved in real terms, from a peak of
£75.2bn in 2008/09 (in 2025/26 prices) to a low of £37.3bn
in 2013/14.

Figure 30 Total public sector service productivity
(Index 1997 =100)
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Nonetheless, public sector net investment still aver-
aged just under 2 per cent of GDP in the 2010s. This was
higher than the averages in the 1980s, 1990s and 2000s,
albeit flattered a little by the inclusion of student loans.

It might still be argued that spending failed to keep
up with the increasing demands of a growing and ageing
population. However, this was also a period of relatively
rapid growth in total public sector service productivity, at
least until Covid (ONS 2026).
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Second, spending restraint was necessary. There was
no guarantee that interest rates would have remained
low if the government had chosen to increase borrowing
rather than reduce it.

While the UK’s position may not have been as parlous as
that of Greece, investors would still have demanded higher
interest rates to finance larger deficits. Indeed, doubts over
the sustainability of the public finances are one reason why
the UK government'’s cost of borrowing is relatively high now.

Third, there was no guarantee either that the govern-
ment would have spent any additional money wisely.

An exception might be made here for spending on gen-
uine ‘public goods’. The 2010s saw large cuts in the budgets
for environmental protections, defence and justice, which
do now look short-sighted. But a major programme of
public works in the 2010s could have been just as wasteful
as HS2 is proving to be now.

Funding more borrowing via ‘quantitative easing’ (the
purchase of government bonds by central banks using
newly created money) might also have further blurred the
lines between fiscal and monetary policy, as well as sad-
dling future taxpayers with additional costs as the policy
is unwound.

Conclusion on austerity

Bringing all this together, there is little evidence that the
fiscal discipline of the early 2010s had a lasting negative
impact on economic growth or productivity, including
productivity in the public sector.
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Instead, it succeeded in putting the public finances on a
more sustainable path - at least until the Covid pandemic
struck in 2020.

The economic impacts of Brexit

On 23 June 2016 the UK held a referendum on EU mem-
bership and voted to leave by a narrow majority of 52 per
cent to 48 per cent. Although the referendum was techni-
cally ‘advisory’, the UK government had repeatedly said
this was a ‘once in a generation decision’ and that it would
‘implement what you decide’. The vote therefore began the
process commonly known as ‘Brexit’.

The referendum itself was about sovereignty. In this re-
spect, Brexit has been a success because it has returned sov-
ereignty to the UK. Multiple opinion polls show that a ma-
jority of the public still want decisions in key policy areas to
made by the UK government. The fact that politicians have
not used that sovereignty well is not a failing of Brexit itself.
Nonetheless, this chapter is about the economic impact.

The decision to leave the EU was itself a shock. Most
analysis of the economic impact of Brexit therefore starts
the clock in 2016.

This period was characterised by heightened political
and economic uncertainty. Article 50 was not triggered
until March 2017, which formally began what was sup-
posed to be a two-year exit process. However, negotiations
between the UK and the EU dragged on, with Theresa
May’s government proving unable to secure parliamen-
tary approval for her deal.

177



THE GREAT STAGNATION

178

The 2019 general election eventually gave Boris John-
son a large majority to pass a revised agreement. The UK
formally left the political structures of the EU on 31 Janu-
ary 2020. But even this was followed by a transition period
where the UK remained part of the EU Single Market and
Customs Union, which lasted until the end of that year.

This is important, because a lot of the initial disruption,
especially to investment, can be traced to that prolonged
period of uncertainty, which has now eased.

More positively, the UK left on relatively favourable
terms. In particular, the Trade and Cooperation Agree-
ment (TCA) provided zero-tariff, zero-quota trade in
goods that meet rules of origin, alongside frameworks
for services, digital trade, transport, energy, fisheries and
social security coordination.

This is important, too. The upshot is that much less has
actually changed than many people anticipated, feared or
hoped, in the wake of the vote to leave.

The immediate market reaction

The impact was seen first in the financial markets, where
sterling and UK equity prices fell sharply in the wake of
the referendum results. This was consistent with fears that
Brexit would damage the UK economy in the long run and
even that the uncertainty created by voting to leave would
be enough to trigger an immediate recession. These fears
had been fuelled by some gloomy analysis published in
advance of the referendum by the UK government (HM
Treasury 2016a,b).
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Nonetheless, these market moves need to be seen in
context. Sterling had already started to weaken in 2015
as a consensus emerged that the currency was overvalued.
This was reflected in large current account deficits and
below-target inflation, two problems which the fall in the
pound at least helped to correct.

Moreover, in trade-weighted terms the fall in the pound
between 2015 and 2016 did little more than reverse the
rise since 2012. More than half the peak-to-trough fall in
the value of the pound against the dollar over this period
took place before the referendum result was known.

Figure 31 Sterling narrow effective exchange rate (2020 = 100)

130 0 130
125 : UK votes to 125
,/\/\ : leave the EU 120

I

: 115
o~ 110

i i N AWV\\/_ 105
TV Ty W 4
95 : 95
90 L . 90
O «~ N MO < IO ©O &~ 0 OO0 O ™~ N OO & v ©
- T - T T T T T v o AN AN AN AN NN
O O O O O O O O O O O O O o O o o
AN N AN AN N AN AN N AN &N N N N N N N N

Source: BIS.

Sterling has remained weak. But UK equity markets re-
covered quickly as the Bank of England cut interest rates,
rather than raised them, and as the feared ‘immediate
recession’ failed to materialise.

But beyond that initial shock, there is now a bewilder-
ing range of estimates for the harm that Brexit is assumed
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to have done to the UK economy, or the benefits of rejoin-
ing the EU. These studies can be divided into three types.

1. ‘Crystal ball gazing’

Many studies were undertaken around the time of the
referendum in 2016. These attempted to guess what the
impact of Brexit might be using a wide range of models
and assumptions, before the shape of any future agree-
ment with the EU was even known.

The highest profile of these was the working assump-
tion made by the OBR, which was that Brexit would re-
duce long-run productivity (specifically, GDP per head) by
4 per cent relative to remaining in the EU. However, this
4 per cent figure was simply a crude average of the results
of 13 external studies. Even then, 9 of the 13 studies sug-
gested the impact would be less than 4 per cent.

The OBR also assumed that both exports and imports
would be around 15 per cent lower in the long run than if
the UK had remained in the EU. This figure was also based
on the average estimate of a number of external studies
that looked at the impact of leaving the EU on the volume
of UK-EU trade.

Crucially, the OBR’s 15 per cent figure covered total
trade in goods and services with the entire world, not just
goods trade with the EU. A shock of this magnitude to the
UK’s global trade had always looked implausibly large,
and it has indeed failed to materialise. In particular, the
UK'’s trade intensity (or ‘openness’) has continued to track
that of similar countries, such as France.
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2. ‘Top down’ (or doppelgdnger) models

Several more recent studies have attempted to look back
at the impact of Brexit by comparing the performance of
the UK economy since 2016 to that of other countries and
then attributing any divergence solely to Brexit.

The highest-profile example here is a paper published
by the NBER last year, which suggested that GDP per head
was 8 per cent lower than otherwise as a result of Brexit
(Bloom et al. 2025).

The NBER paper used data for 33 advanced economies
(the EU27, the US, Canada, Japan, Iceland, Norway and
Switzerland) from 2006 to 2025, applying five different
approaches. Four used data from all 33 economies, taking
a simple unweighted average, a GDP weighted average, a
gravity-weighted average (GDP divided by distance) and a
trade-weighted average.

The fifth approach used a formal ‘synthetic control
model’. This is the most sophisticated version of a ‘dop-
pelgidnger’, where a computer algorithm is left to pick the
weighted average of a subset of countries whose econom-
ic performance happened to match that of the UK most
closely before 2016.

However, this approach simply cannot separate out
the impact of Brexit from other reasons why some econ-
omies have grown more quickly (or slowly) than the UK
since 2016.

These alternative explanations include the impact
of the Covid pandemic and the energy crisis, and many
others. For example, the US has benefited not just from
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relatively low energy but also from a large fiscal stimulus
and the Al boom.

Care should be taken too when comparing the UK’s
economic performance since 2016 to that of countries hit
hard by the euro area debt crisis of the early 2010s. The
numbers for Italy, Spain and Greece in particular have
been flattered by catch-up growth. The 8 per cent figure is
implausibly large if you compare the actual performance
of the UK economy to better matches such as France or
Germany.

Figure 32 Real GDP per capita (Q2 2016 = 100)
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3. Bottom-up studies

These studies have tried to calculate the impact of Brexit
from the bottom up, using industry or sector level data. In
principle, these studies might be better able to separate
the impact of Brexit from other factors. But they are still
flawed.
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For example, the NBER paper also suggested that
Brexit has reduced UK per capita GDP by 6 per cent (ra-
ther than 8 per cent) using an alternative approach based
on micro-modelling. This drew on firm-level survey data
from the Bank of England’s Decision Maker Panel (DMP)
survey. Any divergence in the performance of firms based
on their pre-referendum exposure to the EU was then as-
sumed to be due solely to Brexit.

The DMP is a relatively large survey, but the respond-
ents are not necessarily representative of the UK economy
as a whole. More importantly, divergences in the perfor-
mance of individual firms depending on their exposure
to the EU may also be picking up the relative weakness
of major European economies over this period (especially
Germany), or other factors such as the impact of the UK’s
relatively high energy costs on the competitiveness of
goods which are mainly exported to the EU.

Finally, while the prospect of an increase in trade
frictions with the EU will clearly have had some nega-
tive effects, these should prove to be (mostly) temporary
as Brexit uncertainty fades and firms adjust to the new
trading arrangements. Indeed, the DMP itself suggests
that Brexit has dropped well down the list of concerns for
most firms.

A better approach

Comparing the performance of just one country (the UK)
to an average of many others is bound to gloss over all
the alternative explanations for the differences. A more
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balanced view would look too at the performance of the
UK economy compared to individual countries — espe-
cially those that might have been expected to perform
similarly in the circumstances of the last ten years (not
just in the ten before that).

Supporters of the doppelginger approach, and es-
pecially the use of synthetic control models, argue that
these techniques minimise the problem of ‘cherry-picking’
countries to fit a particular narrative. They are also widely
used in other contexts.

Figure 33 Non-dwellings investment (Q2 2016 = 100)
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But there is a trade-off here. There must be some
role for judgement when it is obvious that other factors
are at play. There may be a greater risk that leaning too
much on computer models, or averages of as many as
33 very diverse economies, will stifle any intellectual
curiosity.

Here then are some stylised facts.
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On investment, the UK lagged behind other compar-
able countries in the first few years after 2016, but then
began to catch up again as Brexit uncertainty eased
(although the stock of capital is still lower than it would
otherwise have been).

On trade, the UK has underperformed on trade in goods
with the EU, but also on trade in goods with the rest of the
world beyond the EU. This suggests that the additional fric-
tions in UK-EU trade have played a relatively small part.

Moreover, the UK has outperformed on trade in ser-
vices, meaning that overall trade has held up much better
than expected.

On inflation, any Brexit effect has been swamped by
other factors. This is perhaps clearest if you look at food
prices.

Figure 34 CPIfood and non-alcoholic beverages (2015 =100)
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On total GDP, the UK economy has performed relative-
ly well compared to other G7 economies in Europe, This
largely reflects the initial surge in net immigration to the

185



THE GREAT STAGNATION

186

UK in the years after Brexit, confounding forecasts that
migration would collapse.

Figure 35 Cumulative growth in real GDP (%)
between Q2 2016 and Q4 2025
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On per capita GDP, the UK has performed relatively
poorly, but has still continued to track between France
and Germany, while keeping pace with Canada. As
noted earlier, Italy’s faster growth since 2016 is partly
just catch-up after the big hit from the euro debt crisis of
the early 2010s. It has also been flattered by a huge fiscal
stimulus.

Conclusions on Brexit

Many people want to believe that leaving the EU has
been a disaster for the UK and are happy to blame Brexit
for all the UK’s problems. This involve exaggerating the
costs while downplaying the benefits, both now and in
the future.
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It is more helpful to compare the performance of the
UK to individual countries with similar characteristics,
such as France, Germany and Canada.

Figure 36 Cumulative growth in real GDP per capita (%)
between Q2 2016 and Q4 2025

25

20

15

10

5

‘50 I

Germany Canada Japan France Italy us

Source: OECD.

This shows that Brexit has largely been a non-event in
macroeconomic terms. Indeed, the real story is how little
impact that leaving the EU has had. This makes sense, be-
cause relatively little has actually changed.

The consensus also assumes that the costs of Brexit
will only grow over time. In fact, there is already plenty of
evidence that the headwinds are fading,.

In particular, the initial uncertainty created by the
vote to leave and the prolonged negotiations thereafter
was a drag on business investment. But this drag is now
lifting as Brexit uncertainty has eased.

Similarly, firms are adjusting to the new trading ar-
rangements and found alternatives to EU workers. The
OBR’s assumption that global exports and imports would
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be 15 per cent lower than otherwise simply has not ma-
terialised. Labour shortages have eased too.

There is no serious discussion of the potential benefits
of Brexit. At most, the benefits of new trade deals are dis-
missed. But there is rarely even any acknowledgement of
the scope for regulatory improvements — as already seen
in sectors as diverse as financial services, life sciences,
and animal welfare. And there is huge scope to do better
in growth areas, such as Al

Last but not least, the savings on budget contributions
will also only get bigger as the EU expands.
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The Great Stagnation
Why Britain Stopped Growing

Britain has a growth problem.

From the 1950s to the early 2000s, the UK experienced levels of
economic growth which allowed it to double in prosperity every 30
years. However, in the last 20 years, the motor of British growth has
dramatically slowed. As a result, 18-year-olds today find themselves in
a country that is barely any better off than when they were born.

In this volume, experts from the UK and around the world outline
why the British economy has spent the last two decades in a state of
stagnation, and what can be done to prevent us slipping into a third.

Touching on areas ranging from banks to Brexit, from energy to
infrastructure, and from housing to tax, each author presents unique
and compelling analysis of what can and can’t be blamed for Britain’s
relative economic decline. In the process, they take the reader through
years of policy failure and missed opportunities from politicians on the
left, right and centre.

This is a depressing but essential read for anyone who hopes to
understand Britain’s economy and how it was broken.
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