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Prosperity and Justice

‘With its calls for a rebalancing of economic power, a more activist
state, a new industrialization model, and managed automation, this
report is nothing if not bold. What makes it especially distinctive and
valuable is that this big-picture reform agenda is backed up by detailed
proposals - on a national investment bank, increased public invest-
ment, a social dividend, expansion of collective bargaining, worker
representation on company boards, regulation of digital platforms,
and much more. The report is an inspiration for all those in the UK
and elsewhere who are trying to chart a new course for inclusive
prosperity.’

Dani Rodrik, Ford Foundation Professor of International Political

Economy, Harvard University

“The Commission makes an irrefutable case that British economic per-
formance mustimprove, and then suggests a suite of original initiatives
aimed at doing just that. There will be challenges on particular recom-
mendations, but overall this is the most impressive, authoritative and
compelling economic analysis and accompanying prescriptions in

recent times. It deserves to change the terms of economic debate.’

Will Hutton, Principal of Hertford College Oxford, Observer columnist

and co-author of Saving Britain



‘If we are going to rescue democracy and our way of life, we need
to reform capitalism so that it conspicuously serves the interests of
the majority and not just the lucky privileged few. Some of the IPPR
Commission’s proposals are perhaps too idealistic and impractical,
but most are serious and important contributions to the debate of our

’

age.

Robert Peston, Political Editor, ITV News

‘It is shameful that the fifth largest economy in the world is not already
oriented towards producing sustainable prosperity for all its citizens
but, sadly, the UK is so far from this that we really do need a “new
economy”’. The Commission on Economic Justice makes a thought-
ful, mature and significant contribution to thinking on what that “new
economy” should look like - they give us not only a strong and positive

vision, but a pragmatic roadmap for how to get there.’

Kate Pickett, Professor of Epidemiology, University of York

and co-author of The Spirit Level and The Inner Level

‘Over the last ten years policymakers have failed to respond to the
challenges the UK has faced, and have created additional home-grown
problems. We need a complete rethink to avoid another lost decade.
This report provides exactly that, with lots of innovative, sensible and
well-researched ideas across the whole spectrum of economic policy
from industrial policy to taxes, the environment to distribution. In
my own area, it provides the best prospectus for future UK macroeco-

nomic policy that I have seen.’

Simon Wren-Lewis, Professor of Economic Policy,
Blavatnik School of Government,

University of Oxford



‘Left unaddressed, conflicts between finance and production, the rich
and the poor, the state and the market, have historically heralded
costly economic crises and political instability. Ten years after the
global financial crisis, the UK faces the unresolved legacy of several
such conflicts. Focusing on the origins of these vulnerabilities, the
IPPR Commission on Economic Justice has analysed the political
economy of ownership, distributive governance, competition, indus-
trial policy, investment and financial stability. The comprehensive
volume summarizing these efforts is a product of substantial com-
parative work. Informed by this research, the Commission’s proposed
reform programme is future-orientated yet realistic. It is an urgent
read for those who strive to find workable solutions to the increasingly

apparent crises in the UK’s economic model.’

Anastasia Nesvetailova, Professor of International Political Economy
and Director, City Political Economy Research Centre,

University of London

‘An excellent platform to start a serious debate about how bold and
imaginative government policy can offer a serious alternative to sim-

plistic populist recipes. Urgent reading!’

Carlota Perez, Visiting Professor of International Development at the
LSE and author of Technological Revolution and Financial Capital:
The Dynamics of Bubbles and Golden Ages



‘When countries face challenges on the scale of those testing the UK
today, they are just as likely to retreat into apathy and disengagement
as they are to embark on an informed search for solutions. Fortunately
this book has arrived justin time to provide a framework for rethinking
how and where such solutions might be identified and to set out new
directions for public policy beyond the paralysing terrain of Brexit.
It's a must-read for anyone interested in alternative futures for the UK
economy and indeed for others facing similar challenges of slowing
productivity, rising inequality and a labour market undergoing funda-

mental change.’

Roy Green, Emeritus Professor, University of Technology Sydney
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About IPPR

The Institute for Public Policy Research (IPPR) is the UK’s pre-eminent
progressive think tank. Founded in 1988, our purpose is to conduct
and promote research into the economic, social and political sciences,
science and technology, the voluntary sector and social enterprise,
public services, and industry and commerce; and to educate the public
in these subjects. We are an independent charitable organisation with
our main offices in London. IPPR North, IPPR’s dedicated think tank
for the North of England, operates out of offices in Manchester and
Newcastle, and IPPR Scotland, our dedicated think tank for Scotland,
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For further information on IPPR and to contact us please visit
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Preface

The IPPR Commission on Economic Justice was established in autumn
2016 in the wake of Britain’s vote to leave the European Union. The
referendum result was a stark repudiation of the status quo and crys-
tallised profound feelings of economic injustice felt in many parts of
society. The Commission was founded in the belief that it was insuffi-
cient simply to argue that economic change was necessary. The country
needed to see how it could be achieved. The purpose of the Commission
was, therefore, broadly conceived: to examine the challenges facing the
UK economy and to make recommendations for its reform.

The members of the Commission come from all walks of life and
different political viewpoints. They voted on different sides of the
EU referendum, and the Commission is independent of all politi-
cal parties. Given the breadth of Commissioners, we have reached a
remarkable degree of agreement, which we hope can be reflected in a
wider national consensus about a new direction for the UK economy.
Our proposals are deliberately ambitious. Taken together, we believe
they offer the potential for the most significant change in economic
policy in a generation.

The report is wide-ranging, but not comprehensive: some fields,
such as specific reforms to the welfare system and education, have
been beyond our scope. It is UK-wide: while we propose greater

devolution of economic powers, we have not sought to write detailed
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PREFACE

plans for any of the individual nations of the United Kingdom. We
have not taken a position on Brexit; our analysis shows that the UK’s
economic problems are of long standing. The economy needs reform
no matter what happens. We do not attribute blame to any particular
politicians or parties, since our economic problems have developed
under successive governments of all colours.

The Commission met ten times and has overseen 18 months of
research, conducted by a team at the IPPR led by the Commission’s
Director Michael Jacobs. We called for and received evidence from a
wide range of sources, and engaged in extensive consultation with stake-
holders and experts. We are very grateful to the many organisations and
individuals who contributed to the development of our ideas. We are
particularly grateful to those whose financial support for the Commission
made it possible. They are listed in the acknowledgements that follow.

Our Interim Report was published in September 2017, setting out our
analysis of the condition of the economy and the causes of its weak per-
formance. The Commission has also published 17 discussion and policy
papers to inform its work and to stimulate public debate. These papers
provide more detail on the analysis and proposals made in this report.
The Interim Report and full set of papers are available at ippr.org/ce;j.

This book constitutes the final report of the Commission. But it is by
no means the last word. Economic change is not simple; there are no
‘silver bullets’ or magical solutions to remedy deep and longstanding
problems. We hope that we can spark a national conversation on why
we need a change of direction, and what that direction should be. We
can bridge the gap between the country we are and the country we

would like to be. We hope our report contributes to that task.

Tom Kibasi

Chair of the Commission and Director of the IPPR
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Note

The IPPR Commission on Economic Justice presents its final report
in order to stimulate vital public debate. Individual members of the
Commission agree with the broad thrust of the arguments made in
this report, but they should not be taken to agree with every word or
recommendation. Commissioners serve in an individual capacity, and
this report should not be taken as representing the views of the organi-

sations with which they are affiliated.
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Introduction and Overview

Travel across the UK today and it is impossible to escape a palpable
feeling that the economy is not working for most people. Earnings
that have been stagnant for a decade are combined with greater inse-
curity at work. Young people have been hit particularly hard - many
unable to afford a home of their own, and on course to be poorer than
their parents. Whole communities feel left behind. Many people feel
powerless and fatalistic.

It isn’t all bleak. Some parts of the economy - and some people -
have been doing well. Unemployment is at historic lows, and fewer
older people are living in poverty than in the past. We have global suc-
cess stories in sectors such as car manufacturing, life sciences, finance
and creative industries. The problem is that there aren’t enough of
them and too few people have been sharing in them.

The central argument of this report is that a fairer economy is a
stronger economy. We do not have to choose between prosperity and
justice: the two can, and must, go hand-in-hand. But without funda-
mental reform, our economy will continue to fail large numbers of
people. We have to ‘hard-wire’ justice into the economy, not treat it as
an afterthought.

This means rethinking the way the UK economy works: what it
produces and how, and the rules and institutions that govern it. It will

require governments to take a different approach to economic policy,
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INTRODUCTION AND OVERVIEW

and demand change of businesses, workers and investors alike. But the
prize will be great: an economy where all can flourish, in a country that
can be proud of its success.

The report is structured in two parts. In part I, we set out our overall
arguments; in part II, we present our 10-part plan for economic reform.

We begin by describing the UK economy today. While it has some
impressive strengths, it is not working well for most people. In recent
years it has been growing, but despite this, most people have not
been getting better off. Inequality of income is too high and inequal-
ity of wealth is even greater. The economy is divided by both age and
geography, with wide regional disparities; too many once-thriving
communities now offer few good jobs and little hope. Most households
living in poverty are also in work. It is apparent that we need to rethink
what counts as a successful economy.

We argue that economic policy should aim for both prosperity and
justice. In chapter 2, we offer a broader definition of what prosperity
means: the quality and security of work as well as income; time with
family and community as well as money; and the common good as
well as individual wellbeing. We offer six principles of economic justice
aimed at making sure that all people, places and generations share in
prosperity. We explain how a fairer economy generates greater pros-
perity, with stronger and more stable growth and lower social costs.
Everyone - from top to bottom - is better off when the economy’s
rewards are more fairly shared. But redistributing the results isn’t good
enough to confront the depth of the challenges we face today. Justice
must be ‘hard-wired’ into the processes of production and consump-
tion. We conclude by setting out our vision for a good economy - one
we believe most people will share.

In chapter 3, we explain some of the economy’s longstanding weak-

nesses and set out five fundamental shifts in economic understanding
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INTRODUCTION AND OVERVIEW

and policy that are needed to tackle them. First, the economy has an
unbalanced pattern of demand, overly reliant on household debt and
ever-rising property prices. We need to shift from short-termism in
finance to investment-led growth. Second, the UK economy is inter-
nationally uncompetitive, with an unsustainable imbalance between
imports and exports. So we need to shift from trade deficits to what we
call ‘new industrialisation’ across the UK. Third, many sectors are stuck
in a rut of low productivity and low wages, with too many poor quality
and insecure jobs. This requires a shift from overly flexible labour mar-
kets to a focus on raising productivity in the ‘everyday economy’ where
most people work. Fourth, the economy has fallen behind in adopting
new technologies, weakening productivity. We must shift from being
technology laggards to embracing ‘managed automation’. Last, many
sectors of the UK economy are highly concentrated and governments
have been complacent about competition policy. So we should shift
from excessive market power to more open markets. Each of these five
shifts, we argue, would promote prosperity and economic justice at the
same time.

To achieve the change we seek, we will need fundamental reform of
the way the economy is governed and policy made. Chapter 4 argues
that we need a purposeful and active state, with its role in wealth
creation better understood and actively embraced. Greater devolu-
tion of economic power is the necessary precondition of this change.
We argue for greater partnership across the economy: within firms,
among businesses, between businesses and trade unions, and in the
way that economic policy and economic change are managed. The
common thread running through all our proposals is a rebalancing
of power: from corporate management towards workers and trade
unions, from short-term finance towards long-term investors, from

Whitehall towards the nations and regions of the UK.
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In the concluding chapter of part I, we argue that the UK must now
embrace change on a sufficient scale to achieve ‘escape velocity’ from
an economy that delivers neither prosperity nor justice, to one that
achieves both. We face a decade of disruption ahead, in which doing
nothing will drag us further backwards. Change of this magnitude is
possible: it has happened twice before in the past century and other
countries pursue different policies with better results. A new economic
settlement will require a programme of fundamental reform across the
economy.

Part II offers a concrete plan to achieve this through ten areas of
policy. Each of its chapters offers an analysis of the issues and sets out
the Commission’s specific proposals for change.

In chapter 6, we set out how the economy can be reshaped through
industrial strategy: raising productivity and boosting exports, and cre-
ating more, better-paying jobs across the whole country. In chapter 7,
we explain how the UK can create such jobs, improve the quality of
work and fairer access to it, and support a better work-life balance.
Chapters 8 and 9 propose new ways to strengthen business and mar-
kets. We propose wide-ranging reforms to corporate governance to
create more purposeful companies focused on long-term success.
And we set out reforms to create more open and competitive markets,
including a new regulatory framework for the digital economy.

Chapter 10 proposes a boost to public investment alongside reforms
to fiscal and monetary policy. Chapter 11 sets out new measures to
improve financial stability. In chapter 12, we show how financial
wealth, housing and company ownership can be more fairly shared.
Chapter 13 describes our proposals to make the tax system for both
individuals and businesses simpler and fairer.

The final chapters propose the measures needed to underpin an

economy of prosperity and justice. We describe a new framework to
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put the economy onto an environmentally sustainable footing. And we
propose a new ‘economic constitution’ for the UK, to shift economic
power away from Westminster and widen participation and consulta-
tion in economic decision-making.

This is a long-term plan for the country, not for one parliament nor
any single party. The economy belongs to all of us, and change is in
our hands. We can have an economy where prosperity is joined with
justice, if we have the courage to create it. In this report, we seek to

show how.
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The Economy Today

How well is the UK economy doing? In the continuing arguments
around the consequences of Brexit, it is sometimes hard to get a handle
on what is actually happening. Forecasts may be wrong; short-term
headlines can disguise long-term trends. Perhaps most of all, national-
level statistics can never tell the full story of the real-life economy that

ordinary people experience themselves.

Strengths and success stories

The UK economy - still the world’s fifth largest' - possesses some
impressive strengths. It has world-leading sectors characterised by
extraordinary innovation, high productivity, strong exports, highly
skilled jobs and good pay.

After the US, the UK is the most successful exporter of services in
the world.? Our trade surplus in services is around £100 billion per
year, or a little over 5 per cent of GDP.? Our country is home to the
world’s leading financial centre in the City of London, with Edinburgh
another, and financial services are well distributed across the nations
and regions of the UK. The financial sector employs 1.1 million people,
generates a trade surplus of £51 billion and contributes £27.3 billion in

tax revenues for the exchequer.*



PART I: BUILDING THE NEW ECONOMY

We have leading positions in key areas of modern manufacturing.
Our aerospace industry is the second largest in the world, accounting
for more than 10 per cent of all UK exported goods.? It employs more
than 90,000 people and has been an arena for cutting-edge innovation
for more than a century. A more recent success has been the revival
of the motor manufacturing industry, following a major restructuring
after the financial crisis. Since 2009, annual automotive exports have
more than doubled from £19 billion to £44 billion, making it the UK'’s
largest goods exporting sector.® This is a remarkable turnaround for an
industry that had been in steady decline since the 1970s.

The UK is a scientific superpower. Our life sciences sector has a
turnover of £64 billion a year, employs a quarter of a million people
nationwide, and accounts for more than 9 per cent of goods exports.
It achieves higher levels of productivity than its competitors in the
US and Germany.” The vibrant tech start-up ecosystem in London
has developed world-leading collaborations with other sectors, from
finance to fashion to pharmaceuticals. Home to more than 300,000
developers, London attracted £2.2 billion of tech investment in 2016,
more than Paris, Berlin and Amsterdam combined.? Job creation in
the digital sector is twice the pace of other fields, and across the UK it
contributes £97 billion to the economy.®

Our creative industries have thrived in recent decades. Now worth
nearly £100 billion, they employ nearly 2 million people, and have
grown at twice the rate of the economy as a whole since 2010."°
Creative industries exports are worth over £21 billion, split evenly
between the EU and the rest of the world."! As the pace of techno-
logical change accelerates, and the capacity to think and act creatively
increases in importance, our creative industries are promoting capa-

bilities that will be crucial in the twenty-first century.'?



THE ECONOMY TODAY

The broader picture

These successes speak to the UK’s continuing economic strengths. But
despite them, it is hard to disguise the fact that the overall performance
of the UK economy over the last decade has not been good.

This period starts with the financial crash of 2007-8. The crash
revealed that the previous decade of apparently strong growth had
been built on weaker foundations than had been understood at the
time. It led to the deepest recession since the Second World War, with
output falling by 4.2 per cent in 2009 alone.” Since then, the UK has
seen its slowest recovery after any recession in the postwar period, with
GDP (gross domestic product) taking more than five years to recover
its pre-recession peak.* In fact, once population growth is taken into
account (and subtracting income flowing between the UK and other
countries), disposable income per head only returned to its pre-crisis
level at the end of 2016, creating almost a ‘lost decade’ of economic
output.’™®

Since 2013, the economy has grown at around 2 per cent a year.'® But
in 2018 the Office for Budget Responsibility (OBR) expects UK growth
to be just 1.5 per cent, and in 2019 1.3 per cent.!” Among developed
economies only Japan and Italy are expected to grow more slowly.'® All
this comes after a decade of large and unprecedented policy interven-
tions: fiscal ‘austerity’ (spending cuts and tax rises), near-zero interest
rates, and a £445 billion programme of monetary stimulus, so-called
‘quantitative easing’ or QE.!*

Indeed, behind the figures for growth the picture looks even more
worrying. Across a whole range of economic indicators, the UK econ-
omy exhibits serious underlying weaknesses. On investment, research
and development, trade and productivity, we perform worse than most

of our European neighbours - and have done so not merely over the last
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PART I: BUILDING THE NEW ECONOMY

ten years, but for much of the last 40.2° As we discuss in more detail in

chapter 3, it is hard to say the UK economy has been performing well.

The lived economy

The economy that ordinary households experience, however, is not that
of national aggregates such as GDP. What most people observe is more
direct: they see their own individual and family incomes, the ways in
which jobs and job opportunities are changing, and the sense of prosper-
ity or decline in their local community. Looked at from this perspective, for

many people the economy does not appear to be working at all.

Earnings and incomes

For most people, the last decade has seen little or no improvement in
living standards. In 2018, average (median) earnings remain 2-3 per
cent below their level in 2007-8; indeed, they are not much higher than
as far back as 2002.2! And they show little sign of rising significantly
in the future. In fact, average (median) earnings are not forecast to
recover to their 2008 level until 2025.%

If the forecasts up to 2020 are correct, the 2010s will be the weakest
decade for average real earnings in 200 years.?® The UK is one of only five
developed countries where earnings are still below their 2007 level.*

This has happened despite economic growth. Over the last decade,
the UK economy has undergone a remarkable change: average weekly
earnings have ‘decoupled’ from GDP growth (see figure 1.1). Whereas
in the past, average earnings by and large tracked growth, since 2008
this has no longer been true. The country has been getting richer, but

most people in work are no better off.
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Figure 1.1 Average weekly earnings have decoupled from GDP growth for
the first time since comparable data has been available

Real GDP, real GDP per worker and real average weekly earnings Q1 1971

to Q1 2018 (Index: Q1 1971 = 100)

Source: IPPR analysis using ONS (2018)%

Note: The official average weekly earnings (AWE) series does not go back before

2000. AWE prior to 2000 has been derived from imputed ONS data on a like-for-like
comparison to the modern series. All AWE data has been converted to real terms using
an RPIindex.

The experience of the last ten years exacerbates a story stretch-
ing back over many decades. Over the last 40 years, half of the UK’s
population has barely shared in the growth of the economy at all
(see figure 1.2). Between 1979 and 2012, only 10 per cent of overall
income growth went to the bottom 50 per cent of the income dis-
tribution, and the bottom third gained almost nothing. Meanwhile,

the richest 10 per cent took almost 40 per cent of the total.?® Under
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Figure 1.2 The pre-tax, pre-benefit incomes of the poorest half of the
population have barely benefited from overall economic growth

Share (%) of the growth in real original household incomes among
economically active households between 1979 and 2012, by income decile

Source: Reproduced with permission of Oxford University Press from Bailey D,
Cowling K and Tomlinson P (2015) New perspectives on industrial policy for a modern
Britain, figure 4.1, © Oxford University Press.

Note: ‘Original incomes’ are defined as incomes prior to any taxes or benefits

successive governments, the gains from growth have been very une-
qually shared.

One of the consequences has been a long-term decline in the share
of national income which has gone to wages and salaries. In the mid-
1970s the Bank of England calculates that the ‘labour share’ of national
income was almost 70 per cent; today it is around 55 per cent (see figure
1.3).?” The other side of this coin has been the rising share of income
going to the owners of capital, as the returns on financial and real estate

assets have consistently outpaced the rate of economic growth.?
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Figure 1.3 The labour share of national income is in long-term decline
The UK labour share of income (%) since 1770

Source: Haldane (2015)%

Note: Self-employed labour income is imputed differently in each series due to data
availability

Employment

The UK economy has been good at generating jobs. Employment
is at its highest rate since records began, with 75.6 per cent of the
working-age population now in work. At 4.2 per cent, unemployment
is at its lowest level for 40 years.*® But high employment levels dis-
guise important changes in the nature of work. A proportion of people
enjoy high-quality jobs, with good salaries and working conditions.
But increasingly large numbers have found themselves in poor and
precarious jobs on low pay.

The UK has a much higher level of part-time work than in most

other developed economies, and surveys indicate that as much as

15



PART I: BUILDING THE NEW ECONOMY

8 per cent of the workforce is now under-employed: that is, wanting to
work more hours than they do.* Self-employment has risen to around
15 per cent of the workforce, or 4.8 million people.*? For some, this
reflects an active choice for improved flexibility or entrepreneurship.
But it is clear that many others have been forced into a form of ‘bogus
self-employment’, driven by businesses seeking to take advantage of
a more flexible workforce and minimise social security liabilities.®
Almost a million people are now on ‘zero hours contracts’, which
provide little or no security at all.** Many of those working in such
casualised conditions experience the kind of exploitation, ill-health
and stress which was once thought to have been consigned to the

nineteenth century.*®

Poverty and inequality

Partly as a result of these changed patterns of employment, low-paid
work has become more prevalent. Having a job used to be a reliable
route out of poverty. But the rise in low-paid work means that this is no
longer the case. After taking housing costs into account, more people
in poverty now live in working households than in non-working ones.
Overall, 14 million people (22 per cent of the population) live on
incomes below the poverty line after housing costs; this includes four
million children, or nearly one in three, and the number is rising.’” As
the significant growth of homelessness and use of food banks attests,
poverty has made life desperately hard for very large numbers of
people.®

Combined, these trends have left the UK one of the most unequal
of western European countries. On some measures, income inequality
has declined a little in the last few years, as a result of the reduction in

top incomes after the financial crisis, and the rising minimum wage.
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Figure 1.4 Nearly one in three children are living in poverty and the rate
isrising

Relative poverty rates (%, after housing costs) since 1961: overall and by
demographic group (Great Britain)

Source: Cribb, Norris Keiller and Waters (2018)*

Note: The relative poverty line is defined as 60% of median income after housing costs
in each year. Years refer to calendar years up to and including 1992 and to financial
years from 1993-4 onwards. ‘Working-age non-parents’ is shorthand for adults of
working age who are not living in the same household as any of their dependent
children. Calculations using the Family Expenditure Survey and Family Resources
Survey, various years.

But there remains a six-fold difference between the incomes of the top
20 per cent of households and those of the bottom 20 per cent. This
makes the UK the fifth most unequal country in Europe.*’ Inequality
between the richest 1 per cent and the rest of UK society continues to
rise.*!

Inequalities extend beyond income groups. Although falling, the
gender pay gap has remained stubbornly higher in the UK than the
European average; median hourly pay among women is 18.4 per cent

lower than for men.** A similar pay gap exists between white and

17



PART I: BUILDING THE NEW ECONOMY

black, Asian and minority ethnic (BAME) workers, while unemploy-
ment rates among BAME groups are almost double those for the white

population.*?

Inequalities of wealth

Inequalities of wealth, meanwhile, are even larger than those of
income. Forty-four per cent of the UK’s wealth is owned by just 10 per
cent of the population, five times the total wealth held by the poorest
half,** while the richest 1 per cent are estimated to own 14 per cent of
the nation’s wealth.® By contrast, 15 per cent of adults have no or neg-
ative wealth (that is, they owe more than they own).* Inequalities of
income and wealth have particular impact on both social mobility and
health: in the poorest areas of the UK, people live on average a startling
ten years less than those living in the richest areas.*’

There is a sharply intergenerational aspect to wealth inequality.
The huge growth in property values since the early 1990s, coupled
with the decline in final salary pensions, have made older genera-
tions successively wealthier than younger ones at the same age: young
people are now set to be poorer than their parents. The housing divide
is stark: millennial families (those born between 1980 and 2000) are
only half as likely to own their own home by the age of 30 as were the
‘baby boomer’ generation born in the 20 years after the Second World
War, and four times more likely to be renting privately. On average, a

quarter of millennials’ income is now spent on housing.*

The geographical divide

If the UK has become divided by age, it is also divided by geography.
Median incomes in the North West, North East, West Midlands, Wales
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and the South West are now more than 30 per cent lower than in
London and the South East; in Scotland, more than 20 per cent.* In
London, the UK has the richest region in northern Europe, yet the stark
fact is that we also have six of the ten poorest regions, making the UK
the continent’s most geographically unbalanced economy.*

These disparities in income have made the experience of the last
decade very different in different parts of the country. Many of the UK’s
older industrialised and coastal towns have seen a palpable decline
in their local economies, with few good jobs available, high rates of
unemployment and many people dropping out of economic activity
altogether. As once-thriving high streets have emptied of shops and
life, it is not hard to see why so many people believe that the economy

is not working.

Rethinking the economy

For the Commission, the economy experienced by so many people
today does not look just. Too many are struggling to make ends meet,
seeing their living standards stagnate or even fall; too few are able
to look forward to the future with hope. Most of the trends we have
described are not getting better, and in some cases they are getting
worse.

Our conclusion is that we need to re-evaluate what our economy is
for, and in whose interest it is working. Our economy’s thriving sectors
are vitally important. But islands of prosperity in a sea of injustice is
not good enough. We need to rethink what we consider a successful

economy to be.



Prosperity and Justice:
A New Vision for the Economy

In the last chapter we saw that, across a range of issues, the economy is
no longer working for many people and for many parts of the country.
This raises a profound question about what we want our economy to
do. What should count as economic success?

From the end of the Second World War to a decade ago, this was
not a difficult question to answer. As GDP rose, most people’s incomes
rose with it. Up to around 1980, it was also true that as GDP rose,
inequality declined. As growth created jobs, poverty fell.! So the steady
growth of national income seemed like a pretty reliable measure of
economic success.

But this can’t be said any more. As we saw in the last chapter, since
the financial crisis GDP growth has not led to higher incomes for a
majority of the population, and average living standards have stag-
nated even as growth has been restored. In a sea of injustice, a rising
tide no longer lifts all boats.

In this chapter, we offer a new way to think about what we want
and need from the economy, and what that means for economic

policymaking.
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Redefining prosperity

When we think about what makes us better off, it is natural to focus
on income. Many of the things that make our lives better need to be
bought, and higher incomes enable us to consume more. Yet such
a statement reveals its own limitations. We all know that the things
we consume are not enough to make us happy or give us a sense of a
fulfilled and flourishing life. Income is very important, particularly for
those whose incomes are relatively low. But job security and satisfac-
tion, health, personal and family relationships, and social goods such
as the levels of crime and trust in society matter too. Their absence can
outweigh increases in income in determining an individual’s sense
of overall wellbeing.? It is widely assumed that if individual incomes
are rising, society must be getting better off. But this is not how most
people actually think, either about their own lives or what it means for
society as a whole to prosper.

Our relationship to the economy is more than simply our income.
Though every pound allows the same amount of consumption, it
matters how our incomes are acquired. Our place in the economy
is important to us. Receiving unemployment benefit is not the same
as earning a wage: being unemployed deeply undermines most peo-
ple’s sense of self-worth and happiness.> And an income from a
job with little or no security - increasingly experienced in today’s
economy - confers much less wellbeing on most people than the
same income from secure work. People whose jobs allow autonomy
to make decisions, opportunities to learn and develop, and a say
over how work is organised and decisions are made, are consistently
happier than those who do not enjoy these things.* Mental ill-health
derived from work-related stress has been rising inexorably in recent

years.®
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What it means to prosper goes well beyond our income and our
work. For most of us, leading a flourishing life means having time to
love and care for our children and our parents, to enjoy leisure activi-
ties and personal development with our friends and family, and to serve
and contribute to our communities. Over recent years, many people’s
working hours have risen, and many report that they have risen too
far.> Many women in particular (as well as some, but far fewer, men)
face a constant battle to juggle work and family responsibilities, drain-
ing their wellbeing. So household incomes alone are not a sufficient
measure of ‘the good life’. If we are to increase society’s prosperity, we
need to pay attention to the quality of work and work-life balance too.

At the same time, many of the goods we need to flourish, and by
which we judge society’s prosperity as a whole, are not consumed
individually. They are public goods, which we pay for through our
taxes and achieve through public institutions or policies. Some, such
as education and healthcare, are experienced as benefits to the indi-
vidual. But most are ‘social goods’, which we experience together with
others as members of society. Public safety and security, clean air and
beautiful natural environments, public parks and spaces, arts and cul-
ture, the sense of belonging to a community - these are all important
contributors to individual wellbeing, but can only be enjoyed if we pay
for and secure them collectively.

A prosperous society values the ‘common good’ - those features of
our collective life that matter for us all.” These include the quality of
our democracy and public discourse, the trust we have in one another
and in institutions, the fairness and social cohesion of communities,
our scientific and cultural achievements, and the conservation both
of those aspects of the natural environments we directly experience,
and those (such as rare species) we may not. We do tend to think there

is such a thing as society, that it can be in a better or worse condition,
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and this affects how we feel ourselves. It is a striking fact that countries
where these factors are perceived to be better are also those where
individuals report themselves to be happier.?

Contrary to the assumption of most political debate, disposable
household income is therefore not the sole measure of our individual
prosperity. If we have a high income, but taxes are low and public
goods correspondingly poor, we may be worse off than if higher taxes
give us less disposable income, but better public goods. Indeed, there
is strong evidence that such a trade-off does indeed raise wellbeing.
The countries with the highest tax rates in the world - the Nordic coun-
tries of Denmark, Sweden, Norway, Finland and Iceland - consistently
top international surveys of subjective wellbeing and life satisfaction.®
Higher taxes bring better quality public and social goods and greater
levels of social cohesion, and the trust which goes with them. Taxation
is thus a contributor to our prosperity, not a drain on it. Politicians
and commentators frequently argue that we should pay as little tax as
possible - not as much as is necessary. We believe we need to shift the
public debate on taxation to focus on the common good it can build,
rather than solely the burden it imposes.

We must also recognise a deeper source of our prosperity. All econ-
omies are dependent on the natural environment. Natural resources
and systems provide our materials and energy, absorb our wastes, and
provide the critical services on which human society relies, such as
ecosystem balance and climatic regulation.!® Yet this ‘natural capital’
is now undergoing severe degradation and depletion, on a global and
national scale. From climate change to the pollution of the oceans
by plastics, from the loss of fish stocks to the extinction of species,
from urban air pollution to water scarcity: the impacts of our current
forms of economic growth are undermining the foundations of wealth

creation, both now and in the future." So it is impossible to understand
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prosperity today without considering the sustainability of the natural
environment on which it rests.

In all these ways we need to change the way we think about, meas-
ure and judge economic success so that it reflects what we value as well

as what we earn.

Defining economic justice

Prosperity alone is not enough. For an economy to be successful, it
must be broadly shared.

The concept of justice provides a moral foundation common to every
human society, one that is strongly and intuitively felt.'> A ‘sense of fair
play’ is an important cultural value in this country and an idea with a
significant role in our public discourse. Yet public debate tends to inter-
pret it too narrowly, as the fair application of rules. We believe it needs
to be understood more broadly and applied to the economic sphere.
We offer our own definition of economic justice - the fairness with
which the economy generates prosperity and distributes its rewards.

First, in any advanced economy, economic justice must mean
no-one living in absolute poverty. It is not morally acceptable in a
country as rich as the UK for people to go without the basic goods and
services required for a decent life, including a home. While there are
different definitions of absolute poverty in the UK today, and different
calculations of the level of income required to escape it, there must be
a social minimum below which no-one should be allowed to fall. It is
evident that far too many people are currently below it.'?

Second, economic justice requires that everyone should be treated
with dignity in their economic life. Citizenship does not stop when

people enter the workplace. Exploitation through very low wages or
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forced labour, inhuman and unsafe working conditions, degrading
treatment - whether at work or (for example) in accessing welfare
benefits - are all aspects of injustice, and should never be acceptable.

Third, no group in society should be systematically or institutionally
excluded from economic reward. The large gender and race pay gaps
which characterise our economy, and the discrimination and exclu-
sion widely experienced by women, ethnic minorities, people with
disabilities and others, are evidence of structural injustice - the unfair
outcomes of the gendered and discriminatory way in which economic
life and institutions are currently organised.!*

Fourth, economic justice means narrowing inequalities of wealth,
income and power over time. In today’s highly unequal society, there
is little need to ask what level of equality or inequality is the ‘right’
one. We can be confident that the current distribution of income and
wealth has little basis in merit or desert. This means the gains of eco-
nomic growth should be biased towards the bottom half of the income
distribution, leading to a progressive decline in overall income and
wealth inequality.

Fifth, economic justice means that no places should be left behind.
The inequalities of income and opportunity between the richest
areas of the country and the poorest have grown far too wide. Too
many places experience widespread deprivation; in those where few
school students go to university or even do A-levels, disadvantaged
communities are being locked into poverty in the future.’

Sixth, economic justice means looking after the future as well as the
present. Today, our environmental impacts place the welfare of future
generations at risk. So sustainable development - based on the moral
principle that those coming after us should have the same opportunity
to use and to benefit from natural resources as we do - is central to

justice as well as prosperity.'¢
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Sustainability is also about justice between different groups of
people in society today. Those suffering the worst impacts of environ-
mental degradation are the poorest people and communities in the
world."” In most cases, they have contributed the least to the environ-
mental degradation they experience. It is our consumption, in rich
countries such as the UK, which is the primary cause of global climate
change, plastics pollution and land degradation. And the richer we are,
the more that is true. Reducing our environmental footprint is a moral
obligation in the present as well as in the future.

This speaks to a wider truth. Our economy does not end at our bor-
ders. We buy goods from across the world, many of them from poor
countries where wages are very low and working conditions are some-
times appalling. The use of child and forced labour, shocking working
conditions and rampant pollution should force us to take responsibil-
ity for the distant impacts of our spending.'® A just economy upholds
fair trade, decent working conditions and human rights wherever it
reaches.

On none of these dimensions can the UK economy today be said
to be securing economic justice. But these principles are not simply a
means to judge the economy we have. They are a guide to building the

economy we want.

A fairer economy is a stronger economy

Economic justice is a moral imperative. But it also has important eco-
nomic implications. For there is now a great deal of evidence that a
fairer economy will also generate greater prosperity.

It used to be thought that the opposite was true: that inequality

was the inevitable price of economic growth.!”” To generate growth,
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risk-taking entrepreneurs and owners of capital had to be rewarded
sufficiently to incentivise them to invest and innovate. Those with the
scarcest skills would command the greatest incomes, commensu-
rate with their contribution to the productive process. As the wealth
produced was circulated throughout the economy, it would ‘trickle
down’ through the income distribution, enabling everyone to become
better off. But the gap between rich and poor would inevitably be large.
Indeed, attempts to reduce it through redistribution of income would
almost certainly, it was thought, retard the process of growth. Both
taxing the well off and giving welfare benefits to the poor would reduce
their incentives to work.

But these arguments are now outdated. Over the last decade, a
new body of research, led by both the Organisation for Economic
Co-operation and Development (OECD) and the International
Monetary Fund (IMF), has found that economies with more equal dis-
tributions of income and wealth tend to have stronger and more stable
paths of economic growth than those with greater inequality. At the
same time, redistribution either helps growth, or has little effect on it.%

There are several different reasons for this. First, people on low
incomes tend to spend a larger fraction of their income than the
wealthy, who are more likely to save. So improving the earnings of
those in the bottom half of the income distribution is a much surer way
to raise consumption and aggregate demand, and so boost growth.
(This is particularly the case in today’s conditions of excess global sav-
ings, when there is little need to incentivise the rich to save in order to
create funds for investment.?!)

Second, inequality of income and opportunity prevent some people
from achieving their full potential, including their potential to con-
tribute to the economy. Low educational achievement and skills,

discrimination in the labour market and the difficulties of working
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in the absence of adequate child and social care all tend to hold the
economy back.?

Third, low wages damage productivity. This relationship is often
thought to be the other way around: that only higher productivity
allows for higher pay. But the reverse is the case too. When employ-
ers can get extra output by taking on a ‘flexible’ low-paid worker by
the hour, they have little incentive to invest in the equipment or skills
which will raise productivity. When wages rise, for example through a
higher minimum wage, firms are forced to find new and more produc-
tive ways of organising work and training employees in order to afford
the higher pay.?

Fourth, inequality tends to make economies more unstable, as the
higher savings of the rich are channelled into financial and real estate
assets prone to volatility. More unequal economies tend statistically to
have shorter periods of growth.*

Fifth, more equal societies tend to have higher taxes, which if spent
on public goods - such as education, health, transport and other infra-
structure - help boost the economy’s productive potential. At the same
time, inequality generates a variety of social ills, including poor health
outcomes, which drive up public spending costs.®

There is now, in fact, a great deal of evidence on the social effects
of inequality.?® It is not just that it slows growth. It also makes people
unhappier. In cross-country studies, high levels of inequality are cor-
related with higher rates of mental and physical ill-health, obesity and
crime, and lower recorded social trust, educational attainment and
social mobility - and this is true not just for those on low incomes, but
across the population as a whole. More equal societies are happier
societies.

It is not difficult to see why this should be. We are social beings: our

happiness is less a function of absolute income than of our income
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relative to those to whom we relate in our society.?” Inequality there-
fore fuels dissatisfaction; and in turn it drives rising levels of household
debt, as consumption becomes a means to belong in a society where
material riches are on constant and competitive display. And high
debt levels make individuals and households - and the economy as a
whole - less resilient to shocks.

The empirical evidence does not show that unequal societies are
poorer than equal ones. Some countries have high GDP levels with
high levels of inequality, such as the UK or the US; others are prosper-
ous with low levels of inequality, such as Denmark or Sweden.?® But
it does show that unequal economies do less well than they would if
they were more equal. It is in this sense that justice is a strategy for

prosperity too. A fairer economy will be a stronger one.

Hard-wiring for economic justice

The belief that high levels of inequality were inevitable did not mean
that they could not be reduced. It has been widely accepted that
society should seek a measure of redistribution from those at the top
to households at the lower end of the income scale, accomplished
through the tax and benefit system.

Yet redistribution is no longer sufficient to ameliorate the deep
inequalities that now characterise our economy. While redistribution
will always be essential, it is also, in one sense, a measure of failure.
The more it is needed, the more unfair the economy must be in the first
place.

If the core processes of income and wealth distribution within the
economy are generating widening inequalities, taxes and benefits can

only ever play catch-up. Inequality today results from the structure of
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the labour market, the system of executive pay, the ownership of assets
and the increasing returns which accrue to the owners of capital. So it
is on these issues that policy has to focus, not just on tax and welfare
measures ‘after the fact’. If we are to make the economy fairer, we
need to stop regarding inequality as an afterthought, and focus on its
causes in the structures of the economy.* Economic justice needs to
be ‘hard-wired’ into the processes of production and consumption. In

this report we seek to show how this can be done.

Sustainable and inclusive growth

Our argument, then, is that the purpose of the economy - and of eco-
nomic policymaking - should be to achieve prosperity and justice
together, and to ground them both in environmental sustainability.
We are not the first to argue this. The concepts of ‘sustainable develop-
ment’ and ‘sustainable and inclusive growth’ speak to similar ideals
and have been widely adopted by governments and leading economic
international institutions such as the OECD and World Bank.* But it
has been harder to get them adopted in practice.

Some have argued against growth as a goal. The green movement
has offered a powerful critique of growth, arguing both that it is the
primary source of environmental degradation and that it does not con-
tribute to human wellbeing.®! Some have argued for a ‘post-growth’
economy, which would meet environmental limits while still allowing
poor countries to become richer.*

There is no question that current patterns of economic growth are
not environmentally sustainable. And, as we have argued, for rich
countries, rising material consumption in itself is not an automatic

source of either individual or social wellbeing. But we do not believe
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this means that economic growth is itself undesirable. It depends on
the form it takes.

Growth is measured by an increase in GDP. It is a measure of eco-
nomic value and income, not of the flows of resources and energy
through the economy. Through changes to technologies, outputs and
lifestyles, it is possible to generate higher income while reducing mate-
rial flows and environmental impacts.*® No-one should underestimate
the efforts that will be required to achieve such ‘green growth’, and
it will ultimately be an empirical question as to how far it is possible
on a global scale. But the constraints of environmental limits do not
make the aim of rising incomes redundant, particularly for those
who currently have least. Our goal is a different pattern of produc-
tion and consumption, which can achieve prosperity and justice in a

sustainable form.

Measuring what matters

If we are to achieve this, we need to change the way that the economy
is measured. Itis now a commonplace argument that GDP alone is not
a good measure of economic progress.* It does not take environmen-
tal damage into account; nor does it recognise unpaid work, such as
caring, housework and volunteering. It does not measure wellbeing.
It does not now even correlate with earnings. Yet GDP growth con-
tinues to be used as the primary measure of how well our economy is
doing.

GDP growth will always be important. It is a measure of national
output and income; it was never intended to be a measure of either
wellbeing or progress.* So it needs to be complemented with other

measures (and updated), not discarded.
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Over recent years there have in fact been many attempts to develop
new indicators which can measure economic performance in a
broader way. In the UK, the Office for National Statistics (ONS) pub-
lishes a collection of indicators of ‘national wellbeing’, including a
variety of economic, social and environmental factors and subjec-
tive wellbeing surveys.?” The OECD’S Better Life Index offers a way of
comparing such indicators between countries.*® But it is striking how
little these get used in national economic debate. So we can see great
merit in developing a more focused set of indicators that speak more
closely to people’s experience of the economy as well as its overall

performance.®

A new vision for the economy

The economy should give expression to our values, not be the place
that we leave them behind. Although now largely overlooked, Adam
Smith’s ‘“Theory of Moral Sentiments’ was the ethical foundation upon
which he built “The Wealth of Nations’.*° Putting the economy back on
a moral footing is not just a matter of morality. It will create a stronger
economy too.

We believe that broadly-defined prosperity and economic justice
can and should be the basis for a new economic consensus. Successful
change demands a destination to guide its direction. So we have writ-
ten down our vision of the kind of economy we believe our society
should be aiming for. Critics will no doubt say that such a vision is uto-
pian. But there is no reason why we cannot build an economy like this

if we have the will. And the first step is to have the ambition to do so.
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The good economy*'

Our vision is of a good economy, where prosperity is joined with
justice. The good economy works for all by achieving sustain-
able growth and broadly shared prosperity. In the good economy,
everyone - in all parts of the country - has an equally good chance
of leading a good life. It allows each of us to flourish: to fulfil our
economic and human potential, no matter our starting point, and
to meet our needs at each stage of life. This means opportunities
for good and fulfilling work; a decent income providing good living
standards; and time for love, leisure, creativity and care and service
to others. The good economy values people for who they are as
much as what they do. It is judged not only by its results but also by
the conduct of those within it, and is concerned with reciprocity,
generosity and kindness. It offers hope for the future by fulfilling
the promise that successive generations will have the opportunity
to lead better lives.

The good economy is concerned with building the common
good as well as with improving individual living standards. It meets
our human and economic needs for education throughout life;
for high-quality health and social care; for affordable housing and
transport; for a diverse culture and vibrant democracy; and for
beauty and safety in our shared spaces as well as in our private ones.
The good economy ensures that our commons are well tended:
valuing our natural inheritance and being good stewards for future
generations by diminishing the impact of economic activity on the

earth’s climate and resources.
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Reshaping the Economy

It is evident that today’s economy is delivering neither prosperity nor
justice, as we illustrated in chapter 1. In chapter 2 we described the
kind of economy we wish to see. In this chapter we look at some of the
underlying causes of the UK’s poor economic performance, many of
which are longstanding weaknesses. We propose five shifts that we
believe now need to be made, both to the way that the economy is
structured, and in the approach that governments take to economic
policy, to set it on a different path. In the Commission’s interim
report, we argued that the UK has an ‘economic muddle’, rather than
a coherent economic model.! Here, we describe the way in which
the economy needs to be reshaped to achieve both prosperity and

justice.

From short-term finance to investment-led
growth

The UK has an unbalanced model of growth. The Office for Budget
Responsibility (OBR) estimates that, in 2017, household consumption
drove nine-tenths of the entire (2 per cent) growth of the economy.?
Butitis investment, rather than consumption, that is the real economic

engine, driving both productivity and long-term income growth.
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Consumption-led growth has been financed by increasing house-
hold debt, which has been rising since 2016 and is forecast to reach
146 per cent of disposable income by 2023 (see figure 3.1).> Savings
are atrecord lows.? The Bank of England has already warned of the risk
this poses to financial stability.® At the same time, consumption has
become heavily reliant on rising property values, which have allowed
households to borrow and spend more.5 As a result, house price infla-
tion has come to be regarded in the UK as a positive economic good
rather than a problem. Given its impact on inequality, not least the
way it has forced young people to spend increasing proportions of their
income on rent (and therefore less in the rest of the economy), this is
not a healthy basis for economic growth.

In fact, the UK has a serious investment problem. At around 17

per cent of GDP, the rate of public and private investment in the UK
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Figure 3.1 Household debt is lower than its pre-crisis peak but is rising
once again

Household gross debt as a percentage of disposable income (%), actual and
forecast
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economy is around 4 per cent below the OECD average.® This gap has
widened over the last 50 years; indeed, the UK investment rate has
been falling for most of the last 30 (see figure 3.2).° A similar gap exists
for private sector investment alone: business investment fell from 10
per cent of GDP in 1997 to 9 per cent in 2017 - below the rate of capital
depreciation, meaning that the stock of business capital is actually fall-
ing.'® The comparable rate of corporate investment in the US in 2016
was 20 per cent.!!

The UK’s record of investment in research and development (R&D)
is an area of particular concern. R&D is the engine of innovation: it
drives long-run productivity improvement and keeps the economy
at the frontier of globally competitive sectors. Over the last 20 years,

as a proportion of GDP, UK spending on public and private R&D has
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Figure 3.2 Investment is lower in the UK than in most other comparable
economies, and has been declining for the last 30 years
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remained more or less flat, while those of our major competitors has
risen."® In 2016 the UK invested 1.7 per cent of GDP in R&D, compared
to 2.9 per cent in Germany, 2.7 per cent in the US, and 3.1 per cent in
Japan.' Some of the gap can be accounted for by the UK’s proportion-
ately larger service sector, but not all - and, given the importance of
R&D and innovation to overall economic performance, that is little

consolation.!®

The causes of under-investment

What explains this poor investment record? Three key causes have
become apparent.

The first is the reduction in the time horizons of corporate share-
holders, the phenomenon known as ‘short-termism’. Over the past
20 years or so, the UK'’s capital markets have increasingly prioritised
short-term over long-term returns.'® As the Bank of England has
shown, this has had a measurable cost in terms of profitable long-term
investments which have not been undertaken."”

A major reason for this change lies in the structure of sharehold-
ings. Between 2000 and 2016, the percentage of the market value of UK
shares held by individuals, insurance funds and pension funds - those
with a direct interest in long-term investment - fell from 55 to 20 per
cent.’® They have largely been replaced by overseas investors and vari-
ous kinds of intermediary funds, whose managers tend to be rewarded
on the basis of short-term stock market performance relative to one
another, rather than on long-term value creation by the companies in
which they trade."

Companies have responded by focusing on short-term investment
returns and guaranteed dividend payments. Executives are incen-

tivised by their remuneration packages to keep share prices high.
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The result is that the distribution of dividends to shareholders by UK
companies over the last decade has remained largely constant even
as profits have fluctuated.”® The rise of ‘share buybacks’ reflects the
priority given to sustaining share prices.?! As the proportion of profit
distributed to shareholders has risen (from 39 to 55 per cent between
1990 and 2016), the level of long-term corporate investment has
inevitably declined.?

At the same time, while the UK has succeeded in attracting foreign
investment, our permissive takeover rules have allowed shareholders
to sell a string of long-established UK businesses to overseas buyers
over recent decades - in some cases primarily to extract their value for
short-term gain rather than add to it through long-term investment.

A second cause of low investment is that banks in the UK have a poor
record of providing finance for businesses. Business loans account for
only around 5 per cent of total UK bank assets, around a third of the
proportion typical in the eurozone.? In contrast, UK banks are much
more focused on lending for land and property, the bulk of which does
not increase the productive capacity of the economy or contribute to
growth, but simply raises asset prices.”® Their business models - highly
centralised operating models in a heavily consolidated sector - tend
them towards secured rather than relationship-based lending, a trend
compounded by recent regulatory pressure to reduce risk.?® UK banks
are unusually focused on real estate as collateral, which limits the abil-
ity of many firms to grow and ignores the potential to value other, more
intangible assets.”

Third, demand has been too weak. Companies invest when they
believe it will be profitable. But this requires demand for the additional
goods and services that it generates. Since the financial crisis, the UK
has suffered from chronically deficient demand, as businesses have

held back on investment, and exports have been weak.? Yet during this
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period, government has cut back not just on current but also invest-
ment spending, reducing the current budget deficit by around 6.5 per
cent of GDP between 2010 and 2018.?° This pro-cyclical approach has
exacerbated weakness in private sector demand, thus further under-
mining investment. Since all saving and borrowing in the economy
must balance, it is no surprise that household debt has risen. Public
investment - notably in infrastructure and R&D - has continued to be

lower than in other advanced economies.*

Breaking the cycle

This unbalanced pattern of demand - too little private and public
investment, too few exports, too much debt-fuelled consumption - is
one of the reasons why the UK has not yet escaped the abnormal policy
conditions set in train by the financial crisis. The Bank of England has
signalled its desire to raise interest rates from their current historic
lows, but has so far been unable to do so significantly; quantitative
easing remains in place.* The economy is too weak to remove these
sources of life-support. This is the condition sometimes described as
‘secular stagnation’: persistently deficient demand and excessive cor-
porate saving mean that normal rates of economic growth can only be
sustained at very low or negative interest rates.*

Breaking out of this cycle will require a new focus on ‘investment-
led growth’.®® In turn, this will involve three sets of reforms, which
we set out in more detail in part II. First, we need to change the way
large companies are governed and their executives are paid. We need
more purposeful companies focused on long-term value creation,
not short-term returns, and executive pay incentivised to achieve it.
Second, we need a finance sector geared more towards the long term.

This will require reforms to the regulation of banks, to focus them less
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on lending for real estate and more for business growth; changes to
the fiduciary duties of intermediary investment funds; and reform of
the takeover rules to reduce the risk of acquisitions aimed at value
extraction. Third, we will need to raise the level of public investment,
particularly in research and development and in infrastructure, where
there is a shortage of ‘patient capital’ willing to take long-term risks.
This will not be an easy transition to make. It means a slower rate
of household consumption growth, and a higher rate of savings, not
least for pensions (though in the long term, higher savings are good for
people as well as for business). But there are other countries that have
built their economies on investment-led growth and achieve more of
the goals that we aspire to, such as Germany, Switzerland, Denmark

and Sweden. We will need to do likewise.

From trade deficits to ‘new industrialisation’

As we described in chapter 1, we have a handful of sectors where the
UK is world-leading. These include financial and professional services,
life sciences, aerospace and automotive manufacturing. These sectors
are successful at exporting around the world.

By definition, our most successful sectors have flourished under
the status quo. As a result, they are particularly exposed to the conse-
quences of the change in our economic relationships as a result of the
decision to leave the European Union. A good Brexit deal will therefore
be essential if we are to secure our existing economic strengths. At the
time of writing, the UK’s future trading arrangements with the EU - and
indeed the rest of the world - remain unclear. But it is evident that we
will need to secure trade deals that enable us to access European and

global markets as widely and freely as possible.
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Future trade agreements

As a member of the European Union (EU) for more than 40 years,
the UK has incorporated the EU’s regulatory framework covering
labour, consumer and environmental standards into its trading
relationships.

At the time of writing it is not clear whether the UK will still be
in a customs union with the EU after Brexit, and therefore whether
we will be making new free trade agreements (FTAs) with other
countries. But if we do, it is important that the negotiation of FTAs,
particularly with larger, more powerful trading partners, does not
lead to an undesirable reduction in standards. Any new trade
agreements must also ensure that the UK can maintain control of
public services and public enterprises as decided by democratically
elected governments.

Transparency around trade negotiations is key to addressing
these concerns. Greater public transparency would allow citizens to
engage with trade negotiations, and to debate their implications.**
Greater scrutiny via parliamentary processes would serve to bring
any potential welfare loss through signing up to a trade deal into the
light.*® Both forms of transparency should be actively promoted by
the government in the event that the UK directs its own trade policy

following Brexit.

Not paying our way in the world

While we have some high productivity sectors that successfully export
goods and services, we do not have nearly enough of them. Overall, the
UK buys far more from the rest of the world than we sell to it. Our trade

deficit in goods is around 7 per cent of GDP, outweighing the surplus of
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around 5 per cent of GDP in services. Our overall trade deficit has been
negative for 20 years, and in 15 of those years has exceeded 1.5 per cent
of GDP (see figure 3.3). In 2017, the UK recorded the largest current
account deficit as a percentage of GDP of all G7 countries.*® This indi-
cates a serious problem of competitiveness relative to other developed
economies.

The UK is able to finance the deficit on its current account (which
comprises trade in goods and services and other forms of interna-
tional income) with a surplus on its financial account. This is made
up of capital flows (including both long-term foreign direct invest-

ment and short-term purchases of shares and bonds) to and from
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the UK. So long as there is demand for UK assets, the current account
can continue to be financed in this way.?® However, if the value of
UK businesses and their perceived future growth prospects were to
decline - with foreign lenders demanding higher returns to hold UK
assets - the value of sterling would fall and the current account would
have to adjust, at least in the short term, with a reduction in imports
and a decline in consumption and living standards. This would pose
real recessionary risks. The large current account deficit therefore
makes the UK especially vulnerable to a weakening in domestic
economic conditions.

The depreciation of sterling since the EU referendum is a reflec-
tion of such concerns. Yet although it has raised import prices, it can
in many ways be seen as a welcome correction of a currency that had
become overvalued. Throughout the past three decades the pound
has been sustained at levels that have both reflected and supported
the success of the UK’s financial sector. The effect on the rest of the
economy has arguably constituted a kind of ‘financial Dutch disease’,
with UK exports made too expensive compared with those of our
competitors, and imports too cheap.*

In turn, this has both driven, and exacerbated, the decline of manu-
facturing, which has gone much further in the UK than in most other
developed countries. Manufacturing now makes up just 10 per cent
of the economy’s gross value added (GVA), compared with 23 per
cent in Germany, 21 per cent in Japan and 12 per cent in the US.%*
Manufacturing has often been dismissed as part of Britain’s industrial
heritage but not an important part of our future. The UK, it is said,
should focus on our existing strengths in services, our ‘comparative
advantage’. Yet the most successful trading countries, such as Germany
and Japan, are also the most diversified in their export base. The UK’s

exports, by contrast, have become systematically less diversified over

43



PART I: BUILDING THE NEW ECONOMY

the last 20 years, and are now disproportionately dependent on a small

number of industries, particularly financial services.*!

Diversifying our exports

Improving our competitive position with the rest of the world will
therefore be crucial to sustaining the UK’s prosperity over the coming
years. This will require a new approach to industrial strategy.

Until recently, the UK’s industrial strategy was largely implicit
rather than explicit. Each of the UK’s most successful sectors enjoyed
considerable government assistance. Government and NHS spending
supported our defence industries and life sciences; the BBC under-
pinned many of our creative industries. The financial sector benefited
from new regulatory rules and was then bailed out in the financial
crisis. As a result, industrial policy reinforced existing strengths in
already successful sectors able to make their voices heard in govern-
ment.*” Many of these sectors are predominantly located in London
and the South East.

Over the last ten years, industrial strategy has become an explicit
focus of government, which we strongly welcome. But if we are to
succeed in a globally competitive economy, it needs to have a much
clearer emphasis on diversification of our innovation-frontier and
export sectors, which are closely linked. We can no longer rely only on
existing strengths.

The key characteristic on which to focus is tradability, rather than
on manufacturing or services. That distinction is increasingly breaking
down - as any modern car reveals, advanced manufacturing is now
as much about sophisticated software as hardware. Yet this will still
entail a greater focus on manufacturing in the future than in the recent

past, because more manufactured goods are tradable than services.®
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And it is possible to be both strong in services and in manufactur-
ing. Switzerland, for example, has a successful financial sector while
manufacturing accounts for 18 per cent of GDP, almost double that of
the UK.** And the breadth of its manufacturing sector is striking: from
high-quality chocolate through precision engineering to advanced

pharmaceuticals.

Building industrial clusters across the country

The crucial question is how to achieve this improvement in our exports.
We propose a strategy we call ‘new industrialisation’. By this we mean
the development of innovation-based industrial clusters across the
UK, anchored around our universities.

It has been known for some time now that the clustering of industry
in specific places is associated with higher levels of competitiveness
and growth. Proximity spreads know-how and fosters innovation.*
Yet the UK has relatively few large-scale industrial clusters. We
have major strengths in software, electronics and biotechnology in
Cambridge, health and life sciences in London and Manchester, the
automotive industry in the West Midlands, advanced manufacturing
in Sheffield, oil and gas in Aberdeen, among others. But the potential
of university research departments to catalyse industrial growth in
general has been under-utilised. International experience - in the US,
Japan, EU and elsewhere - shows that proactive policies to develop
and support industrial clusters can significantly increase the collabo-
ration between firms, and lead to stronger regional growth.*® Since our
universities are not only internationally competitive but geographi-
cally dispersed, this can be a strategy for justice as well as prosperity,
with the potential to create more, and better-paying, jobs right across

the country.
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The development of clusters means focusing on domestic supply
chains as well as innovation-based exporters. Today, UK exports
across a whole range of sectors have a much higher proportion of
imported components than our major international competitors.*’
By strengthening the ‘value chains’ which link firms both within and
across sectors, a greater proportion of value added can be retained in
the UK and in local economies.

Building on the strengths of our universities also means focusing on
the commercialisation of research and the scaling of companies. We are
unusually good at discovery and invention, but poor at building large
firms. While the UK has among the highest proportion of start-up firms
in the OECD, comparatively few survive to maturity, and many are sold
before becoming major businesses.”* Many fail because they cannot
bridge the commercialisation funding gap often known as the ‘valley
of death’.”® Productivity is closely related to scale: larger firms tend to
be more productive than smaller ones, as they are able to capture more
scale economies.®® But the greatest differential in productivity is between
domestically focused firms and those that export.’! We therefore need a
much sharper focus on scaling up businesses to succeed as exporters, and
making sure that these are distributed across the whole country. It is for
this reason that we propose the establishment of a National Investment
Bank, with strong regional divisions: the private financial system is not

providing the patient capital needed to create new world-leading firms.*?

From flexible labour markets to raising
productivity in the ‘everyday economy’

The productivity of the UK economy is much lower than that of our

major competitors. Measured by output per hour, productivity in the
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UK is fully 13 per cent below the G7 average.*® This gap is sometimes
stated in the form that ‘it takes the average British worker five days to
produce what a worker in Germany, France or the US produces in four’.
But this is misleading: it is not to do with how hard people work, but
rather is a result of a much lower level of investment - in physical and
human capital, in management and production systems, and in the cre-
ation and diffusion of technology across sectors - compared with other
leading economies.* Since the financial crisis, productivity growth in
the UK has more or less stalled altogether. This is a stark divergence
from the long-running trend (see figure 3.4), and it has occurred across
almost all sectors. The UK’s poor productivity is a problem for both

prosperity and justice. It holds back growth and holds down wages.
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Figure 3.4 UK productivity growth has stalled since the 2007-2008
financial crisis

UK output per hour (actual versus long-term trend), Q1 1971-Q1 2018
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What explains this poor record on productivity? It is not that lead-
ing British firms are less productive than their competitors overseas.
It is that we have a ‘long tail’ of low-productivity firms.* The UK has a
small proportion of businesses with high productivity, of over £100,000
per worker; and a very much larger number earning under £50,000
per worker.*” This dispersion is considerably greater in the UK than
in other OECD countries.”® The ‘long tail’ of low-productivity busi-
nesses is particularly marked geographically. There are high- and
low-productivity firms in every area of the country; but on average
productivity is much higher in London and the South East than else-
where.* This is partly because of the different sectors that predominate
in different regional economies, but that is not the whole explanation:
there is wide geographical divergence in productivity even between

firms in the same sectors.®

The problem within firms

The UK’s productivity problem has a number of causes. Some relate
to general economic conditions such as the level of demand in the
economy, competition and planning policy, the education and skills
systems, and infrastructure. It is clear, for example, that the extraordi-
nary skewing of infrastructure spending towards London - which over
the next five years is due to get more transport spending than the rest
of England put together - contributes to the UK’s unbalanced regional
productivity performance.®!

A key causal factor also appears to lie at the level of individual firms.
Here the UK suffers from three interrelated problems.

The first is persistently poor management capability. Many British
businesses appear to be less well managed than those in other

advanced economies, and there is a clear correlation between poor
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management and low productivity.®> While the UK has a small
number of top-tier business schools, we do not offer business edu-
cation or management training at anything like the scale of many
comparable countries. The problem is particularly acute in middle
management tiers, where there are few qualifications that command
the respect of employers.

Second, the UK lags behind European leaders on the uptake
of digital technology, from basic websites to internet trading and
cloud computing.®® Whereas frontier firms are innovation makers,
the vast majority of firms are ‘innovation takers’. It is the adoption
of innovations by ordinary firms - capital equipment, software and
production techniques created by frontier firms - that raises produc-
tivity in most of the economy, and the pace of innovation diffusion
which therefore determines the overall productivity rate. In turn the
UK’s problems come from the stalling of diffusion, not the stifling
of innovation.%* The CBI estimates that adopting existing good prac-
tice more widely across the economy could be worth £100 billion to
UK GVA.%

Third, businesses fail to make use of the skills that people already
have. It is often remarked that the UK has a skills problem, but this
is generally thought to be one of insufficient supply of appropriately
skilled workers. In fact, the deficiency lies as much in the demand for
skills.%6 Many British businesses are not organising their workforces
in a way that maximises the productivity of the workers they currently
have, and they do not seek to employ enough workers with higher
skills. A recent cross-European study estimates that one-third of adult
employees in the UK, over five million people, are over-qualified for

their job, the highest proportion in the EU.%
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The low-wage, low-productivity equilibrium

Another key cause of low productivity lies in our labour market. The
World Economic Forum ranks the UK eighth of 140 countries in terms
of labour market flexibility.®® It is now possible for an employer to take
on a worker with almost no attached responsibilities on the employer’s
part, or rights for the worker, at all. It is notable that the development
of the ‘gig economy’ and other forms of casualised work has occurred
much faster and further in the UK than in many other developed
countries.®

It is this flexibility that largely explains the simultaneous occurrence
of high employment levels and largely stagnant wages.” Most econo-
mists would expect low unemployment rates to lead to rising earnings,
as relatively scarce workers are able to bid up their pay.” But workers
in flexible labour markets have little bargaining power. This has been
made worse by the decline in the membership of trade unions. Only
one in four workers is a union member today, compared with half of
the workforce in 1979. In the 1970s more than 70 per cent of workers
were covered by collective bargaining agreements; today it is just 26
per cent.” It is little surprise that working conditions have deteriorated
so far.

The result is that too much of the economy has settled into a low-
wage, low-productivity equilibrium. Flexible working conditions cut
employers’ costs. But they also too often reduce productivity. While
wage rises will come from higher productivity, the reverse is also true:
higher wages prompt improvements in productivity. When workers
are cheap, firms have little incentive to invest in new technology or
innovate in workplace organisation: it is simpler to meet additional
demand with more labour.” In this way, low wages have become a

cause of our productivity problem as well as a result of it.
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Raising productivity in the everyday economy

If we are to raise productivity, therefore, we need to escape from the
idea that wage costs must be as low as possible. The low-wage, low-
productivity equilibrium is found particularly in sectors such as retail
and wholesale, hospitality and tourism, food and drink and social care,
where large numbers of people work. Many of them are women, and
many work in highly flexible or casualised conditions. It is in these
often-neglected sectors - what we call the ‘everyday economy’ - that
productivity policy needs to focus.™

Once upon a time, it might have been enough to focus simply on
productivity in leading sectors, since this would translate into higher
wages everywhere else. Leading firms would set wage levels in the
local labour market and, in turn, higher paid workers would boost con-
sumption, recycling the productivity gains to the wider community.
But today these transmission mechanisms no longer work. High pay
in banks in Canary Wharf does not pull up the wages of shop work-
ers in Tower Hamlets: high productivity firms require a different set
of workers, with highly specialised skills. In effect, there are multiple
labour markets in a single place, not a single labour market in any
given place.” Since the propensity to consume falls as income rises,
over time a smaller proportion of the gains are recycled in the local
economy through consumption. So focusing on the productivity of
leading firms is unlikely to raise wages for everyone else. If wages are to
be raised, it is imperative to improve the productivity of the everyday
economy.

This will require a number of different approaches, which we
explore further in part II. First, we need to focus industrial strategy
as much on the everyday economy as on the frontier sectors, which

has not been done before. This means helping improve management
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capacity, encouraging the adoption of new technologies, and improv-
ing both the demand for and supply of skills. Second, we need to
regulate the labour market better, raising the minimum wage, giving
workers more rights and strengthening their enforcement, and making
it more expensive for employers to use casualised labour. Third, we
need to strengthen the bargaining power of workers to enable them to
negotiate for higher pay. This means making it easier for unions to gain
access to workers and increasing the coverage of collective bargaining
agreements. Companies cannot pay wages that are not earned: the
ability of unions and management to negotiate productivity improve-

ments must lie at the heart of this process.

From technology laggards to managed
automation

Of all the new technologies remaking our world, it is the rapid advance
of artificial intelligence (AI) which raises the most profound ques-
tions. Al describes a broad range of computing techniques that allow
machines to infer appropriate solutions to problems on the basis
of external inputs. Traditionally, machines had to be given a fully
specified set of commands, describing exactly what actions needed to
be performed at every step. With Al, computers are increasingly able
to solve problems, and ‘learn’, independently. This is already lead-
ing to software and robots able to perform tasks that were previously
reserved for people.™

The prospect of Al and other advanced forms of automation has led
to apocalyptic predictions that a large number of jobs will soon disap-
pear, leading to mass unemployment.” Yet automation is not new: it is

a process that has occurred for over 200 years. In that time many jobs
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have disappeared, but many more have been created. The impact of
automation will be more complex than is sometimes suggested.

It is in fact rarely whole jobs that can be automated. Rather, it is
specific activities that different jobs involve. Activities that have high
potential for automation are those which involve processing or col-
lecting data, performing routine manual work or operating machinery
in a predictable environment. By contrast, those involving interfacing
with people, applying expertise to decision-making, planning, crea-
tive tasks and managing and developing people have low automation
potential.”? In an analysis of more than 2,000 work activities across
more than 800 occupations, the McKinsey Global Institute estimates
that fewer than 5 per cent of all occupations could be automated
entirely. But about 60 per cent of occupations have at least 30 per
cent of constituent activities that could be automated with currently
available technologies.” In general, lower-waged and lower-skilled
occupations have higher automation potential, but all occupations
have some activities that could be automated.®

The application of automating technologies is consequently likely
to change the character of most jobs rather than destroying them, in
the same way it has done in the past. Routine and data-processing
activities will increasingly be carried out by machines and software,
while the non-machine-replicable ‘human’ aspects of work - caring,
cognitive, decision-making, creative and managerial roles - will
become more important. As human labour and machines increasingly
complement one another, this could raise the skill level (and likely sat-
isfaction) of jobs that are partially automated. Conversely, these trends
could increase the number of low-quality jobs, particularly if labour
costs remain low; as long as many low-skilled jobs continue to be paid
very low wages, automation will remain unattractive for many firms.

Though automating technologies will offer significant performance
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benefits for many businesses, many will remain underutilised by those
which are not sufficiently capitalised or innovative to adopt them.

The number of people employed in occupations that undergo some
degree of automation may still decline, in some cases steeply. But the
impact of automation on jobs in the economy as a whole is not cer-
tain. The historical experience is that a whole series of effects occur
simultaneously.®! In some sectors, the number of jobs will undergo
drastic reduction, as the demand for the things they produce does
not keep pace with productivity improvement, as was the case with
the decline in agricultural employment in the twentieth century. In
others, technological advances will combine with rising demand to
increase employment, notably in the health and care sector. In gen-
eral, rising productivity from automation raises incomes and makes
goods cheaper, leading to higher demand for goods and services
throughout the economy - and therefore raising employment in the
sectors producing them.

At the same time, technological advances generate new products
altogether, while employment is also raised in the sectors produc-
ing the automation technologies themselves - as the huge growth of
jobs in software and information technologies over recent decades
demonstrates. Historically, the net effect of these various dynamics
has tended to be positive rather than negative, with the overall level
of demand in the economy a crucial determinant. The way in which
automation plays out over the next few decades cannot be known, but

it will not simply mean a loss of jobs.

Automation and inequality

In fact, the greater risk from automation is of rising inequality.

The effects of automation are likely to be uneven across the skills
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distribution. In the last wave of automation, the substitution of rou-
tine tasks with computers predominantly replaced middle-skill and
middle-wage jobs. By contrast, high-skilled workers were comple-
mented by computers rather than substituted, helping to increase their
productivity and driving up their wages. This led to a form of ‘wage
polarisation’, in which the highly skilled pulled away from low-skilled
workers whose wages were held down by technological change.®

Analyses to date suggest that jobs at the low-skill end of the labour
market have the greatest potential to be replaced by automation. It is
estimated that, in the UK, jobs paying less than £30,000 are five times
more susceptible to being automated than jobs paid over £100,000.3
This also means wages for high-skill jobs are likely to increase relative
to lower-skill ones. Moreover, higher-skilled individuals are better
equipped to adapt their skills to changing circumstances, and thus to
find ways to complement the capabilities of Al. Individuals lower down
the skills distribution often have skill-sets and qualifications that are
less adaptable. They will therefore find it harder to find new work.*
This means there is a risk of increasing wage inequality, and exacerbat-
ing geographic, gender and ethnic inequalities, as high-skill roles are
concentrated in London and other cities, and dominated by men and
particular ethnic groups.®

Automation is also likely to drive a falling share of national income
going to labour relative to capital. Technological change is estimated
to have caused at least half the decline in the labour share in advanced
economies in the last four decades.® This has been driven by a com-
bination of rapid progress in information and telecommunication
technologies, and a high share of occupations that could easily be
automated; and the trend is expected to accelerate.®” In the UK, IPPR
analysis suggests that the value of earnings associated with occupa-

tions that could feasibly be automated is £290 billion - a third of all
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wages and earnings from labour.®® Automation would see a proportion
of this flowing to capital instead. Unless capital ownership can come
to be more broadly distributed than now, this will heighten inequality
and bear down on the living standards of the large majority who rely on
work as their main source of income.

In this way the major challenge presented by automation will be the
need to redress the distribution of the dividends from technological
change, not the redundancy of human labour. And this is more than a
matter of equity alone: for the economy to continue to function well, it
will be vital to ensure the proceeds are recirculated to sustain demand.
Managed poorly, automation could create a ‘paradox of plenty’: soci-
ety would be far richer in aggregate, but, for many individuals and
communities, technological change could reinforce inequalities of

power and reward.?®

Managed automation

For the UK, the prospects of automation present something of a para-
dox. We are the world’s fourth leading nation for artificial intelligence
start-ups, behind only the US, China and Israel.®* We have world-
leading research in robotics and other digital technologies. And yet
we lag behind most other advanced economies in the uptake of these
technologies. The problem is not that we are being taken over by
robots; it is that we do not have enough of them. The UK currently has
71 installed robots per 10,000 manufacturing sector employees, below
the world average of 74, and far behind other European countries,
including Germany, France, Italy, Spain, Sweden and Denmark.”!
Our international competitors are accelerating their investment in
robotics, and we risk falling further behind from a weak starting

position.
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If we are to promote prosperity and justice together, we need to
boost productivity, and that means accelerating the diffusion and
adoption of automating technologies. But at the same time, we have to
ensure that the benefits are fairly shared.

We therefore propose an approach of ‘managed automation’. Four
policy directions will be required, which we discuss further in part
II. First, industrial strategy needs to promote faster diffusion of auto-
mating technologies across sectors and regions, encouraging and
supporting firms in their take-up. Second, this must be joined with
measures to protect workers (rather than currently defined jobs) by
ensuring people are re-skilled, re-trained and re-employed in the new
economy. This will require the establishment of new social partner-
ships at both firm and sector levels to manage automation, as Sweden
has done.”” Automation agreements between businesses and unions
can ensure, not just that new technologies are adopted, but that the
workforce shares in the rewards of the productivity improvements that
result. Third, where workers are displaced, we propose the creation of
a new fund to provide training and employment support. Fourth, to
ensure that the economic gains do not flow simply to a narrow group
of capital owners, but are recirculated in the economy, we propose
new measures to broaden capital ownership in the economy, and for

appropriate levels of business taxation.

From market power to open markets

Open and competitive markets drive businesses to innovate, to become
more productive and to serve their customers better. They are good for
the economy, and many British companies operate successfully in

competitive global markets. Yet over recent decades policymakers
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in the UK and globally have become complacent about the degree of
market concentration and the consequences of rising market power.
New research from the IMF shows that mark-ups - the amount
added to the price of goods and services to cover overheads and
profits - have increased by an average of 39 per cent since 1980 across
advanced countries (see figure 3.5). High mark-ups are a signal of
market power, and they are correlated with other indicators of market
power such as profits or industry concentration.” At first, both invest-
ment and innovation increase as mark-ups rise. But over time, as
markets become more concentrated, the rates of both begin to fall.

Firms have lower incentives for both capital investment and for R&D
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Figure 3.5 Mark-ups - a proxy for market power - have been rising in
advanced economies since the 1980s
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as their market position strengthens.” And falling capital investment
and innovation have a negative impact on productivity.® At the same
time, as market power increases, the share of revenues that go to their
employees’ wages falls.”” Market concentration is therefore a clear
problem for both prosperity and justice.

In the UK today, eight out of ten of the major consumer markets
are highly concentrated.”® Six energy companies share 82 per cent
of the retail energy market.” Four supermarkets have 69 per cent
of the grocery trade.'® Five banks have 85 per cent of retail bank
accounts.'”! Four mobile phone providers have 89 per cent of custom-
ers.!? Elsewhere, the ‘big four’ accountancy firms audit 96 per cent
of the top 250 UK companies,'® while the collapse of construction
company Carillion in early 2018 highlighted market concentration in
public outsourcing. A very small number of companies deliver a very
high proportion of all central and local government contracts to deliver
public services.

The emergence of a small number of dominant firms within a
sector can effectively close that sector to entrepreneurs, since new
entrants by definition cannot capture scale economies in the same
way as incumbents. This does not mean that no competition exists
at all. Independent suppliers have gained a rapidly growing share of
the energy market, and supermarkets have engaged in fierce price
wars. But it does mean less innovation and choice, well illustrated in
retail where UK high streets are amongst the most homogeneous in
the world and surveys consistently report consumer dissatisfaction.'®*
There is also widespread dissatisfaction with the major utilities, driven
by their complex pricing structures and persistently poor customer
service.!%®

Market concentration is a problem for suppliers too. Where there

are not enough competing buyers, dominant firms can use their
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purchasing power to squeeze suppliers’ prices. This has been a fre-
quent cause of complaint among agricultural and other suppliers to
the major supermarkets.'® Though this can result in cheaper prices for
consumers, it typically comes at the expense of the profit margins and
viability of supplier firms, and the pay and conditions of their workers.
Recent research in the United States has highlighted the problem of
growing concentration in labour markets'”” and the threat to wages
and job quality from ‘monopsony’ power.'”® These seem likely to be

problems in the UK too, and merit further investigation.'®

The digital economy

The most concentrated markets of all are in the digital sector. Google
has approximately 70 per cent of the global search engine market;!"°
Amazon has a market share across a number of product categories
of 80 per cent;'!! Facebook has over 2 billion active users globally.!'?
Between them, Google and Facebook now take more than 60 per cent
of global advertising revenue.'® While these companies are particu-
larly dominant, the tendency towards monopoly exists across all the
digital ‘platforms’ that connect online consumers and producers.
This is due to the significant ‘network effects’, which benefit the early
market leaders: a large network of users and their data is much more
valuable than a smaller one.'*

While dominant digital companies raise the usual problems of
oligopoly in relation to their consumers and suppliers, they also pose
more profound challenges. The data that is generated by dominant
firms gives them access to market information that is not available
to other market participants.'”® They are able to track and analyse
both prices and volumes in ways that have not been possible before.

In some cases, they can control who is able to access the market
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altogether. The digital economy has seen the emergence of firms that
participate in the market, set its rules, and monitor the activities of
other market participants. This is an unprecedented degree of power
for a small number of firms.

Data in the twenty-first century is playing a similar role to electrical
power in the late nineteenth and early twentieth century: it is driving
radical changes in business models and step-change improvements
in productivity. It is the creation of large datasets that generates value,
not individual elements of data. The concentration of data collection
is therefore giving the digital market leaders a vital advantage in the
development of new technologies which depend on it, notably in
artificial intelligence. A wave of corporate acquisitions by Google,
Apple, Facebook and Amazon has not only increased their market
dominance but positioned them at the leading edge of many new
technologies.!®

Excessively powerful firms can both invest in innovation and at the
same time erect barriers to innovation by others. This has raised fears
about over-concentration of innovation in the global economy: as data
becomes an increasingly critical source of technological advance, it is
almost certainly a constraint on innovation, and therefore growth, that
so much of it is held in so few hands."”

The market valuations of some major technology firms cannot be
justified by their present earnings.''® The gap between current earnings
and present valuation implies that the market expects such firms to be
able to achieve ‘supernormal’ profits in the future, expectations that
are encouraged by the leadership of the firms themselves. If financial
markets and management teams both anticipate the establishment of
dominant positions that enable rent extraction, it seems reasonable
that regulators should be able to pre-empt this eventuality, rather than

to wait until after the fact.
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In all these cases the argument we make is not that dominant
companies have failed to bring innovation, dynamism and growth to
the economy. The evidence shows that they have. It is that as market
power continues to rise, it reaches a tipping point where rates of both

investment and innovation begin to fall.

A new approach to competition and data

For these reasons we argue for a new emphasis on ‘open markets’:
those where new entrants can gain market share and incumbents can
be challenged; where competition drives innovation and dominant
market power is limited. We make proposals in two principal fields.

The firstis competition policy. Today, the purpose of the Competition
and Markets Authority - ‘to promote competition ... for the benefit of
consumers’!!® - emphasises outcomes of prices, quality and choice. It
is agnostic about the structure and concentration of markets unless
they can be proven to have detrimental effects on consumers. But few
of the emerging issues we have identified can be addressed through
the consumer welfare perspective.’” Where internet search and social
media, for example, operate on zero price models, such a framing
provides few useful insights into their structure or functioning. It is
questionable whether the interests of innovation or entrepreneurship,
or the interests of suppliers or the labour market, can be adequately
understood through the consumer lens. So it is time to design new
regulatory frameworks that anticipate future challenges and are able
to meet them.

We therefore need a new approach to competition policy with the
objective of creating open markets that better promote investment,
innovation and entrepreneurship. This should include a revival in

the traditional tools for confronting excessive market power: rules
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proscribing price discrimination, so that all market participants have
access to digital marketplaces on equal terms, and the prohibition of
vertical integration, so that those who control the digital market do not
also provide the goods and services sold within it. Given the emerging
evidence on the impact of market power, there appears to be a good
case for competition policy to seek to limit market concentration as an
end in itself.

At the same time, we need a new approach to data that enables
innovation to flourish. Given that data is created by us all, we believe
that it should be thought of as a ‘digital commonwealth’, a common
resource for entrepreneurs, citizens and government to draw on to
create valuable services and products. We propose new measures to

rethink the governance of data and the digital economy.

Conclusion

In each of these five ways, the UK economy needs to be reshaped if
we are to achieve prosperity and justice together. And change must
happen on a sufficient scale to achieve ‘escape velocity’ from the econ-
omy we have today to the one we need. In part II, we set out the specific

sets of reforms that are required to implement this programme.
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Partnership and Power

If we are to reshape the economy, we will need to make major changes
to the way in which it is governed and managed. In this chapter, we
describe the need to reimagine the role, function and structure of the
state. We make the case for more effective partnerships at all levels in
the economy to boost our economic performance. And we set out the
common thread which runs through all our proposals - the rebalanc-

ing of economic power across the economy and society.

Reimagining the state

One of the most powerful economic ideas of recent decades has been
that the state’s role in the economy should be as limited as possible. It
is widely agreed that governments should improve overall economic
conditions: improving the ‘supply side’ by investing in infrastructure
and skills, controlling inflation, and managing government deficits
and debt. But until very recently, the dominant thinking was that
the state should leave it to the private sector to generate growth. In
the past 40 years, active fiscal policy to maintain aggregate demand
and investment has been largely eschewed; and until recent years,
successive governments have resisted the idea of industrial policy

to guide and support business investment. ‘Free markets’ were said
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to generate the best outcomes for society as a whole, and govern-
ments’ attempts to ‘intervene’ in them would result in inefficiency
and failure.

If this view were ever tenable, we believe it is no longer. It misun-
derstands how markets work in modern economies, and the vital roles
which only states can play. All markets today operate within a myriad
of laws and regulations which constrain what firms and consumers
can do. Company law, labour market law, consumer protections, envi-
ronmental regulations, taxes, public services: all these help shape the
behaviour of firms and consumers. It is misleading to talk about gov-
ernments ‘intervening’ in markets, as if markets could somehow exist
without them. The real question is always what policies governments
should adopt, and how active or passive they should be. If we are to
deal with the problems we face, we need now a much more active and

purposeful state.

Market failure and systemic failure

In the dominant view, the rationale for government action is said
to be when there is ‘market failure’. Markets fail in well-established
ways: for example, when there are environmental ‘externalities’ such
as pollution; or in the under-supply of public goods such as scien-
tific research or transport infrastructure. It is widely accepted in
these circumstances that government should ‘correct’ these failures,
for example by adopting environmental regulations or taxes, and
investing in universities and roads. The concept of market failure gen-
erates important microeconomic policy solutions, focused on specific
market problems.!

But this is too limited an understanding of market failure, and

therefore of the role of the state. Modern economies also generate
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systemic failures, when the interaction of multiple markets has an
adverse effect at the aggregate level of the macroeconomy.? The 2008
financial crisis was a particularly dramatic example. But many other
systemic failures are also evident. It is clear today that private sector
investment and demand are insufficient to sustain employment and
output at normal interest rates. This is not simply the failure of indi-
vidual markets, but of the aggregate impact of corporate and financial
sector behaviour across the economy as a whole. The same is true
of inequality, which is a function of the way income and wealth are
distributed throughout the economy, not just in particular parts of it.
Climate change and other forms of global environmental degradation
provide another example - consequences of the core structures of
modern economies dependent on fossil fuels, plastics and intensive
agriculture.

These systemic failures require more than microeconomic policies
in individual markets. They require governments to be concerned with
the direction and outcomes of the economy as a whole. Governments
need to take responsibility for the way the economy behaves in aggre-
gate: for its overall financial stability, the aggregate level of demand
and investment, its overall levels of inequality and environmental
impact. If the state fails to do this, these systemic outcomes will effec-
tively be determined by the unintended consequences of market
forces, under no-one’s control. That is neither democratic nor just,
and it risks a badly under-performing economy. This is why we argue
that the state needs to ‘hard-wire’ economic justice into the economy
through policies on labour markets, wealth and corporate govern-
ance, among others. It is also why we argue for the introduction of a
Sustainable Economy Act to define the environmental limits within

which the economy must operate.
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The co-creation of wealth

The crucial recognition here is that a more active role for the state - if
intelligently performed - creates better outcomes for the private sector.
Business investment and innovation depend on the expectation of
demand and the management of risk and uncertainty. The state has
played a central role in the success of each of our leading sectors.
Financial services, aerospace, automotive, life sciences and the crea-
tive industries have benefited from an active state.* Whether through
regulation, financial support, tax breaks, investment in universities,
and even leading marketing efforts overseas, the state has been inti-
mately involved in their success.

When private sector demand is insufficient, active fiscal policy -
particularly public investment - needs to fill the gap. Far from
‘crowding out’ private investment (as proponents of the limited state
suggest), public investment can ‘crowd it in’, taking on risks which the
private sector may not.* This is why a more explicit and active form of
industrial strategy has been revived by governments over recent years:
it is an acknowledgement that the private sector alone may not invest
sufficiently, or may not direct investment into the most advantageous
fields or locations for the economy as a whole. We believe there are
particular opportunities from the establishment of industrial strategy
‘missions’ to meet some of the great challenges society faces, such as
environmental degradation and an ageing society.> Such public pur-
poses offer a triple benefit: a focused driver for innovation, the creation
of a stronger industrial base and a means of addressing crucial societal
issues.

The state can provide stabilisation and stimulus in the economy, not
only through the demand it generates directly and indirectly through

government expenditure (its ‘size’), but also through the predictability
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and coordination provided through its institutions (its ‘scope’). In
both cases, the state can help to give assurance against risk for the
private sector, either through the predictability of (public) demand in
the economy or through the predictability of the private investment
environment.®

Private sector profitability relies on public goods. These are things
which businesses cannot provide for themselves, such as infrastruc-
ture, education and skills, healthcare, childcare, social order and
environmental protection. Wealth is not just created by the private
sector and spent by the public sector. It is ‘co-produced’ by the
activities of the private and public sectors together. Good businesses
recognise the need to contribute through taxes, and value fair and sen-
sible regulation. Some will always object to any taxes or regulation; it is
easy to prefer others to pay. But it is in the nature of public goods that
the benefits we all enjoy require us all to contribute.

Our argument, therefore, is that we need to move from the idea of
a limited state to an ‘active state’. This does not mean ‘central plan-
ning’ or ‘state control’. Market forces will remain key determinants of
overall economic outcomes. But the state needs to become more active
in shaping and guiding the way in which the economy generates the
systemic outcomes that affect us all.

We are not complacent about the ability of the state to do this. We
need much smarter and more agile public institutions, which under-
stand the dynamism of markets and the motivations of the private
sector, and which are innovative and entrepreneurial. In general, we
favour bodies at arm’s-length or devolved from central government,
which can develop expertise and cultures in their own fields: hence our
support for a National Investment Bank, for example, and for English
regional authorities or ‘economic executives’. We are well aware that

public institutions, like markets, can fail. But there is plenty of evidence
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from around the world that they can also succeed, if given renewed
purpose. Government can and does attract talented and ambitious
people: they need to be energised by seeing their potential to co-create

public value, not merely manage and mitigate risk.

Decentralising the state

We noted in chapter 1 that the UK is the most geographically unbal-
anced economy in Europe. It is also one of the most centralised states
in the developed world, and these things are connected.” Economic
policymaking is simply too remote from many of the places where
businesses are located and where people live and work. National gov-
ernment departments in Whitehall cannot possibly understand the
assets and capabilities, nor the challenges and issues, of a country as
large and diverse as the UK. Although Scotland, Wales and Northern
Ireland have achieved a measure of devolution, only in Scotland does
this encompass significant economic powers. And it is no coincidence
that in the last decade Scotland has outperformed all regions except for
London and the South East in terms of GVA per head.®

In economic terms England is ruled almost entirely from London:
it has no regional tier of governance, as almost all other successful
developed economies do, while the new programme of devolution to
city-region mayors is as yet embryonic. The unfair distribution of infra-
structure spending described in chapter 3 is a good example of how
an unbalanced governance system generates unbalanced outcomes.’

In other countries, regional and local tiers of government, many
with strong powers and independent fiscal resources, have played an
importantrole in promoting economic development and more diversi-

fied economies.!’ The evidence strongly suggests that this is required
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in the UK too if we are to build a more geographically balanced and
resilient economy. In chapter 3 we argued for the development of
regionally dispersed industrial clusters as part of our proposal for a
new industrialisation, and for higher public investment in both inno-
vation and infrastructure. It is precisely because these key economic
activities must be distributed right across the UK that we will need to
devolve greater economic powers.

So we call for a new tier of regional economic executives in England,
able to deploy significant assets and capabilities, alongside regional
divisions of our proposed National Investment Bank. And we argue,
too, for stronger economic powers in Scotland, Wales and Northern
Ireland. Devolution is the necessary precondition for the state to be an

effective partner to the private sector in the co-creation of wealth.

The partnership economy

Just as the state needs reform to be an effective partner for the private
sector, greater partnership between different actors has the capacity
to create value at every level of the economy. Change of the magni-
tude that we propose cannot be delivered by government alone, nor
by business, trade unions or civil society acting in isolation either. It
must come from each part of the economy working in partnership with

others.

Businesses as partnerships

The most successful businesses know that their workers are not simply
a resource to be hired and fired, but key partners in the productive

process.'! It is now widely recognised that employee engagement

70



PARTNERSHIP AND POWER

in decision-making is a major contributor to improved productivity
and innovation, particularly as a more knowledge-based economy
has placed a higher premium on human capital and skill.'? For the
Commission, companies are therefore best understood as ‘communi-
ties of common interest’, in a shared endeavour of long-term value
creation and distribution. This means management and workers seek-
ing to work with one another to raise productivity and ensure that the
gains are fairly shared between profits and wages.

For the group that has the greatest long-term interest in the success
of companies is the workforce. In the modern economy, employ-
ees typically have a longer-term relationship with their companies
than either senior management or shareholders. Yet unlike in other
European countries, most UK employees are excluded from repre-
sentation on company boards and afforded almost no formal rights
to information or involvement in decision-making.’®* We therefore
propose the reform of corporate governance to include workers on
company boards, as well as reforms to directors’ duties to make the
long-term success of a business their primary objective.

We also propose new measures to strengthen trade unions. Trade
union membership in the UK is at a historic low, and significantly
lower than many comparable economies.' Trade unions are vital both
to secure better pay and conditions for workers, through greater col-
lective bargaining (both at firm and sectoral level), and as a means to
engage employees in productivity improvement. Crucially, these are
mutually reinforcing: when employees are beneficiaries of the pro-
ductivity gains, they are more likely to help deliver them. Moreover,
engaged employees can themselves be the originators of workplace
innovation - they are, after all, experts by experience. So unions can be
away to harness the energy and creativity of the workforce for improv-

ing their firms. Trade unions are also vital social institutions that help
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bring belonging to communities and purpose to work. As experience in
Germany, Sweden and elsewhere amply demonstrates, businesses are

made stronger by unions that work in partnership with them.®

Partnership between businesses

The UK has a peculiarly ‘disorganised’ economy, with lower mem-
bership of business organisations than comparable countries. For
instance, whereas 50 per cent of US businesses are members of cham-
bers of commerce, and 24 per cent of Japanese businesses, in the UK
just 3.5 per cent of firms are members.'® This is likely to be one of the
explanations for the UK’s lower productivity. Business associations
have three important functions. They represent the interests of their
members to the state, enabling sectors to make coherent requests of
government for particular policy interventions. They act as mecha-
nisms for the diffusion of innovation from one business to the other
through the exchange of good practice and by creating greater fluidity
between firms. And by building relationships, they create direct com-
mercial opportunities for business-to-business commerce, and as a
gateway for international trade. We need businesses that compete on
price, quality and customer service, but collaborate to secure wider

economic objectives, especially productivity improvement.

Partnership across the economy

The same logic applies to the economy as a whole. To reshape the
economy in the ways we have set out, significant change will be
required. It is only through partnership that such change can be
successfully managed. This is particularly true of the challenge of

automation, which risks significant social costs even as it benefits the
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economy in aggregate. The concept of ‘social partnership’ - familiar
across Europe - expresses the idea that the economy does better when
businesses, trade unions, the state and civil society work together for a
common purpose.'’ It is a means for reconciling different interests - an
arena for negotiation and compromise. The UK has some examples of
social partnership institutions, such as the Low Pay Commission, and
the Scottish Fair Work Convention. But there are no longer very many.
We propose a social partnership model in each of the institutions we
seek to create in this report, at both national and devolved levels.

The scale and scope of the changes we propose in this report will
require a great national effort. If we conceive of the economy as a
zero-sum game - where the sharp-elbowed get ahead and the rest get
left behind - we will never achieve prosperity and justice together. We
therefore argue for the creation of a national economic plan, drawn up
by a new National Economic Council. Based on the principles of part-
nership and consultation, we argue that the Council should be the key
mechanism to secure greater coordination between central govern-
ment and the devolved nations and regions, and between government
and business, trade unions and civil society. Partnership of this kind
has sometimes been scorned in this country. We believe it to be essen-

tial if we are to transform our economy on the scale required.

Rebalancing power

A deeper thread runs through our proposals. If we are to build the
economy we need, we have to rebalance the relationships of power
which currently exist between different actors in the economy.

A major part of the sense of injustice that is so widely experienced

across the UK today is the lack of control people feel they have, over
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both their own economic circumstances and those of the country as a
whole. That sense of powerlessness reflects something real. Today the
economy is characterised by concentrations and imbalances of power
that are both a cause of some of our economy’s problems and a barrier
to their solution.

By power we mean the capacity to determine or shape the economic
outcomes that affect people’s lives, and that together define the char-
acter and direction of the economy as a whole. Power can be held by
individual actors and institutions, or can emerge in the way economic
arrangements and relationships generate particular outcomes.

In the UK economy today, we believe that power has in many areas
swung too far towards some interests and institutions, and too far away
from others. If we are to achieve prosperity and justice, these imbal-
ances need to be redressed. While the precise nature of power varies
in different areas of the economyj, it is a helpful lens through which to
understand both why the economy is now performing poorly and what
kinds of changes are needed to help it perform better.

Within firms, too much power is concentrated in the hands of man-
agement, and too little is held by workers. Hierarchical governance
models hold back productivity improvement and the spread of work-
place innovation, and hold down wages and working conditions.!®
Across the economy, workers hold too little bargaining power in the
labour market, as a result of weak rights and low trade union member-
ship. This is clear from the simultaneous occurrence of stagnant wages
and high employment. If both productivity and pay are to be increased,
power will need to be rebalanced in significant ways from employers
to workers. This will require stronger labour market regulation and
strengthened trade unions.

In particular markets, too much power is held by a small number

of dominant firms. This is true for large parts of the economy, from
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consumer markets and professional services firms to the new digi-
tal economy. The excessive power of dominant firms will need to be
curbed if we are to have open and competitive markets that work in the
interests of innovation, and for entrepreneurs, suppliers and workers
as well as consumers.

In the finance sector, there is an imbalance of power between
those with a long-term interest in long-term value creation, and those
that benefit from short-term returns. As we discuss in chapter 11, the
finance sector now charges more to the rest of the economy than it did
half a century ago, despite extraordinary productivity improvements
through innovation. There must be a rebalancing so that more of the
productivity gains are passed on rather than retained. The interests of
productive investment must be better served.

In policymaking, there is a major imbalance of power between
Westminster and the devolved governments of Scotland, Wales and
Northern Ireland, and the regions of England. Power must be rebal-
anced through the devolution of economic decision-making and
investment, and economic policymaking at the national level must
become more open, participative and inclusive.

For individuals and households, there is an imbalance of economic
power between those that have the financial security and social and
economic opportunity that comes with wealth, and those that do not.
This must be redressed through new measures to give more people a
share in the nation’s wealth. In particular, the acute wealth inequality
afflicting the younger generation must be addressed through a new
approach to housing.

And across the economy as a whole, there is an imbalance of power
between market forces and society. We need an economy in which
markets serve society, not the other way around. So we need a more

active and democratic state able to represent the community as a
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whole in shaping and guiding the economy towards better outcomes
for all.

Power is not just the means to a better performing and fairer
economy. It is as much about the purpose of the economy and what
we mean by economic justice. Powerlessness is an affront to human
dignity, which is why ‘taking back control’ has become such a potent

political idea. We are citizens in the economy as well as in society.
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To achieve prosperity and justice, the economy we have must be pro-
foundly reshaped. Making that change happen will involve new ways
of making economic policy and a rebalancing of economic power.
In this chapter, we show why this is not just necessary but possible.
Fundamental economic reform has been achieved before, and with

sufficient political imagination it can happen again now.

The decade of disruption

In the past, in moments of economic and political upheaval, this coun-
try has often made a virtue of ‘muddling through’. But that is not an
option today. For in an era of profound change, doing nothing will not
maintain the status quo: to attempt to stand still will be to fall back. The
2020s are set to be a ‘decade of disruption’, in which at least five major
trends will reconfigure the economy in profound ways.!

The first is plainly Brexit. Leaving the EU represents a momentous
change to the UK’s economic governance and trading relationships,
and few parts of the economy will be unaffected. Forty years of EU
membership have left many UK businesses deeply embedded in the
complex supply chains of the single market. Changes to these, and to

the regulatory frameworks which underpin them, will inevitably lead
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to uncertainty and disruption. Whatever happens, the UK economy
will need to be as strong and resilient as possible if it is to thrive. Our
structural weaknesses made change necessary before Brexit; they will
make it all the more important afterwards.

Second, globalisation continues to shift the weight of international
production and consumption east and south.? As the urban middle
class in Asia and Africa expands, a third of all global trade in 2030 is
likely to be between emerging markets, more than double their share
today.® China and other emerging economies are moving up the value
chain, capturing a larger share of global trade in high-end goods and
services at the expense of the traditionally advanced countries.* Where
once sophisticated R&D would be carried out in the developed world
and simpler manufacturing assembly in developing countries, this
will no longer hold true. These trends emphasise the need for the
new industrialisation we call for. If we do not improve our interna-
tional competitiveness, we risk only further deterioration in our trade
position.

Third, we are living through a major demographic change. By 2030,
the UK population is projected to reach around 70 million, exceeding
that of France.® We will be more diverse, and we will be older: over a
fifth of the population - more than 15 million people - will be aged over
65. While the working-age population (aged 16-64) will increase by just
1.4 per cent, the number over 75 will increase by more than a third.® The
ratio of the working to non-working population will therefore decline.”
As society ages, pressures on health and social care, the state pension
and other old-age benefits will rise. Unless the overall level of taxation
is raised, revenues will not keep pace, leaving a growing ‘fiscal gap’.®

This demographic shift is likely to lead to continuing high levels
of demand for immigration; it will maintain pressures to raise the

pension age still further; and widen the shortfall in private pension
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provision.’ If we do not raise productivity - and ensure the fruits of
automation are shared - we will be unable to pay for the public services
on which society depends. At the same time, we need a new framework
for immigration to secure economic success.

Fourth, as we discuss in chapter 3, the new wave of technologi-
cal change we are now experiencing has significant implications for
patterns of work and the ways in which wealth is produced. We need
to manage the process of automation to ensure that its impacts on
employment are mitigated and its propensity to increase inequality
is addressed. Given the importance of data in the new economy, the
concentration of market power among the major platform companies
has serious implications for future innovation and growth.! So we
must urgently update our regulatory frameworks to keep markets
open.

Finally, as we have noted, environmental degradation is reaching
critical global and local thresholds across a number of fields, including
climate change, air and ocean pollution and global biodiversity loss.
We can no longer treat environmental protection as a luxury or policy
afterthought. Without urgent action both nationally and globally, we
risk a wave of catastrophic change.!! So we must find ways to bring
economic activity within environmental limits and to embed sustain-
ability into the way the economy works.

In an era of extraordinary change, our economy cannot stay the

same.

Fundamental reform has happened before

Any call for ‘fundamental reform’ may sound unrealistic: perhaps

desirable, but not achievable. But it has happened before. Twice in the
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last century, a major economic crisis led to a significant reappraisal of
how the economy works, and to a subsequent large-scale change in
economic policy. There are considerable parallels with the conditions
we face today.'?

The first of these ‘paradigm shifts’ occurred in the 1940s. Prior to the
Wall Street Crash of 1929, economic policy was largely built on classical
ideas of ‘laissez faire’. Markets operated efficiently without govern-
ment intervention; unemployment was the consequence of wages
being too high; and currency devaluation could restore competitive-
ness. The Crash and the Great Depression that followed it discredited
this approach. John Maynard Keynes showed that cutting wages in a
slump merely exacerbated it; that government spending was needed
to restore aggregate demand and to give investors confidence in future
growth; and that devaluation simply led to ‘beggar-thy-neighbour’
responses by other countries.

After the Second World War, Keynesian ideas formed the basis for
a new economic settlement, focused on maintaining full employment,
directing investment through nationalised industries, and building a
welfare state of collective social provision in housing, health, educa-
tion and social security. Internationally, a new system of international
coordination was established through the ‘Bretton Woods’ institu-
tions. Different countries (and different political parties) took different
approaches to this programme, but the broad contours of what became
known as the ‘postwar consensus’ were largely accepted across the
developed world, and across the political spectrum, for around 30
years.'?

The postwar settlement eventually broke down too. In the early
1970s, the US ended the Bretton Woods system of fixed exchange rates,
the oil exporting countries dramatically raised oil prices, and the sub-

sequent phenomenon of ‘stagflation’ (simultaneous unemployment
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and inflation) appeared to undermine the Keynesian economic ortho-
doxy. The UK economy of the 1970s struggled with a series of structural
weaknesses, including the sclerotic state of much of British industry
and poor industrial relations. The Thatcher Government in the UK and
the Reagan Administration in the US created a new economic settle-
ment drawing on the free market ideas of Friedrich Hayek and Milton
Friedman."

Governments withdrew from fiscal demand management, nation-
alised industries and public services were privatised, the finance
sector was deregulated and trade union rights rolled back. While
most European countries did not adopt this programme in full, ele-
ments of what became known as the ‘neoliberal’ approach were
widely influential, on both right and left, and have shaped much of
economic policy in the developed world for the last 30 years.!* With
some important variations, the main tenets of this new consensus
were accepted by successive governments until the financial crisis hit
in 2008-9.16

So major ‘paradigm shifts’ in economic thinking and policy
have happened in the past, and they have led to transformative
changes in the shape and structure of the UK economy. Of course,
no era is the same as another. But it is striking that the new economic
settlements of the 1940s and 1980s were established around ten
years after the preceding settlements broke down. Today, a decade on
from the financial crisis of 2007-8, there are good grounds for arguing
that we are at a comparable moment. It is not just that the economy
is failing in the multiple ways we have outlined. It is that the ideas
and policies that governments have been using to get us out of the
crisis have not been working. It is precisely because we have achieved
change of this magnitude before that we believe it is possible to do so

again.
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Other countries show change is possible

One of the characteristics of public debate about the economy in
recent years has been a remarkable degree of fatalism. People have
come to believe that ‘there is no alternative’. But we know this is not
so. Other countries have economies with very different characteristics
from ours, and many of them perform considerably better.

Germany has a much larger manufacturing sector than the UK; it
also has a state investment bank, mandatory workers on company
boards, and a ‘social partnership’ approach to economic manage-
ment. The Scandinavian countries have high-income economies with
far greater shares of public spending and taxation, and much lower
levels of inequality. In Sweden this comes with high levels of trade
union membership and collective bargaining; Denmark has pioneered
green economic policy; Finland combines a focus on high-tech exports
with improving the quality of work and work-life balance. France and
Japan have both moved to stronger regional government. The United
States has a large and sophisticated government machinery for sup-
porting technological innovation.

The UK is not the same as any of these countries, and we start from a
different place, both economically and politically. So we cannot simply
copy other economies. But we can learn from them; and most of all
we can recognise that there is nothing inevitable about the kind of
economy which we have today. It can be different.

We are by no means the only ones attempting to rethink how
advanced economies best function. Indeed, we have been struck
by the extent to which mainstream economic institutions are reas-
sessing previous orthodoxies and arguing for a new approach. In
different forms, and to different degrees, the OECD, the World Bank,

the World Economic Forum and even the IMF have acknowledged
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that the economic policies of the past have led to unjust outcomes and
poor economic performance, and are seeking new solutions.!” There
is not yet universal agreement on what these are, but the need for a
new economic model of inclusive and sustainable growth is widely

recognised.'®

Making the change

In the second part of this report we describe our plan. In ten separate
areas of policy, we set out our analysis of the challenges we face, and
our specific recommendations for reform. We believe our proposals
could be adopted by the present government or a future one. There is
no silver bullet: a new economic settlement will require a systematic
and integrated programme of economic reform across many areas. It
will require vision, determination and patience.

For many of us, our country feels more divided than at any time we
can remember. We are split along old dividing lines - such as gender,
class, income, geography or ethnicity - and new ones that have come
to prominence, such as the generational divide, attitudes to immigra-
tion, and whether we voted to leave or remain in the EU - or indeed, to
leave or remain within the UK. Most people recognise that these divi-
sions are not good for us: they corrode the social cohesion on which a
flourishing society is based.

Yet no matter the problems we have in the present and the chal-
lenges of the future, we have a great endowment on which to build.
We have vast ingenuity and creativity among our people and an
extraordinary cultural heritage. We have long-established and glob-
ally respected institutions, from our courts and civil service to the

BBC. The UK is home to some of the world’s leading industries and
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we are a scientific superpower, defining new frontiers of technological
possibility.

We are therefore unapologetically bold and ambitious in our pro-
posals. People and governments commonly overestimate what they
can do in two years and underestimate what they can achieve in ten.
We believe that prosperity and justice can and must be achieved hand-
in-hand - and that these principles can be the foundation for a new
consensus that brings a divided country back together. The economy
we have is a matter of choice, and changing it is a matter of democracy.

We have no doubt this can be achieved, if we have the will to do so.
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Reshaping the Economy through
Industrial Strategy

The UK economy suffers from deep and longstanding weaknesses. Our
productivity growth, rate of investment, and research and develop-
ment activity are all too low, contributing to poor export performance
and a widening gap in living standards between the South East and
the rest of the country. Over recent years, a growing understanding of
these weaknesses has sparked a revival of interest in the idea of ‘indus-
trial strategy’. The UK government renamed the business department
in 2016 as the Department for Business, Energy and Industrial Strategy
(BEIS); it has published a White Paper setting out its industrial strat-
egy plans and committed £4.7 billion in new funding.' The Scottish
government has developed an industrial strategy for Scotland; and the
Northern Ireland Executive published a draft industrial strategy before
the breakdown of the power-sharing agreement.

The change in departmental name - effectively incorporating
‘industrial strategy’ into the core goals of the machinery of government
- and the development of industrial strategies by the devolved govern-
ments marks an important moment. They signal a welcome, and long
overdue, recognition that the UK’s problems are structural, not tempo-
rary, and that a more active role for government to drive investment in
the economy is needed. But there is much more that still needs to be
done. In this chapter we argue that only by coordinating the full range

of supply-side interventions available to government, and integrating
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them with demand-side management, can the structure and direction
of the UK economy be fundamentally reshaped; and we set out some of

the ways in which this can be achieved.

The objectives of industrial strategy

In most developed countries, industrial strategy has been a familiar
and longstanding feature of economic policy.? But after the 1970s, in
the UK it was largely abandoned as an explicit approach. Since the
2007-8 financial crisis, successive governments have taken a renewed
interest. But there is still considerable argument about what it should
do and how far it should go.?

We define industrial strategy as the purpose-driven coordination
by the state of its supply-side economic policies.? The ‘supply side’
refers to the economy’s productive capacity and the market condi-
tions in which investment and production occur. Industrial strategy
therefore encompasses a number of familiar policy areas, such as
infrastructure, skills, R&D spending, land use planning, competition,
business taxation, regional economic development and export promo-
tion. All of these policy areas provide means by which the state seeks
to raise business productivity and output by improving the conditions
in which the private sector invests (many of these policy areas are
devolved to the nations of the UK). But industrial strategy implies more
than just the sum, or listing, of these policies. It must mean their overall
coordination, aimed at a clear set of objectives or purposes, and in a
particular direction.

It is clear that in the UK today, the overarching objective should
be to change the structure of the economy to address its major weak-

nesses. Industrial strategy should be aimed at strengthening and
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expanding the UK’s innovative and exporting sectors, raising pro-
ductivity across the economy as a whole and rebalancing its uneven
economic geography. It can also play a vital role in reducing the econ-
omy’s environmental impacts.

Up to now, industrial strategy has tended to focus on just the
first of these, targeted almost exclusively on sectors at the frontier of
technological innovation and global markets, such as life sciences,
the automotive sector and aerospace. There is a logic to this narrow
approach: these are the firms that undertake the majority of the coun-
try’s research and development and provide many of its exports. They
are also the easiest constituency to target, as they are relatively few in
number, and well organised to take up offers of government support.
But while nurturing innovation in such sectors is one essential objec-
tive of industrial strategy - we need a greater number of world-leading
firms - the UK’s structural problems require it to do more than this.

First, as noted in chapter 3, the diversity, as well as the quantity,
of what we produce has declined.® The UK has a revealed ‘compara-
tive advantage’ in a number of service sectors, including insurance,
finance and communications, but in few manufacturing industries,
and our export diversity has reduced significantly since 2007. One
consequence of this is that the UK’s domestic supply chains are weak,
making us more reliant on imported inputs than otherwise compara-
ble countries. So a key goal of industrial strategy should be to diversify
the number and range of the UK’s exporting sectors, as well as to sup-
port our existing strengths. To achieve this, there should be a sharp
focus on tradability as the key characteristic, which in turn will lead to a
greater emphasis on manufacturing. This is the strategy we have called
‘new industrialisation’.

As we argued in chapter 3, building regionally distinctive high-tech
clusters across the country will be key to this. The UK already has
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strong clusters in areas such as health and life sciences in Manchester,
the automotive industry in the West Midlands, advanced manu-
facturing in Sheffield, and the major Cambridge cluster focused on
software, electronics and biotechnology.” A key aim of industrial
strategy should be to drive the development and expansion of the
smaller and nascent clusters which exist around many of the UK’s
research-based universities.? As we also noted in chapter 3, the UK’s
productivity problem is not primarily among its leading companies
and sectors. Among the top 5 per cent of firms (measured by GVA
per worker), productivity has been rising since 2011.° It is the quan-
tity, diversity and scale of these firms, rather than their productivity,
which is the problem for the UK economy. We do not have a sufficient
number or variety of them, and they need to be supported to scale up
and better access world markets.

Second, the UK’s productivity problem can only be addressed
by improving the way that the majority of firms operate. It is among
firms in what we characterise as the ‘everyday economy’ that pro-
ductivity is lower than most of our European neighbours and where
productivity growth has stalled. These are the firms that produce the
unexceptional goods and services that make up a large proportion
of the routine transactions of economic life. Lifting productivity in
these sectors (such as retail and wholesale, hospitality and tourism,
social care, food and drink and light manufacturing) will require the
faster diffusion of new technologies, including automation: letting
machines and software take on an ever-greater share of tasks, allow-
ing the redeployment of workers to progressively more productive
activities.

Third, focusing on innovation without acknowledging the spatial
distribution of activity risks perpetuating the UK’s considerable geo-

graphical imbalances. As we note in chapter 15, earnings and living
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standards vary substantively by region and nation of the UK. To
reduce these imbalances, industrial strategy must have a strong spatial

dimension.

Integrating demand and supply

If the objective is to change the structure of the economy, focusing on
supply-side policies alone will not be sufficient. Supply-side interven-
tions must be integrated with demand. There are three ways this needs
to be done.

First, fiscal policy needs to work with, not against, industrial strat-
egy. It makes little sense to enact supply-side policies to encourage
businesses to invest while at the same time taking demand out of the
economy through contractionary fiscal policy. Business investment is
driven by demand - without it, no amount of supply-side policy will
work. So, as we argue in chapter 10, the government should now signif-
icantly increase the level of public investment over and above current
plans in order to drive up private sector investment. We propose that
around £7.5 billion of this increase should be directed into industrial
strategy itself by 2022. In doing so, the government can improve the
economy’s demand and supply side simultaneously.

Second, public procurement should work in support of industrial
strategy. Procurement by public sector organisations represents a
significant source of demand: in 2015 it totalled £268 billion, or 14 per
cent of GDP. For many years the orthodoxy in UK public procure-
ment policy was that it did not matter where goods and services were
produced: they should be purchased simply at lowest cost. Value
for money (as opposed to cost minimisation) is a key objective of
government in making procurement choices, and UK-based busi-

nesses should not simply be favoured over international competitors.
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However, a key role for industrial strategy should be to help domestic
businesses put themselves in the best possible position to supply
the goods and services required to meet the demand created by
public spending and policy. There is every reason that the criteria
by which suppliers are judged should include the potential social
impacts, such as increased domestic employment, that would result
from awarding the contract to a firm that would deliver it in the UK.
Strengthening the Social Value Act is one means to do this and is dis-
cussed in chapter 8.

Third, government has a vital role to play in driving the direction
as well as the rate of investment. Some of the world’s most success-
ful government innovation strategies have been ‘mission-oriented’,
focused on solving major societal and technological challenges.!
Governments can not only increase investment and stimulate GDP
growth; they can do so in fields which will generate specific forms of
public value.

The government has already accepted this approach, announcing
four ‘grand challenges’ which it wishes to use to drive its innovation
strategy.'? These aim to put the UK at the forefront of the artificial
intelligence and data revolution; harness the power of innovation to
meet the needs of an ageing society; maximise the advantages for UK
industry from the global shift to clean growth; and to become a world
leader in shaping the future of mobility. We strongly support this
approach; the task now is to turn these broad goals into more specific
and targeted innovation strategies.

This is partly about providing greater support for R&D and its com-
mercialisation. But it is also about creating demand for innovation
through wider public policy. It is the demand of the NHS for new
health solutions that helps drive advances in healthcare technologies;

it is environmental targets that incentivise innovations in renewable
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energy and low-carbon transport. So, through industrial strategy
‘missions’, the government has a vital opportunity to integrate inno-
vation into its wider policy agenda, achieving public value objectives
while simultaneously strengthening the economy. We give some
more detail on how this can be done by ‘green industrial strategy’ in

chapter 14.

Scaling up industrial strategy

The government has made an important start in developing a
more active industrial strategy. But we believe that this now needs
to be scaled up. Our proposal is therefore for an expanded and
mission-oriented industrial strategy, focused on achieving inves-
tment-led growth, with the aims of diversifying our industrial base,
driving up exports, raising productivity and addressing regional
imbalances.

Since the objective of industrial strategy is to reshape the economy -
with the deployment of significant public investment - it is essential
that it is developed in an open and transparent way. Clear rules are
required to ensure that government institutions are not captured by
vested interests. In chapter 4, we describe the need for a partnership
approach to economic policymaking. This means that industrial strat-
egy must be developed collaboratively, involving both business and
trade unions in sector councils, and at subnational level the devolved
nations and English regions and combined local authorities. To estab-
lish a lasting structure for the organisation of industrial strategy, we
propose that it is governed by a new Industrial Strategy Act. This would,
among other things, set out clear goals and criteria for state support for
industry, and create an independent Industrial Strategy Committee to

provide oversight and guidance.
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A National Investment Bank

The UK economy needs greater investment in key fields, especially
infrastructure, innovation and business development, and it needs
the money to be spread across the country, rather than concentrated
in the South East. But it is clear that this is not going to happen on its
own. As we discuss in chapter 11, the financial sector is not investing
sufficiently, particularly in areas that need long-term, ‘patient’ capital:
partly due to a lack of demand, partly due to its orientation towards
short-term returns, and partly because infrastructure and innovation
projects often come with an unacceptable level of investment risk.

Co-investment - the private and public sector investing in projects
together - is a familiar approach in infrastructure. Both the European
Investment Bank (EIB) and the UK’s own Green Investment Bank
(GIB) have pioneered co-investment, using specialist subject expertise
and risk-sharing to leverage additional private capital where it would
otherwise not have invested.'® The British Business Bank and Innovate
UK similarly use public funds to leverage private capital for small and
medium-sized enterprises (SMEs). With the UK about to leave the EIB,
and the GIB having been sold, there is a strong case now for establish-
ing a public investment bank, on the model of the highly successful
KfW in Germany and comparable models in other countries.'*

Public investment banks have three key advantages. With restricted
investment mandates, they can develop the specialist expertise in their
chosen fields, which most private investors do not possess.’* They
can therefore discover, help to develop and conduct due diligence on
projects which the private sector would not, and in turn can ‘crowd in’
private finance which would not otherwise flow. Second, the backing
of government gives a public investment bank in normal circum-

stances a strong credit rating, allowing it to borrow more cheaply - and
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in turn lend on at lower cost - than other investors. Third, a public
investment bank can cover some of the project risks which private
investors are reluctant to cover, particularly policy risk. Where projects
are dependent on stable government policy, notably in infrastructure,
it is highly attractive to private investors to know that the government
effectively has some financial ‘skin in the game’ which will make policy
change less likely.'®

Operating in these ways, the KfW has played a major role in
Germany’s economic development since the Second World War, and
the EIB has played a comparable role across the EU as a whole since its
foundation in 1958.!” The UK’s own GIB was a notable success before
its sale, lending £3.4 billion over four years into over 100 renewable
energy and related projects, collectively worth £12 billion.'® In the last
three years, the GIB reported a forecast project-level rate of return of
around 10 per cent over the lifetime of its investments.

We therefore propose that the government establishes a National
Investment Bank (NIB). This new institution should be given a man-
date to invest in infrastructure, innovation and business growth, and
over time should become the main mechanism through which gov-
ernment spends on industrial strategy. It should have the objective of
‘crowding in’ private investment into projects that help to diversify our
innovation-based and export sectors, that enhance productivity and
competitiveness in the economy as a whole, and that rebalance the
economy geographically. It should prioritise investment in companies
and sectors that are focused on exports, particularly those located in
the industrial clusters that we propose.

The Scottish government has already decided to establish a sepa-
rate Scottish National Investment Bank, which it plans to capitalise
with £2 billion over the next ten years, and there is a Development

Bank of Wales.' To address regional imbalances in the availability and
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allocation of finance, we believe the NIB should have specific divisions
in Northern Ireland and the regions of England, with specialised man-
dates to invest in these economies, and accountability to the devolved
government and to the regional executives we propose in chapter 15.
There is good evidence of the value of regional and local investment
banks;* our view is that regional divisions backed by a national bal-
ance sheet able to pool risk will (at least initially) be the most effective
approach.

The NIB should be capitalised by both direct funding from gov-
ernment and borrowing from the capital markets. In terms of scale,
most state investment banks around the world are capitalised at a
size equivalent to between 0.9 per cent and 1.6 per cent of GDP.2! We
would propose, therefore, that the NIB should initially be capitalised
at around £20 billion (equivalent to around 1 per cent of GDP) in 2017
terms. With a leverage ratio (based on international experience) of
between 2.5 and ten times its capital, this would mean total NIB lend-
ing of between £50 billion and £200 billion.

Alongside its core lending activities, the National Investment Bank
should have a range of other funding instruments.

First, we propose that the NIB should be able to provide equity
Jfinancing, particularly for innovation. Over the last 30 years, a number
of public investment banks across the world - including in Finland,
Israel and Brazil - have turned towards a ‘venture capital’ model, in
which they finance firms through equity as well as debt. This allows
them to share in the success of the companies they support, and has
yielded significant financial returns.?? Adopting this approach in the
UK would enable the taxpayer to share in the rewards as well as the
risks of innovation.

Second, the NIB may need to offer incentives to encourage start-ups

to take up an offer of equity finance rather than a loan, as it effectively
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means selling a stake in their business.?® It could do this by tackling one
of the biggest barriers that business-to-business start-ups face in get-
ting off the ground: the lack of a track record, which makes it risky for
early customers to work with them as a supplier.>* We therefore recom-
mend that the NIB offer innovative start-ups a ‘first customer’ guarantee
which can de-risk for other businesses the decision to become one of their
early customers.

Third, prompt payment is essential for SMEs, as many firms struggle
to survive the cashflow problems that late payments create. Yet despite
concerted government action, 12 per cent of SMEs still have to wait
90 days or more to get paid under their customer’s payment terms.*
Commercial factoring is costly for firms: it typically ranges from 0.5-5
per cent of the invoice value for each 30-day period it is required (a
rate of 3 per cent is equivalent to 38 per cent APR).% We therefore
recommend the NIB creates a National Factoring Agency to help SMEs
improve their cashflow at low cost. By doing this at a national level, and
thereby pooling the risk, it should be possible to lower the price sub-
stantially. Moreover, it would enable late-paying firms to be identified

and remedies sought.

From indirect to direct support for innovation

In financial terms, present innovation policy is dominated by fiscal
incentives through the tax system. Direct financial support through
government grants or loans comes largely through the budget for
Innovate UK, the specialist agency (under the UK Research and
Innovation umbrella) responsible for delivering the government’s
innovation strategy. In total, Innovate UK’s annual budget comes to

around £0.5 billion per year.?” Yet this compares to an expected outlay
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in 2017-18 of more than £3.9 billion in reliefs on corporation tax,
through R&D tax credits and the ‘patent box’ system.

The evidence suggests that neither of these indirect support mecha-
nisms through the tax system are effective at expanding and diversifying
the UK'’s base of innovative businesses. Both policies predominantly
channel funds to large, established companies - which are the least
likely to develop new areas of innovation® - rather than new and
smaller firms. In 2014-15, more than 800 firms made use of the patent
box system, but 95 per cent of all relief claimed went to the 305 largest
companies.®’ At the same time, a review by Her Majesty’s Revenue and
Customs (HMRC) of R&D tax credits found that, in 2012-13, 80 per
cent of all spending eligible for relief came from large firms, rather than
SMEs, with a particular concentration in the pharmaceuticals sector.®

The R&D tax credit system has a particular problem of deadweight -
subsidising investments that would have occurred anyway. Using the
econometric methods applied by a recent review by the Irish Department
of Finance of their own R&D relief scheme,** research conducted for
the Commission estimated deadweight loss in the UK R&D tax credit
system. The findings suggest that between 71 and 74 per cent of R&D tax
credits are deadweight, at an annual cost of £1.8-1.9 billion.*

The patent box is a tax relief enabling companies to apply a lower
rate of corporation tax to profits earned from patented inventions.
Widely adopted across Europe, patent box schemes are generally
regarded as a poorly targeted way to stimulate innovation.* Patent
royalties are a form of passive income which can easily be moved
from one country to another. So, in practice, patent box schemes have
been introduced largely as a form of tax competition - or as a defence
against it where they have been introduced in neighbouring countries.
There are currently 14 EU countries with patent box schemes, effec-

tively eliminating their value to any country.
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In contrast, the government'’s targeted direct expenditure on inno-
vation through Innovate UK appears to represent far better value
for money. Through its various challenge funds, competitive grant
programmes and support for ‘Catapults’ and other research and inno-
vation centres, Innovate UK has been developing a strong array of
innovation strategies that can improve the number and scale of export-
ing companies.? We therefore propose that government shift the bulk
of its spending from indirect to targeted direct interventions to support
innovation in exporting companies and sectors. This should involve the
phasing down and eventual abolition of R&D tax credits other than for
SME firms younger than seven years old, and the phasing down and
abolition of the patent box. The money released should be channelled
into funding for innovation through Innovate UK and the National
Investment Bank. The phasing down of the schemes should be gradual,
with the pace of change responsive to trends in the economy, in order
to give firms time to adjust in a way that does not jeopardise jobs and
output. The winding down of the patent box scheme would ideally
be done in collaboration with other European countries which have

adopted similar schemes.

Raising productivity across the economy

Raising productivity across the UK economy as a whole will require a
sustained focus on the principal causes of low productivity at the level
of the firm. These include poor management levels and practices;
the slow adoption of new technologies, including digital technolo-
gies; and the poor design of jobs and use of workforce skills.*® Many
SMEs are not aware that they are less productive than they could

be, and do not take up traditional sources of business advice and
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support.®” We thus believe that industrial strategy needs to take a new
approach.

We therefore propose the establishment of a new social partner-
ship body, Productivity UK, to focus on raising productivity in the
everyday economy. This would be governed by a council including
representatives of government, businesses, trade unions, public
sector enterprises, the further education sector and academic busi-
ness schools. Its remit would be to drive higher firm-level productivity
across the economy, by providing advisory and support services, and
where appropriate direct grants and loans to businesses to enable
them to invest in technological, organisational and marketing inno-
vation, improved job design and both management and workforce
training.

Such services would need to be delivered both geographically and
sectorally. So in practice we would see Productivity UK operating
as separate devolved institutions in Scotland, Wales and Northern
Ireland; and in England working through combined authorities (see
chapter 15). In key sectors Productivity UK would work with accred-
ited sectoral bodies, which we discuss below. Given the centrality of
skills to this agenda, it could incorporate current programmes aimed
at coordinating skills development and vocational training, including
the Institute for Apprenticeships. We envisage initially Productivity UK
having an annual budget of around £100 million.

Some of the work the new body would undertake has been pio-
neered by a new business-led organisation, Be the Business.* Through
a variety of outreach methods it is helping increase business aware-
ness of the potential for productivity improvement; has created a
digital platform that firms can use to measure and benchmark their
productivity against other firms in their sectors; and is piloting new

methods of getting businesses to adopt new management practices,
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technologies and skills. Though still on a small scale, its early results
are encouraging. We would therefore envisage Be the Business becom-
ing a core private sector partner of Productivity UK, and a key source of

innovation and good practice in the field.

Managed automation

The adoption of existing technologies is vital to lifting the productivity
of the everyday economy. Yet, as we discuss in chapter 3, despite the
rhetoric about ‘the rise of the robots’, the reality is that the UK is adopt-
ing automating technologies at a relatively slow pace, lagging behind
most advanced European economies.*® The UK has just 71 robot units
for every 10,000 manufacturing sector employees, compared with 303
in Japan, 309 in Germany and 631 in South Korea.*

Three-quarters of potential productivity improvements related to
automation come from the broader adoption of best practices and
technologies, as companies catch up with sector leaders. Only a quar-
ter is from technological, operational and business innovations that go
beyond best practices and push the frontier of the world’s GDP poten-
tial.* This means that speeding up the adoption of technologies could
prove transformative. If productivity growth of firms in the second,
third and fourth quartiles could be boosted to match the productivity
growth of the quartile above, it would deliver a boost to aggregate UK
productivity of around 13 per cent, taking the UK to within 90-95 per
cent of German and French levels.*

We therefore propose that Productivity UK should have a core objec-
tive of accelerating ‘managed automation’ and the diffusion of digital
technologies across the economy. Its goal would be to help SMEs in
particular to understand the productivity-raising potential of new

technologies and to accelerate their introduction, through information
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and advisory services, and grants and loans for investment. This would
be done alongside its wider management education and consultancy
services, and support for skills training. It would be done in close
cooperation with trade unions, alongside the processes of collective
bargaining we discuss in chapter 7.

This is important, because accelerating automation will speed up
the rate at which demand for skills changes. Some tasks will require
far less human input, while new tasks and jobs will be created. It
is therefore essential that the workforce is able to adapt to these
changing demands for labour - and this is not something the market
will deliver on its own. The process of managed automation should
therefore include a commitment to support those workers displaced
by digital technologies. We therefore propose that the government
introduce a ‘Technology Displacement Fund’ to support workers dis-
placed by technology to be retrained and supported back into the labour
market. Under the aegis of Productivity UK, such a fund would pro-
vide businesses, trade unions, sector councils and devolved and local
governments with resources to identify jobs at risk and skills training

packages for affected workers.

Creating a skilled workforce

The skills systems across the UK have not responded well to the
changing nature of the economy, a policy failure that has helped to
create sectoral imbalances, structural unemployment, and large geo-
graphical variations in the quality and quantity of jobs available.®
The problem is one of both demand and supply. On the demand side,
employers do not invest enough in training, and many do not use the
skills of their workforces effectively. Fully one-third of adult employees

in the UK are estimated to be over-qualified for their job, the highest
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proportion in the EU.* On the supply side, skills training, particularly
in England, is often of low quality and does not provide the workforce
or business with the specialist skills most needed.*

In order to help raise skills levels, particularly among young people,
the UK government has introduced an apprenticeship levy, a charge
on large employers (those with a wage bill of over £3 million), which
goes into a fund from which they can draw to pay for apprentice-
ships in England, with funding used by the devolved governments in
Northern Ireland, Scotland and Wales to fund existing skills provision.
But the early indications are that it has not worked well. Companies
complain that it is overly bureaucratic and inflexible. In England, it
appears to have resulted in the inverse of its objective, with more than
a 70 per cent decline in apprenticeship starts in the first quarter after
the levy’s introduction.*® So far only £108 million of the £1.39 billion
paid into the fund has been drawn down by businesses.*

We believe that focusing skills funding on apprenticeships alone
will not be sufficient to bring about the step-change in skills invest-
ment the workforce needs. Apprenticeships are important, but firms
need to be able to deploy funds for a broader range of approaches to
develop the skills of their workforces. We therefore propose that the
current apprenticeship levy is abolished, and replaced by a ‘productivity
and skills levy’. This would be redeemable by participating companies
for a wider range of initiatives aimed at raising productivity through
skills training and workplace organisation, including, but not limited
to, apprenticeships. If levied at 1 per cent for employers with 250
employees or more, it would raise £5 billion. As now, funding should
continue to be devolved to Scotland, Wales and Northern Ireland. In
England, a quarter of levy funds should go towards devolved regional
skills funds for combined authorities to invest in high-quality training,

in association with sector councils.
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Such councils can help to drive up standards and spread best
practice, and in so doing, increase demand for skills. Currently, a
network of 21 sector skills councils cover 550,000 employers, 90 per
cent of employees and a range of sectors, from retail and care to
land management and nuclear power.* But their funding is limited,
and many lack the capacity to fulfil their role effectively, with lim-
ited participation from SMEs.* They are also employer-led, limiting
their ability to engage with workforces. With more resources with
which to engage with businesses, and an expanded mandate, we
believe these organisations could assume a central role in driving
up skills levels and productivity across the country. We therefore
recommend that a portion of the current apprenticeship levy under-
spend goes to expanding and resourcing enhanced sector councils.
Councils receiving government funds should be required to adopt a
partnership model, involving trade unions in their governance and
policymaking.

At the same time, there is an important opportunity to give workers
a better means of increasing take-up of skills training by giving them
more autonomy. We therefore recommend the introduction of Personal
Training Credits, to provide low-paid workers and unemployed adults

with up to £700 a year to invest in their own skills.

A ‘good jobs standard’

There is now a lot of evidence that changing the way in which jobs
are configured can help improve productivity, earnings and job sat-
isfaction.®® A number of countries have initiatives specifically aiming
to help employers improve the quality of jobs through better job
design and workplace innovation. These include Scotland, which has

pioneered such work through its Fair Work Convention, a voluntary
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partnership between government, business and unions.>' We see great
potential in the wider diffusion of this idea.

We therefore propose that the UK government establishes a ‘good jobs
standard’ for England (with the potential for devolved equivalents in
Wales and Northern Ireland), aimed at encouraging better job design.
This would be a set of guidelines for employers - and for employees
and trade unions - on the design of high-quality jobs. As in Scotland,
this could be an entirely voluntary initiative. But there is also potential
to use public procurement policy to encourage take-up by employers,
making accreditation under a good jobs standard a requirement for

firms delivering certain public contracts.

Rethinking the immigration system

In the Commission’s view, the UK’s immigration system should be
designed to promote human dignity, prosperity and justice, rather
than using reductions in net migration as the definition of success.
We therefore propose the adoption of a new immigration framework
aimed at supporting the UK's economic strategy as well as the vitality
and cohesion of our communities and the dignity of migrants.

We put forward six specific proposals for reform:*

¢ Replace the net migration target with an Annual Immigration
Framework composed of separate targets for different types
of migration. This would ensure that the UK remains open to
types of immigration which help promote growth and produc-
tivity, such as that of the highly skilled workers.

« Give the devolved nations more control over their own immi-

gration rules. This would deliver a fairer system, allowing the
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level and type of immigration to be tailored to geographical
need, and potentially help to close geographical economic
imbalances. In due course, this could be extended to the
regional economic executives we have proposed for England.

e Launch a Global Talent Visa. This would enable the UK to
actively recruit top global talent in sectors critical to driving
forward innovation.

¢ Introduce a Trusted Sponsor Scheme for employers who seek
to sponsor skilled migrants. Employers who qualify because
they can demonstrate that they are responsible employers and
invest in the UK workforce should enjoy significant advantages
in the visa system.

¢ Introduce a new scheme, similar to the previous Postgraduates
for International Business scheme, to harness the opportunity
for trade promotion offered by diasporas and international
students in the UK.

¢ Redouble investment into integration in order to ensure
migrants can make a full economic contribution and use the
route to settlement as a way of incentivising integration and

contribution.

In these ways we believe industrial strategy has the potential to
reshape the economy so that it achieves greater prosperity and justice

across all parts of the country.
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Securing Good Pay, Good Jobs
and Good Lives

Work shapes our lives. It influences how individuals see themselves in
society and whether they believe the economic system to be working.
The nature of work - its hours, pay and quality - is therefore central
to a just and prosperous economy. Good work provides people with
a decent income and standard of living, creates personal dignity by
enabling people to provide for themselves and their families, and gives
people a sense of purpose and contribution to society.

On the surface, the UK labour market appears to be performing
strongly: there are almost 2.7 million more people in employment
today than ten years ago.! But headline figures mask multiple prob-
lems: too many people experience low wages and stagnant incomes,
poor conditions, insecurity, unequal access, and too little time for
commitments to family and community. In this chapter we examine
the nature and causes of these problems and propose a series of meas-

ures through which they can be addressed.

A divided labour market

Many people have stable, secure jobs offering autonomy and flex-
ibility, decent pay and fulfilling work. People at the top continue to do
well. The UK has some of the highest skilled people in the world doing
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some of the most interesting and stimulating work. In leading sectors
such as life sciences, financial services, the creative industries and
advanced manufacturing, and in thriving professions such as medi-
cine, law, accountancy and public service, the UK economy generates
good jobs on good pay.

But for too many others, the labour market is not working well. Real
median employee earnings are still 2-3 per cent below their 2007-8
level,? and are only forecast to recover to their pre-crisis peak in the
middle of the next decade.? The decline in UK real wages between 2007
and 2016 was the largest of all developed countries apart from Greece,
Mexico and Portugal.? The introduction of higher minimum wages has
had a welcome impact on the lowest paid workers, but growing insecu-
rity and use of non-standard contracts mean earnings can still be low
even when people are paid above the minimum wage.

Almost a fifth of all employees are on low pay, defined as below two-
thirds of the median hourly rate.’ Of these, the majority (61 per cent)
are women. In the East Midlands, West Midlands and Yorkshire and
Humber, 27 per cent of employees are paid below the voluntary living
wage, compared to 19 per cent in the South East and 20 per cent in
London and Scotland.® Low wages mean that work is no longer a reli-
able route out of poverty: two-thirds of people living in poverty are in
a household where someone is in work,” and between 2004 and 2014,
just one in four poorly paid people moved out of low pay.?

In early 2018, the UK unemployment rate stood at 4.2 per cent,
a 42-year low.® But this headline figure conceals large underlying
discrepancies. In some former industrial areas, the level of ‘real unem-
ployment’ is estimated to be as high as 10 per cent, when people
who are inactive, but would like to work, are taken into account. This
compares to rates of 2-3 per cent in much of southern and eastern

England.!® Around 8 per cent of British workers are ‘underemployed’,
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that is, wanting to work more hours than their employer is willing to
offer them."

Insecurity in the labour market has risen dramatically over the
last decade: 3.2 million people are now estimated to be in insecure
work such as temporary work, low-paid self-employment or working
on a zero-hours contract.'> The use of such contracts has grown pre-
cipitously in recent years, such that now more than 900,000 people
are employed this way - up from just 168,000 in 2010." It is indicative
of a labour market that has shifted risk from employers to individuals.
Other forms are various kinds of non-standard contracts, ‘gig’ work,
‘bogus self-employment’ and agency work. Greater flexibility has ena-
bled employers to create more jobs, but has reversed income gains and
protections secured over much of the previous century. As we discuss
in chapter 3, this has almost certainly contributed to the UK’s stalled
productivity growth too.

Looking at how work fits into our lives, a modern-day ‘crisis of time’
also emerges across the labour market, from top to bottom. Work
may provide an income with which to enjoy life and care for family,
but long working hours undermine those goals. Our economic and
welfare systems are increasingly designed to encourage all adults
in a family to work, but this is coinciding with an ageing popula-
tion in need of more care. Since 2010 there has been a 27 per cent
reduction in the number of people receiving state-funded social
care, placing more of the burden on family members.' In the UK,
unpaid work, primarily carried out by women, was calculated in 2014
to have a total value of £1.01 trillion, equivalent to approximately
56 per cent of GDP." Those on lower incomes are also more likely to
do unpaid work,'® and this falls unevenly; Pakistani and Bangladeshi
women are more likely to be burdened with it than women of other

ethnicities.!”
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Since the end of 2014, more people have wanted to reduce their
paid hours than increase them: one in ten in employment would like
to work fewer hours.'® Often this additional work is unpaid: in 2016, the
average employee did 7.7 hours of unpaid overtime a week, with the
public sector relying on it more than the private sector. This amounts
to an estimated £33.6 billion worth of productive but unpaid labour.
But it does not translate into better economic outcomes: in the UK, we
work longer hours, less productively, and for lower real wage growth
than most other advanced economies.?

In 2018, whether you can access the best jobs depends to a large
extent on where you live, your gender, class, age, ethnicity and whether
you have a disability. Job opportunities and the chance to progress
through a career are most available in big cities, particularly in London
and the South East. Personal contacts and whether you can afford
to undertake an unpaid internship still act as gatekeepers to many
professions.?! Women still face an employment gap and pay gap, earn-
ing on average 18.4 per cent less per hour than men; part-time jobs
which tend to pay less per hour are overwhelmingly held by women.?
Bangladeshi and Pakistani women are both much less likely to work
than white women, and more likely to be unemployed than men
from the same ethnic groups.? Disability also creates difference in
employment outcomes. Fewer than half of working-age people with a
disability are in employment, compared to four-fifths for people with-
out disabilities.*

In all these ways the UK has come to have a highly divided labour
market. While many do well, there is too large a group of people at its
sharp end who lack security, voice, time, predictability, progression
or good pay. We believe the UK labour market has lost its way -
delivering high employment rates, but for too many people not enough

of the things that provide a good life.
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The change in bargaining power

The structure of the UK labour market has changed dramatically over
the past 40 years. This period has witnessed the decline of mass pro-
duction, the shift to a service economy, and patterns of globalisation
that have increased the movement of people, capital and production.
These trends have led to huge changes in the types of work available.
They have in particular hollowed out many middle-skilled jobs, espe-
cially in regions that had previously had strong manufacturing and
mining industries.?

At the heart of the UK’s stagnating wages is our poor record on pro-
ductivity. Productivity is key to delivering higher earnings, as higher
output enables employers to pay workers more. Yet productivity is not
the only factor which determines pay and working conditions. These
also depend on the bargaining power of workers: the ability of employ-
ees to secure a fair share of their companies’ success.?® And this has
been in decline.

As the UK’s labour market has become more flexible, it has become
harder for many workers, particularly in lower-skilled jobs, to seek
higher rates of pay and better working conditions. Too many lack the
security of employment and voice in the workplace which would give
them the ability to bargain with their employers. In normal circum-
stances, one would expect that the UK’s high employment rates over
recent years would have led to higher average earnings, as scarce
workers were able to bid up their pay. But the prevalence of less secure
work has further weakened the relative bargaining power of workers,
and increased the power of employers to use available and cheap
workers rather than to seek productivity improvements.

This has been exacerbated by the decline of trade unions in the UK

economy. There is extensive evidence that the presence of trade unions
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in workplaces helps improve not just pay, but a variety of aspects of job
quality, from training and working time to job security.? It is therefore
likely that the decline of union membership and collective bargaining
in the UK over recent decades has contributed to the worsening condi-
tions experienced by many workers.

In 1979 around half of all employees were trade union members;
today it is fewer than one in four.?? The union movement is now highly
concentrated in the public sector. Entire industries have virtually no
union presence; just 2.9 per cent of workers in accommodation and
food service activities, for example, are union members. It is notable
that workers who could most benefit from union membership - those
poorly qualified and paid people who have least power in the labour
market - are least likely to join.?® At the same time, the decline of union
membership and the fragmentation of many industries have led to
a major fall in the number of workplaces where unions bargain col-
lectively on behalf of their members. In the 1970s, the proportion of
workers covered by collective bargaining agreements was more than
70 per cent. Todayj, it is just 26 per cent. The decline in the UK has been
the largest in the OECD.*

The weaker bargaining power of workers has contributed not just
to slower wage growth. It has led to a longer-term decline in the share
of national income which goes to wages and earnings, and the rising
share which is returned to capital. Different measures produce differ-
ent estimates of the ‘labour share’ of national income, but the Bank of
England has calculated that it has fallen from almost 70 per cent in the
mid-1970s to around 55 per cent today (see Figure 1.3).3

The weaker bargaining power of workers has also contributed to
higher inequality. This is true within the workforce: while those with
higher levels of skills can secure high pay, many workers with lower

bargaining power in a fragmented labour market end up stuck in
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low-pay and poor-quality work. It is also true between workers and
those whose incomes are primarily derived from capital. Figure 7.1
gives a striking illustration of this. Over a hundred years the rise and fall
of union membership has been mirrored by a parallel fall and rise in
the share of income going to the top 1 per cent of the income distribu-
tion. Around 40 per cent of the increase in the average income share of
the top 10 per cent in advanced economies is estimated to be related to
declining union membership.*

There are many, interrelated reasons for the decline in union
membership. The structure of workplaces has changed: traditionally
highly unionised private sectors such as manufacturing and mining

have declined, and a greater proportion of the workforce now work in
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Figure 7.1 The decline of trade union membership over the last century
mirrors the rising income share of the top 1 per cent
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(%, right-hand side) going to the top 1 per cent, 1918-2014

Source: World Inequality Database (2018)* and BEIS (2017)*
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service sectors which have typically had lower union representation
and are more difficult to organise. The decline has also been a conse-
quence of the policy decisions of successive governments. Whereas in
many European countries unions are seen as vital social institutions,
in the UK unions have often been viewed as an obstacle to economic
success rather than a partner in achieving it. Various policies have
therefore aimed to diminish the role of the labour movement in the
economy.

At the same time, globalisation, technological change and capital
mobility continue to shape the world of work and the relative bargain-
ing power of workers within it.3* The development of the ‘gig’ economy
has been enabled by new digital platforms which enable workers to be
hired on an extremely flexible basis.*® Growing attention in both the US
and UK has also focused on ‘monopsony’ in the labour market: when
there are a small number of employers in a particular area, they have
huge power to select staff and set wages, leaving employees less able
to bargain.*” In the UK, there is evidence that low-paid employees are
indeed concentrated in a smaller number of firms than higher-paid
workers: twenty firms employ one in six of all low-paid employees, but
less than one in ten high-paid employees.*

As these various trends continue to shape the labour market, the
Commission’s view is that we need a new policy framework. The
framework we have today was largely designed for a time of high
employment and rising wages and has not kept up with the impact
of new technologies, fragmentation, growing insecurity and geo-
graphic concentration. In some cases, policy has exacerbated the
effects of these trends. Risk has been transferred to the individual at
the same time as social protections have been diminished through
changes to the welfare system. We need a new and more modern

approach.
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In chapter 6 we set out policies to boost productivity through invest-
ment and a good jobs standard, recognising the link between job quality
and productivity. In the following sections, we set out a list of proposals
aimed at rebalancing power within the labour market. We wish to give
workers more bargaining power, to enable businesses to do the right
thing by their employees and themselves, and to help create jobs that
match the economy and working lives of the twenty-first century. We
propose five principal areas for policy reform: labour market regulation;
trade unions and collective bargaining; widening work opportunities;

reorganising working time; and improving work-life balance.

Labour market regulation

Modernisation oflabour market regulation has the potential toimprove
the working lives of millions of people. We propose three areas for
improvement: raising the minimum wage; strengthening employment

rights; and improving enforcement.

Raising the minimum wage

It seems hard to deny that the UK’s lowest paid workers need a pay
rise. Higher wages are essential to lift people out of poverty and low
earnings. While income and living standards depend partly on family
structures, as well as the tax and benefit system, decent wages are the
single biggest factor for most families. In 2016 the government intro-
duced a higher minimum wage for workers aged 25 and over which
it called the ‘national living wage’. Yet despite the name, this is not in
factbased on the cost of living. And it excludes young people, who have

continued to receive the lower ‘national minimum wage’.

115



PART Il: OUR 10-PART PLAN

The Living Wage Foundation has calculated that the wage required
to cover living costs in 2018 - the ‘real living wage’ - is £10.20 in
London and £8.75 in the rest of the UK, compared to the £7.83
national living wage and £7.38 rate for under-25s.* We believe that
the minimum wage should be based on the cost of living. We there-
fore propose that the national living wage should be raised to the level
of the ‘real living wage’. These wage levels should be overseen by
the Low Pay Commission, so that they continue to rise with living
costs. We believe the living wage should apply to everyone aged 21
and over, and the apprenticeship rate should be raised proportion-
ately to it.

The usual argument against raising the minimum wage is that it will
lead to unemployment, since, without a rise in productivity, firms will
not be able to afford it. But the evidence suggests the reverse is true.
Raising the minimum wage will boost productivity, as firms adapt to
the change by reconfiguring jobs and working practices to enable them
to pay it. This is what largely happened after the introduction of the
‘national living wage’ in 2016.*° But we acknowledge that an immedi-
ate increase in the minimum wage may be hard for some businesses
to pay, which could lead them to seek savings through undesirable
reactive measures. So, to ensure that businesses are able to adjust to
the new rates, we propose that there should be a temporary reduction
in employer national insurance contributions (ENICs) for employees
and workers paid at or just above the new minimum wage.*' This
would be determined by the Treasury with guidance from the Low
Pay Commission; on their advice it could be applied universally or to
certain sectors only. It would be phased out after an adjustment period
of three years.

As the minimum wage is raised in future, there are good grounds for

believing that this will help improve the country’s productivity levels.*?
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Chapter 6 sets out how policy could support businesses to become
more productive. Increases in minimum wage rates will clearly affect
some sectors more than others; social care and childcare are likely to
be among those finding it hardest to adapt.** As sectors in which gov-
ernment is a major purchaser, we acknowledge that this will need to be
addressed through increased funding for key services.

We also believe that a new minimum wage should be applied to
uncontracted hours. As zero-hours contracts have become more prev-
alent, there has been some discussion about whether they should be
banned. Recognising that the flexibility they afford is sometimes desir-
able, we believe that an outright ban would not be appropriate. Instead,
we propose that a new minimum wage set 20 per cent higher than the
standard rate should be introduced for hours that are not specified in a
contract.** This would mean that employees were compensated for the
risk they take on where flexibility is legitimately required, while acting
as a strong incentive for employers to improve their workforce plan-
ning and change their scheduling practices to avoid the use of such
contracts. Many retail firms, for example, have been setting shifts with
very little notice, even though doing so could be more efficient.** Such
a change would level the playing field between good employers who
live up to their obligations to their employees and those who seek to

shirk those obligations.

Improving employment rights

Employment rights are currently very unclear, with both workers and
employers frequently confused about how to identify an individual’s
employment status and rights. The definition of categories has been
constructed through the courts, rather than in legislation. Many people

working in the ‘gig’ economy who are reported as self-employed are
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actually classified as workers under existing law, and are missing out
on rights to which they are legally entitled. Furthermore, incorrect
classifications of employment status tend only to be challenged if
raised by the individual concerned - often with support of their union -
in an employment tribunal; those unaware of their rights are unlikely
to do this.

Lack of clarity allows unscrupulous employers to avoid the law and
makes it harder for individuals to decide whether to challenge their
status. It is therefore important that the law is clarified and better
communicated, and that individuals are empowered to exercise their

rights. We therefore propose that:

« all workers should be entitled to a written statement of their status
and conditions from their first day at work

o people working irregular hours should have the right to a two-
week notice period of their shifts, and right to compensation if
this is not followed

e people on zero-hours contracts should have a right to a regular
contract if regular hours are being worked

o ACAS (the Advisory, Conciliation and Arbitration Service) should
provide clear guidance on the law in relation to employment cat-
egories, including the most recent cases and results

« the burden of proof in tribunals should shift from the individual
to the employer, so that workers can have greater confidence in
taking employers to court. There should be no return of employ-

ment tribunal fees.

One of the biggest features of the labour market since 2010 has
been the growth of self-employment. The self-employed receive

fewer employment rights than employees.*® We therefore believe that
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work-related benefits and support should be extended to people who
are self-employed. This should include statutory parental pay and
contributory Jobseeker’s Allowance. We propose that it should be
funded by requiring employers that rely on a large proportion of
self-employed labour to pay a block national insurance contribu-
tion, and by raising the national insurance contributions paid by the

self-employed.

Enforcing workplace laws

Current enforcement of employment regulation is weak. Many
individuals do not receive the legal minimum wage or rights
they are entitled to, such as paid leave. In 2017-18, an estimated
300,000-580,000 people aged 25 and above were paid less than the
minimum wage. If unpaid overtime is included in the estimates, that
number increases to between 1 and 2 million underpaid workers, or
between 4 per cent and 9 per cent of employees aged 25 or above. And
these figures do not include self-employed people who earn less than
the minimum wage from their business, or from working through a
digital platform.*”

In these circumstances government needs to make it easier for
people to raise their concerns without fear of repercussions from
their employer, and there should be greater proactive enforcement.
This approach has been successful in increasing the identification of
minimum wage underpayment: between 2014-15 and 2016-17, the
number of workers identified as not being paid the minimum wage
each year increased more than 13 times to over 68,000. At the same
time the launch of an online complaints service increased the number
of complaints over minimum wage underpayment and helped HMRC

to identify a record number of cases in 2017-18. %
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We therefore believe that enforcement agencies should be given the
power and resources to proactively investigate employers, not just over
minimum wage payment, but on wider employment status and rights.
The enforcement agencies should be supported by a well-advertised
one-stop helpline for employees to raise complaints. It should also
enable people to report cases where the law has been flouted, even
if they were not directly affected. Alongside making it harder for
employers to avoid the law, the penalties for doing so should be
tougher - involving both increases in fines, and greater use of ‘naming

and shaming’ of transgressing companies.

Trade unions and collective bargaining

We want employers and trade unions to work in partnership to boost
productivity and build more successful businesses where the gains are
fairly shared.* To build that kind of partnership, there needs to be an
increase in collective bargaining, especially in the private sector. While
minimum wage policies can create a pay floor and reduce the number
of people in extreme low pay, they do not have as large an effect for
those above the floor, and they risk leading to an increasing number
of people stuck on it. In 2017, 7 per cent of workers were on the wage
floor, twice as high as ten years earlier.*® Collective bargaining can
achieve wage rises beyond this minimum at both a firm and sectoral
level.

We believe that government should actively promote collective
bargaining, with the aims of raising productivity, tackling inequality
and boosting pay. We therefore propose a target of doubling collective
bargaining coverage to 50 per cent of workers by 2030, with a focus on

the lowest paid sectors. Collective bargaining should be conducted
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through the establishment of sector councils, with both employer and
worker representation, to agree minimum standards of pay and other
terms and conditions. The aim should be to ensure that pay is not
driven down, responsible employers are not undercut, and that com-
petition between firms is based on job quality and productivity, rather
than just wage costs. At the same time, firm-level collective bargaining
should be supported by lowering the barrier to achieving statutory
recognition and giving unions stronger rights of access to workplaces.
Government can also use procurement as a tool to promote collective
bargaining by amending the Social Value Act (see chapter 8).

We believe trade unions should be partners in the workplace to
boost productivity and improve pay. This means enabling unions to
recruit more effectively and to embrace innovation. We propose that
this should be achieved through a new ‘right to access’ - based on the
recent New Zealand model - that would give unions stronger rights of
physical access to workplaces, combined with a ‘digital right of access’
to reach remote workers. At the same time, to encourage new workers
to join a union, we propose a ‘right to join’5' As part of a statement of
rights for workers, this would set out the right to join a union and the
benefits of joining, and allow workers to ‘opt in’ to membership on
starting employment, with subs deducted from the payroll.

We also want to see technology innovations embraced for twenty-
first-century trade unionism. It has become clear that many people
working through digital platforms face low pay, exploitation and the
denial of their employment rights. Union membership in this group is
low, and there are inherent difficulties in organising such an atomised
workforce. The same technologies that have been used to atomise
workers could be used to collectivise them. We therefore propose a trial
of auto-enrolment into trade unions within the ‘gig’ economy, on the

model of auto-enrolment into workplace pensions. We also propose a
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WorkerTech Innovation Fund, building on the Union Modernisation
Fund, to support unions to innovate and use digital technology to
recruit and organise. This fund should be worth £10 million over five
years, and could be paid for through a surcharge on Employment
Tribunal compensation payments from employers. The ban on elec-

tronic balloting in trade unions should be ended.

Widening work opportunities

Despite progress on many fronts, today’s labour market still has
inequalities of gender, region, class, disability and ethnicity. We
believe many of the recommendations in this report would help solve
inequalities by increasing availability of and access to opportunities,
generating prosperity and improving pay across the economy, and
setting a higher floor for wages and conditions. In addition, we propose
greater transparency and reporting to close gaps in employment out-
comes and to accelerate the pace of change. In 2018, large employers
were required to publish their gender pay gaps. We now need to go
further.

We believe that pay and pay gaps should be made transpar-
ent across the economy. We therefore propose that all firms above
250 employees should be required to publish their pay scales (both
ranges and averages by role) to employees within their firms. To help
diminish pay gaps, there should be a requirement for all UK job
descriptions to include an advertised salary, since unlisted sala-
ries allow for large variations in pay upon joining a company. In
addition, it should be stated whether the salary is negotiable or
not, as women are more likely to negotiate when they know this is

possible.??
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While the reporting of gender pay gap data has become mandatory
for large firms, reporting of ethnicity pay gaps remains voluntary and
has not been widely taken up.?® We therefore propose that reporting
on this should be made mandatory. We also believe that mandatory
reporting on disability employment and pay gaps should be consid-
ered, with an assessment of how this could be done while observing
important sensitivities. All pay gap reporting should be accompanied
by mandatory action plans.

But reporting and transparency should not stop with employers.
Government decisions and policies can have hugely variable impacts
for different groups. While the Public Sector Equality Duty requires all
government departments to have ‘due regard’ to equalities, the main
enforcement mechanisms have been weakened.** We would like to
see government introduce a duty to report on the socio-economic
impact of its policies, including their impact on inequalities and social

mobility, and for this to be published.

Transforming working time

The organisation of time in the workplace affects everyone’s lives: how
we combine work with leisure, time with family and caring responsi-
bilities. But it disproportionately affects women, who are much more
likely than men to care for children and older people. The availability
of flexible work - and the pay, skill level and quality of such roles -
strongly shapes whether women participate in the labour market at the
same rate as men.>

Improving the organisation of time and work should be about ena-
bling meaningful choices about undertaking paid and unpaid work for

everybody in the economy. It requires changing societal expectations
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about who should carry out unpaid work; making sure more jobs are
flexible across the labour market (by sector, region and skill level); and
providing sufficient state support for care to enable participation in
work.

To enable men to take on a greater role in care responsibilities,
we propose that shared parental leave should be changed to include a
period of ‘use it or lose it’ paternity leave.” The current shared parental
leave system in principle allows choice over who cares for children,
but men’s take-up of leave has been as low as 2 per cent, doing little to
change society’s norms of who takes time away from work to care for
their children.* A specific, additional paternity leave, paid at a decent
rate, is common in Scandinavian countries that also have lower gender
pay gaps, and has been proven effective in encouraging fathers to take
a period of leave and in reducing the motherhood ‘pay penalty’.®®

The lack of flexible jobs makes it difficult to combine work and
family and means that carers - usually women - have less choice
about which jobs they can apply for. Flexible working can also benefit
people with health conditions and disabilities, and people who may
not have a ready form of transport to get to work. We believe it should be
mandatory for all jobs to be available and advertised on a flexible and
potential job-share basis, except with good reason.”® This would shift
the norm over how jobs are designed and would require employers to
demonstrate why a job cannot be flexible.

Social infrastructure, in the form of childcare, social care, education
services, youth services and the health service, is crucial in determin-
ing who can access work and what kind of job. While the specifics of
social infrastructure and the welfare state are beyond the scope of this
Commission, we recognise their importance and the necessity of

reform.
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The welfare system

Reform of the welfare state was outside the scope of this Commis-
sion. We acknowledge, of course, its vital importance to working
life. A comprehensive safety net is vital to ensure that people are
properly protected and supported when disruptive life events
occur, such as unemployment, insecure work, health problems,
ageing and caring responsibilities. Welfare payments will always
be essential to redistribute from those with the most to those with
the least, even in an economy that is hard-wired for justice. Welfare
payments are important for reducing child poverty and equalising
living standards between men and women.® The welfare system
also plays a crucial role in shaping the labour market. It sets a
minimum bar (or ‘reservation wage’) for employers to meet to make
work worthwhile. And it can play a crucial role in job-matching and
helping people into the right kind of work.

In recent times, changes in the labour market and the rise of
automation have triggered a debate about the desirability and
feasibility of a “‘universal basic income’, a system in which all citi-
zens receive an unconditional income payment from the state.®!
Though interesting and important, neither this nor other potential
reforms to the welfare system have been within the scope of our

work.

Changing the clock

Living standards are determined not only by how much we have to
spend but by how we spend our time. In the UK, we work longer hours

than many other major advanced economies: in 2017, the average
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annual hours per worker in the UK was 1,681, compared to 1,514 in
France and 1,356 in Germany.®* Yet though we work longer, we do not
work better. Across the 35 OECD nations, there is a strong negative cor-
relation between annual working hours and GDP per hour worked.®
Those economies with lower hours than the UK are able to compensate
with higher productivity.

When productivity rises, we should make a more active choice
about whether the gains are realised in higher incomes or more
time free of work. While one in three people who would like fewer
hours would do so for less pay,* the reality of wages for many today
is that reducing hours would reduce incomes: so change will need
to be earned through higher productivity. New technologies and the
potential for automation put this within reach. At the same time, redis-
tributing working hours could also share wage benefits more broadly,
given simultaneous over- and under-employment.®® Reducing men’s
working hours and redistributing them to women who are more likely
to work in part-time roles could help spread caring responsibilities
more fairly and reduce the gender pay gap.

There are a number of ways in which reductions in working time
can be pursued. These include better enforcement of the minimum
wage to stop unpaid overtime, which often pushes earnings below the
legal minimum,; explicit guidance on the right to request a reduction in
working hours as part of flexible working; and supporting trade unions
to negotiate reduced working hours alongside pay rises.

But a general reduction in working hours is unlikely to come about
simply as a result of individual choices. We will instead need to make
such decisions collectively, as a society. We believe we need a national
conversation about how we work, and at least the same protections in
the future as we have at present. Societal expectations matter. Though

it is possible to voluntarily opt out, it is notable that the European
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Working Time Directive helped to reduce the number of UK employ-
ees working 48 or more hours per week by 700,000 over a ten-year
period.® To ensure that everyone - not just specific sectors, firms and
individuals - can benefit from productivity increases through reduc-
tions in working time, we propose that the number of bank holidays is
increased, with new bank holidays linked to national productivity rises
and added to existing statutory leave entitlements. The UK currently
has only eight public holidays a year - the fewest of any country in the
entire G20 or European Union.

Good work is at the centre of an economy of prosperity and justice,
where everyone is valued and able to make their fullest contribution.
We believe our proposals can improve the lives of individuals, families
and communities while also raising productivity and growth through-

out the economy.

127



8

Turning Business towards
Long-Term Success

Successful private sector businesses stand at the heart of the UK
economy. The vast majority of them are small and medium-sized
firms and companies - those with under 50 or under 250 employees.
The best are world class. They do what society needs them to do:
create long-term wealth; provide good jobs and sustainable liveli-
hoods for workers; build both physical and human capital; and drive
innovation. Many seek to behave as good ‘corporate citizens’, taking
their responsibilities to wider society seriously. There are many good
businesses - we want them to flourish, and we want more of them. A
successful economy requires businesses that succeed at home and
abroad.

If the UK is to thrive and prosper, we need to keep working to
improve corporate governance. For the UK’s poor performance on
investment, productivity and inequality stem in part from how - and
in whose interest - our companies are governed. In this chapter we
make proposals to achieve more purposeful companies, focused on

doing the right things to achieve long-term success.
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The problems of the UK corporate
governance model

Our current system of corporate governance - the rules and structures
by which a company is directed and controlled - gives overwhelm-
ing primacy to the rights and interests of a company’s shareholders.
Shareholders have voting rights to appoint the board of directors and
to make other strategic decisions, and the legal duties of directors are
explicitly focused on promoting their interests.

This approach contrasts with governance systems common in the
rest of Europe, which enshrine the rights of other stakeholders in the
firm. This is particularly true of employees, whose representatives sit
on company boards in many other countries. In the UK, the interests
of employees, and of suppliers and the wider community, remain sec-
ondary considerations.

This narrow model of corporate governance is not serving UK com-
panies or the wider economy well. As we describe, itis one of the factors
that explains our low rates of investment and productivity, high rates of

pay inequality and low levels of public trust in large businesses.!

Short-termism and investment

In common with trends in other advanced economies, many UK
businesses are too focused on the short term and not sufficiently
focused on long-term success. There is some welcome progress; many
FTSE 100 companies have already ceased the practice of quarterly
reporting. But the result of short-termism has been a rising proportion
of earnings distributed to shareholders, rather than being reinvested
in long-term growth. Between 1990 and 2016 the proportion of dis-

cretionary cash flow returned to shareholders from UK non-financial

129



PART Il: OUR 10-PART PLAN

corporations increased from 39 per cent to 55 per cent.> With fewer
earnings retained, this has inevitably led to a significant decline in
investment (see figure 8.1). The Bank of England estimates that only
one in four businesses now prioritise investment as a use of internal
funds, with a similar number prioritising the purchase of financial
assets.?

This trend is unrelated to profit levels. Since the 2007-8 financial
crisis, dividend payments have remained relatively constant even
as profits have fluctuated (see figure 8.2).* It appears that firms have
prioritised consistent, guaranteed returns to shareholders. Share buy-

backs, another means of distributing earnings to shareholders, have
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Figure 8.1 Corporate investment has fallen as firms have prioritised
shareholder returns

Proportion (%) of UK non-financial corporation cash flow allocated to
investment, dividends and saving, 1987-2016

Source: IPPR calculations using ONS (2017)° based on Tomorrow’s Company
(2016)°
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Figure 8.2 Giving shareholders predictable returns has come to dominate
dividend payout behaviour, almost irrespective of profitability

Dividends and profits for FTSE 350 firms (£m, rolling 12 month), Q3 2008-Q1
2015

Source: Big Innovation Centre (2016)’

also increased markedly over the last quarter of a century.? Indeed, in
recent years the value of share buybacks among UK companies has
consistently exceeded the values of shares issued.® This has had the
surprising effect of making the equity market less a source of net new
financing for UK firms than a means of extracting value from them.

This reorientation from long-term success to short-term financial
returns is sometimes described as ‘financialisation’.!® While there are
various reasons this has occurred, one of the most significant factors is
the shareholder-focused corporate governance model.

Since the 1980s, UK equity markets have become increasingly
dominated by short-term trading rather than long-term investment.
This is reflected in the length of time for which shares are on average
held: this is now less than six months in the UK, down from around

six years in 1950."! At the same time, the structure of shareholding has
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changed, with a significant decline in the proportion of quoted shares
in UK-domiciled companies held by individuals (down from more
than 50 per cent in the 1960s to around 10 per cent today) and by pen-
sion funds and insurance companies (from over half of all UK equities
in 1990 to less than 15 per cent today).!? They have been replaced by
various kinds of investment funds whose asset managers are generally
rewarded on the basis of short-term financial performance relative
to one another, rather than on the long-term value of the companies
in which they trade.”® At the same time, UK companies are much less
likely than European companies to have ‘blockholders’, sharehold-
ers with significant or controlling numbers of shares, whose interests
tend to lie in long-term growth.! The result is that companies face
increasing pressure for consistent short-term returns, rather than for
long-term investment.

The shareholder-focused character of our corporate governance
model also helps explain why takeovers in the UK are more common
and more likely to succeed than in other advanced economies.'
Takeovers can drive stronger corporate performance, generating scale
efficiencies and reducing operating costs. But it is now widely recog-
nised that many takeovers (particularly large ones) often destroy value,
rather than creating it and, in the UK’s case, have contributed to long-

term industrial decline.'®

Workers’ voice

If Britain is to rise to its productivity challenge, then a stronger
relationship must be forged between management, workers and
shareholders. It is now widely recognised that employee engage-
ment in decision-making is a key contributor to improved

productivity and innovation in modern companies, particularly as a
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more knowledge-based economy has placed a higher premium on
human capital and skill.'” Having a voice, both individually and collec-
tively, is also crucial to the experience of good work.'® Yet despite some
exceptions, the UK performs badly in promoting meaningful employee
engagement and voice. In the European Participation Index, which
ranks employee representation and involvement, Britain comes 23rd
out of 28 European countries."®

The British model of corporate governance is likely to be a factor in
this poor performance. Employees are excluded from representation
on company boards and afforded almost no formal rights to infor-
mation or involvement in decision-making. Hierarchical governance
models in turn contribute to weak levels of engagement and worker
voice, undermining the experience of work for many and reducing

productivity levels.

Executive pay

The inexorable rise of executive pay has been a significant factor in
making Britain one of Europe’s most unequal societies over recent
decades.? In the 1980s, a typical top chief executive (CEO) in the UK
was paid approximately 20 times as much as the average worker; in
2016 the average pay ratio between FTSE 100 CEOs and their employ-
ees was 129 to one.?! Executive pay has significantly outpaced returns
from equities over the past 20 years. This contributes to the deep sense
of unfairness which many people perceive at the heart of our eco-
nomic system. Executive pay appears to be more a reflection of who
decides it - the corporate governance arrangements - than of company
performance.

The corporate governance code recommends that company remu-

neration committees should consist exclusively of independent
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non-executive directors, many of whom, in practice, are executive
directors of other companies. This has led to a self-referential system
of pay awards, with very few structural incentives to hold pay to per-
formance, and many to keep it rising. It has led, for example, to the
increasing and widespread use of so-called ‘long-term incentive plans’
and annual bonuses based almost entirely around short-term metrics
which do not in fact properly measure long-term value creation.?

The failure of the current governance system to control execu-
tive pay has been particularly damaging for public trust in British
businesses, which has seen a considerable fall in recent years. Large
disparities in pay between senior executives and employees is also
one of the sources of employee disengagement, and is negatively cor-

related with productivity.?

Challenging shareholder primacy

A number of arguments are generally made to justify the privileged
position held by shareholders in the UK’s corporate governance
system.

First, it is said that shareholders are the beneficial owners of busi-
nesses, and companies should therefore be run in their interest, with
the directors acting as their agents to maximise returns on sharehold-
ers’ investments.

Second, it is claimed that the duty to promote shareholder interests
helps solve the ‘agency problem’ arising from the separation of owner-
ship and control in a modern corporation. Obliging directors to act in
the interest of shareholders, not their own interests, prevents them
from excessive risk-taking, and helps align risks and rights within the

firm.
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Third, it is said that shareholders - as the ‘residual claimants’ on a
company’s earnings after others (such as employees and creditors) -
bear the most risk. To minimise their potential for loss, they should
thus have control rights over management.

Last, it is argued that the maximisation of shareholder value is
the best means to promote the efficient allocation of capital. Within
neoclassical economic theory, shareholder value can be taken as a
proxy for the general economic interest - since the price of equities
reflects the profitability of companies, and welfare is maximised when
resources flow to their most profitable uses.

When each is examined, these arguments do not stand up to
scrutiny.?*

First, it is legally not the case that shareholders are the owners of the
company in which they have shares. They own part of the company’s
capital - as constituted by their shareholdings - but in law this does not
make them owners of the company itself. Rather than conferring own-
ership, shares constitute a package of rights and liabilities; whether
they also carry voting rights depends on the company’s constitution.
There is therefore no reason in law why they alone should have control
rights over the company, or for the promotion of their interests alone
to govern the duties of directors.

Second, the transformation in the character of share ownership
in recent years has greatly weakened the claim that shareholders are
best placed to have exclusive oversight of companies. The rise of the
‘ownerless company’ with few significant shareholdings means share-
holders have neither the power nor incentive to exercise control over
management.

Third, liability means shareholders are protected from personal
bankruptcy if the company goes bankrupt, and most have diversified

risks (they own shares in many companies). Employees, on the other
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hand, bear much greater risk in relation to the company (which will
generally be their only employer); they therefore have a much stronger
incentive to oversee management and to exercise any control rights.
Since the duration of shareholding has reduced over time, and senior
management tenure is also in decline, it is often the employees who
have the longest relationship to businesses.

Fourth, such a system fails to recognise the critical role played by
labour within a firm. Employees are not just another group of ‘stake-
holders’ on a par with, say, customers or suppliers; they are core
constituents of the process of production, with long-term and largely
exclusive contractual commitments to the company.

Ultimately, we believe that the narrow shareholder model misun-
derstands the collaborative nature of modern companies. Companies
are communities of interests, who share a common purpose and
mutual obligations. They are incorporated bodies which bring together
arange of stakeholders - owners and suppliers of capital, labour, sup-
pliers and customers - for the purpose of enterprise. In turn, we believe
this should be reflected in how they are governed and in whose inter-
ests they operate.

Itis notable that, while shareholder primacy is widely considered the
normal form of corporate governance in the UK, US and other English-
speaking nations, it is by no means the universal model in developed
countries. The most successful European economies have ‘stake-
holder-based’ corporate governance models. In such models, whether
governed by law or social norms, companies must balance the interests
of shareholders with those of employees and other stakeholders.

In particular, a majority of European countries give workers some
rights of decision-making. In 13 countries, including Germany,
France, the Netherlands and Ireland, workers have significant rights

of representation across much of the private sector.?® This includes
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representation at the board level and on remuneration committees,
formally recognising the role of the workforce in shaping the strategic
direction of the firm.

Research conducted for the Commission shows that countries
which adopt stakeholder models of corporate governance with formal
means of employee representation have stronger R&D investment
performance, higher productivity and lower inequality than share-
holder-centric models.? We therefore believe that reforming corporate
governance is not only necessary to reflect the true structure of a com-
pany. It is also an important means of building a more productive and

prosperous economy.

Reforming corporate governance

Our view is that corporate governance reform should be aimed at
re-orientating businesses towards more purposeful, inclusive and
long-term behaviours, founded on a new partnership between
shareholders, management, workers and society. Our proposals are
designed to apply to large companies - those with more than 250
employees - whether publicly listed or private. We recognise that
different arrangements are needed for wholly owned subsidiaries of

overseas comp anies.

Redefining directors’ duties

At present, section 172(1) of the 2006 Companies Act makes clear
that the interests of shareholders should take primacy in determining
what constitutes the ‘success’ of a company. Although directors must

‘have regard’ to ‘the likely consequences of any decisions in the long
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term’ and to the interests of employees and other stakeholders, it is
widely acknowledged that these secondary factors have little impact
in practice.

Some of our best company boards already pay attention to a broader
range of stakeholders - workers, customers, suppliers and so on -
rather than focusing solely on shareholders. We need to encourage
more to do the same. We believe that short-term returns to sharehold-
ers should never be placed ahead of the long-term interests of the
company. Companies that look to their stakeholders rather than only
upwards to shareholders will be more successful, and by doing so will
in fact serve the long-term interests of their investors too.

In order to provide directors with clearer guidance on their need to
serve a wider range of corporate interests and activities, we therefore
recommend that Section 172 is amended. It should be made explicit
that the primary duty of directors is ‘the promotion of the long-term
success of the company’. In exercising this duty, directors should have
regard for the interests of the company’s shareholders; but also, and
equally, for the interests of the company’s employees; the need to
foster business relationships with suppliers, customers and others; the
impact of company operations on the environment, community and
human rights; and the desirability of maintaining a reputation for high
standards of business conduct.*

Reformulating directors’ duties on these lines would help ensure
that company boards did not see their responsibilities simply in terms
of the short-term interests of shareholders, but were able instead to
focus on long-term performance. To reinforce this change, compa-
nies should be required to report on this in an integrated financial and
strategic report. This should explain their definition of purpose and
long-term success, and account for the use not just of financial capital,

but of human resources and for environmental impact as well.
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Shareholder voting rights

To help ensure that shareholders are more likely to act in the long-
term interests of companies, there is also a good case for restricting
the voting rights of those who own shares only temporarily. In France,
long-term shareholders have since 2014 been given greater voting
rights in corporate governance. Companies can opt out and re-intro-
duce the traditional one-vote, one-share principle, but they must
take positive action to do so. We believe that such a system would be
appropriate in the UK too. We therefore propose that under normal
circumstances automatic voting rights should only be awarded to shares
held for more than a year. Companies could decide to change this, but
the default should be reset to favour those committed to companies for

the long term.

Bringing workers onto boards and making boards
more diverse

Companies are institutions through which capital and labour come
together to produce goods and services. We believe itis therefore appro-
priate for a company’s workers to be represented in the governance of
the company, alongside the providers of capital, its shareholders. As
we have argued, there are both ethical and economic justifications for
this, and it works successfully in many European countries.

We believe that worker directors would contribute to creating better
governed, more effective companies. They are likely to enhance the
quality of strategic decision-making, increase the diversity of opinion
and experience on the board, represent employees’ interests, and
strengthen employee engagement.?® Instituting this change would

help us move towards a different type of economy, one in which a
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partnership between labour and capital is embedded in how British
companies operate. We therefore propose that large companies of more
than 250 employees should have at least two workers, elected by the
workforce, on both their main board and the remuneration committee.
They would act as full, independent directors, with the same responsi-
bilities as other board members.

One option to include workers on boards would be through vol-
untary action, through a new provision to the corporate governance
code. However, there is a substantial risk that too many companies
would simply fail to comply. So we believe that legislation is likely to be
necessary. This is a reform which has long been debated in the UK; we
believe it is time it was implemented.

The boards of our companies need more women and more
people from diverse communities as well as the inclusion of workers.
Increasing diversity improves the quality of decision-making, enrich-
ing strategic discussions and sharpening the challenge to management.
Today, despite progress made since Lord Davies’ review in 2011, too
many boards remain ‘male, pale and stale’.?® We therefore support the
proposal that companies should be required to establish measurable
objectives and policies for achieving gender and ethnic diversity at
their upper levels. In particular, companies should be required to set
out their plans to move towards gender-balanced boards - with fully
transparent board nomination and appointment processes.

The introduction of worker directors and more diverse boards will
not of itself solve the problems of poor employee voice and engage-
ment in many companies, or remove the obstacles to advancement
widely experienced by women, people from black, Asian and minor-
ity ethnic (BAME) groups and other minorities. A variety of other
institutions and practices in companies are also needed, including

formal employee councils, other forums for worker representation and
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consultation, trade union representation, profit-sharing schemes and

specific policies to promote inclusion.

Reforming remuneration

To ensure that the incentives of senior executives are properly aligned
with the long-term success of their companies, the structures and sys-
tems of executive pay need to be reformed.

More diversity on boards and board remuneration committees
should strengthen their resolve to tackle excessive executive pay. We
propose that a third of the membership of remuneration committees
should be made up of elected worker representatives, and that the com-
mittee’s remit should be widened to take account of the pay, incentives
and conditions of all company staff. These two changes would help
ensure that the setting of executive pay was properly related to the
performance of the company and to pay levels in the organisation as a
whole. We support the government’s proposals that companies should
be required to publish the pay ratio between company directors and
the median pay of the company’s workforce. Mandatory gender pay-
gap reporting has clearly shone a valuable light on institutionalised
discrimination;*® we propose that this is now extended to ethnic minor-
ity pay gaps, with companies required to have equality plans to close
both gaps (see chapter 7).

Second, executive pay packages should be simplified and linked
to the key drivers of long-term value, such as innovation and pro-
ductivity, not just share prices. New guidance on appropriate forms
of remuneration package should be included in the corporate
governance code. And to ensure proper oversight, shareholders
should be given an annual binding vote on pay policies and executive

packages.
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A Companies Commission

Rebuilding trust between business and the public - so badly eroded by
scandals at BHS, Sports Direct and other firms - is vital to our future
prosperity. Corporate governance in the UK is weakly regulated and
enforced. The voluntary code is overseen by the Financial Reporting
Council (FRC), a body whose primary function is the regulation of
accountants and actuaries. The FRC only has powers to monitor a
company’s strategic report and financial statements, and can only take
action against directors in breach of the corporate governance code if
they happen to be accountants, auditors or actuaries.

At the same time, shareholders are the only constituency within a
company that can take legal action against the directors if they are in
breach of their duties under Section 172 of the Companies Act. Routes
of redress are therefore narrow in terms of who is able to take action
and weak in what can be done to enforce good governance. This under-
mines both the effectiveness of corporate governance itself and public
trust in the system. We need a stronger, better resourced regulator.

We therefore propose the creation of a new statutory Companies
Commission to oversee and enforce both a reformed corporate govern-
ance code and the Companies Act. The Commission should take over
the corporate governance functions of the FRC, acting as an independ-
ent regulator with investigative and enforcement powers into both
publicly listed and large private companies. The Commission should
publish information on the state of companies’ corporate govern-
ance; have the power to investigate possible breaches of corporate
governance; propose remedies against board directors in breach of
governance; and be empowered to take companies to court as a public
interest litigator. Where breaches are likely to have occurred, the

Commission would be expected initially to engage privately with a
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company board and ask for its proposed remedies to be implemented.
If it were not satisfied this had been done, it would have the power to
publish its findings, and in the last resort could initiate litigation under
Section 172 of the Companies Act. We believe that such a regulator
would help to improve corporate governance and restore public trust

in business behaviour.

Reforming takeover rules

Corporate takeovers in the UK are more common, more likely to be
hostile and more likely to succeed than in any other advanced econ-
omy.*! This reflects the UK’s liberal regulatory regime, prioritising the
interests of shareholders, with UK company boards having a fiduciary
duty to maximise shareholder interest when considering acquisition
and merger offers. This contrasts with many other advanced econo-
mies, where governments have the power to consider the wider public
interest.

At present, the 2002 Enterprise Act allows government ministers
to prevent takeovers and mergers on grounds of national security,
financial stability and media plurality. To ensure the UK’s takeover
regime supports long-term value creation, we propose that a new statu-
tory public interest test be introduced for bids above a certain size. This
could include consideration of issues such as the likely consequences
for innovation, employment, the UK’s industrial base and regional
development.

Implementation of these measures would, we believe, improve the
UK’s model of corporate governance. They reflect a more appropriate
way of thinking about the purpose and structure of companies and

would help to promote long-term investment and success.
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Using public procurement to drive company behaviour

As well as reform of corporate governance, government can sup-
port and encourage better businesses through its procurement
decisions.

Public spending creates large markets for goods and services:
total UK public procurement amounted to £268 billion in 2015,
around 14 per cent of GDP.* Standards driving procurement
decisions can therefore have a powerful effect in supporting and
encouraging good business behaviours.

We believe the government can do more to implement the prin-
ciples of ‘open contracting’, in which all public sector contracts are
publicly disclosed, using open, accessible and timely information.*
Open contracting can broaden the number of firms able to bid for
contracts, provide better governance of the procurement process,
and reduce the opportunities for corruption and for vested interests
to benefit from contracts.

The 2012 Public Services (Social Value) Act takes this idea further.
The Act requires all public bodies in England and Wales to consider
the economic, social and environmental implications of the ser-
vices they commission or procure.®* The Act therefore requires
public bodies to look beyond a simple ‘value for money’ metric, and
to consider the wider value that could be delivered by it. This might
include, for example, local employment and development of supply
chains, standards of working practices, or environmental impacts.

The Act has been widely welcomed as a significant channel
through which public spending can support wider public policy
objectives.* At the same time, it is clear that the Act is not being

used as widely as it might be across the public sector. There remains
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alack of awareness of its requirements and potential, and confusion
over where it can be applied and how social value can be measured
and accounted.*

We therefore recommend a number of measures to strengthen
and widen the application of the Social Value Act. These include
requiring that all public procurement decisions above a certain size
‘account for’ social value, instead of simply having a duty to ‘con-
sider’ it; codifying standards and expected practices; supporting
SMEs and social enterprises to win a greater number of contracts;
and lowering the threshold value of eligible contracts.

These measures would, we believe, help capture more of the
social value that can be gained from government spending, and
would support and encourage businesses which engage in positive
activities that provide wider social, economic and environmental

benefits.
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Promoting Open Markets in
the New Economy

Open and competitive markets are good for the economy. They force
businesses to innovate, to become more productive and to serve their
customers better by raising quality and lowering prices. But over
recent decades competition policy has not caught up with the chang-
ing nature of market concentration.

As we describe in chapter 3, too many sectors in the UK economy
are highly concentrated, resulting in excessive market power accru-
ing to a small number of firms. Eight out of ten of the major consumer
markets in the UK are highly concentrated, leading to poor outcomes
for consumers.! Excessive market power creates problems of ‘monop-
sony’ too, where a small number of firms have excessive buying
power in supply chains (and sometimes in the labour market as well).
The most concentrated markets of all are in the digital economy. As
chapter 3 argues, this presents fundamental challenges to innovation
and entrepreneurship, since dominant firms both invest in innovation
and erect barriers to others participating in it.

This chapter looks at competition policy in general, and how we
should respond to the growth of digital ‘platform’ companies and
the new role of data in the economy in particular. We explore the
underlying theoretical problems with competition policy, describe a
new approach to regulation of the digital economy, and set out fresh

thinking for creating a ‘digital commonwealth’ of benefit to all.
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Reforming competition policy

The UK’s current competition policy was established by the 1998
Competition Act and the 2002 Enterprise Act, subsequently supple-
mented by the 2013 Enterprise and Regulatory Reform Act, which
created the Competition and Markets Authority (CMA). The main ele-
ments of UK competition policy include market studies and market
investigations to examine whether markets are working in the interests
of consumers; merger control to prevent or mitigate the adverse effects
of anti-competitive mergers; and anti-trust policy to prevent collusion
or the abuse of a dominant market position.?

The 2013 Act transferred decision-making on competition from
elected government ministers to independent, technocratic public
bodies.? The Competition Commission and the Office for Fair Trading
(OFT), which had previously each been responsible for one of the two
phases of a competition investigation process, were replaced by the
CMA, which gained responsibility for both initial and more in-depth
inquiries. In its examination of the CMA in 2016, the National Audit
Office found that the establishment of the new body had helped to
improve both coordination within and the robustness of the competi-
tion regime, though it noted a continuing problem of ‘low case flow’.*
Between 2010 and 2016 only 24 decisions were made by the OFT
and the CMA, with a further eight by their associated regulators. The
UK competition authorities issued only £65 million of competition
enforcement fines between 2012 and 2014 (in 2015 prices), compared
to almost £1.4 billion of fines imposed by their German counterparts.®

The main challenge of the existing competition regime is not its
institutional structure, but the principles of the regime itself. The 2002
Act changed the basis of decision-making to focus on the promotion of

competition for the benefit of consumers. Before 2002, decisions about
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potentially ‘anti-competitive’ company behaviour, and acquisitions and
mergers, had been made on the basis of a wide notion of the ‘public
interest’. The public interest has now been narrowed to questions only of
national security, media plurality and the stability of the financial system.
The CMA focuses on promotion of consumer welfare, understood in
terms of price, quality and choice. In common with other countries, the
UK adopted this sharp focus on consumer welfare following academic
developments in the 1970s and 1980s, notably led by the ‘Chicago
School’ of economics in the United States. This argued for competi-
tion policy to focus on the single goal of allocative efficiency based on
quantifiable, short-term welfare effects.® Regulators were to be agnostic
about industry structures, so long as detrimental effects were not expe-
rienced by consumers. Rather than a mechanism to prevent market
power from being concentrated in the hands of a small number of large
firms, competition policy now tends to be used in a relatively small
number of cases, and only where harm to consumers can be proven.
Few of the emerging issues we identified in chapter 3 can be
addressed through the consumer welfare perspective. In cases such as
internet search and social media, for example, consumer prices cannot
be used to judge the state of competition, since zero-price business
models are often used. As we describe in chapter 3, recent research
by the IMF shows that, over the last four decades, price mark-ups - a
proxy for market power - have increased by nearly 40 per cent across
a whole range of sectors in many advanced countries.” Moreover, it
demonstrates that with rising market power comes falling corporate
investment, lower rates of innovation, and declining labour shares of
firm revenues. This suggests that the current consensus on competi-
tion policy has failed to serve the public interest when that is conceived
more broadly. The consumer welfare lens appears to be inadequate to

meet the challenges of the new economy.
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We therefore believe it is time to design new regulatory frameworks
that anticipate market developments and are able to address them
in the wider public interest. We believe we need a new approach to
competition policy, aimed at creating open markets that promote
innovation and enable entrepreneurs to enter. This should include a
revival in the traditional tools for confronting excessive market power:
rules proscribing price discrimination, so that all market participants
have access to digital marketplaces on equal terms, and the prohibi-
tion of vertical integration, so that those who control the digital market
do not also provide the goods and services sold within it.

We therefore propose that the remit of the CMA should be broadened
to include a focus on market power that damages the public interest,
alongside existing commitments to promote consumer welfare and eco-
nomic efficiency. In determining the public interest, the CMA should
consider the interests of consumers, suppliers and entrepreneurs,
alongside taxpayers, workers and the wider public value of innovation.
A review of the CMA’s powers and decision-making principles could
determine whether market share thresholds for regulatory action
should be set, whether regulatory tools to address vertical integration
and price discrimination should be strengthened, and whether com-
petition policy should have an a priori objective to limit market power

by limiting market concentration.

The role of digital platforms

In the digital economy, a new kind of company has come to domi-
nate the landscape.® ‘Platform’ companies, such as Facebook, Google
and Amazon - and smaller ones such as Uber and Airbnb - provide a

new set of digital arrangements that organise and structure economic
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activity. These are sometimes described as ‘multi-sided markets’,
where the platform functions as an intermediary between the provider
of a service and its users.® Central to the platform business model is the
extraction and analysis of data to generate insights that are sold or used
to improve the platform’s capabilities.

Platforms provide flexible, on-demand services, for which there
is huge consumer demand. The major platform companies have a
number of common features.! They generate or organise the work
of others, outsourcing production and transferring capital cost to
others. The marginal costs of scaling this model are almost negligible,
meaning platforms tend towards rapid growth. As a result, platforms
typically operate with powerful network effects: the bigger the network,
the more valuable it becomes to its users, and the more profitable for
the company that owns it. This in turn creates a premium for first-
movers to attract the most users, rewarding companies that can scale
rapidly in ‘winner-takes-all’ markets."

The combination of these factors mean that platforms tend towards
monopoly, with the major universal platforms all dominating their
markets, and increasingly also new markets as they expand.'? In the
UK, for example, Facebook now has 74 per cent of the social network
market share, Amazon is responsible for around 80 per cent of online
physical book sales, and Google enjoys approximately 90 per cent
share of the search engine market." This tendency towards monopoly
drives a risk of aggravating inequality (as we discuss in chapter 3) and
harming innovation.

The biggest platforms are buying a large number of innovative
start-up firms, with Google’s parent company Alphabet acquiring
over 200 companies since 2001, and Facebook over 65 since 2005.
These acquisitions serve both to expand the data extraction and analy-

sis capabilities of large platforms, and potentially limit the ability of
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competitor firms to emerge. By limiting access to their large datasets -
crucial for the creation of artificial intelligence (AI) systems of the
future - platforms may now be limiting the innovation potential of the

economy and the emergence of other start-ups.'

Regulating the digital economy

We propose that the CMA should put greater weight on the impact
of mergers and acquisitions on innovation, with the power to limit or
block those that are likely to reduce it. This may require the CMA to
block horizontal market entry or require platforms to open up their
data as a condition of expansion. Given that the major platform com-
panies are primarily either American or Chinese, and the toughest
regulator to date has been the EU, greater international cooperation
will undoubtedly be required.

A small number of firms now provide services that have become
essential features of modern life in the digital age. These include
searching the internet, making social connections, matching consum-
ers and third-party suppliers, and the cloud-based infrastructure of
the digital economy. Provided by a few dominant firms, these services
are akin to public goods provided by traditional utilities such as water,
electricity, telecommunications and broadcasting. Traditional utilities
and modern digital platforms share other similar characteristics: the
services they provide cannot be efficiently or easily replicated and they
are provided by monopoly or near-monopoly firms. There is therefore
a good case for a comparable system of regulation.

We therefore propose that a new regulator, the Office of Digital
Platforms (OfDigi), is established to regulate the major platforms in a

model comparable to that for utilities. It would regulate those platforms
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providing one or more of the four services (searching, connecting,
matching, infrastructure) once a market share determined by the CMA
had been reached. OfDigi would conform to the institutional arrange-
ments of the other regulatory offices, working closely with a reformed
CMA. There are a number of roles OfDigi could perform to ensure that
digital infrastructure is regulated for the public good. These might

include:

« protecting ‘network neutrality’ - the anti-monopolistic principle
that internet service providers should enable access to all content
and applications regardless of the source

« enforcing greater transparency and enforcement over the col-
lection and use of data, and stronger public information
requirements about the use of personal data

e imposing open standards, including inter-operable digital stan-
dards, to reduce barriers to entry for competitors

« enabling more data ‘portability’, which would increase both
individual and collective consumer power and better enable
competition between platforms

e requiring companies and public institutions to keep audit logs
of the data they feed into their algorithms and be prepared to
explain their algorithms to the public on request

« establishing a duty of care for social media platforms for their

users, ensuring minimum standards around published content.'®

A digital commonwealth

Today, most online data is a resource that is captured, analysed and

stored to be monetised for private gain, with the digital infrastructure
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owned by a relatively small number of platform companies.!” By
capturing a large proportion of the data generated by the new forms of
digital consumption, these companies have achieved almost unprec-
edented growth and wealth. The data, and insights gained from it, are
jealously guarded. Transparency is minimal. The potential of data is
limited to the development of new commercial products rather than to
address collective problems.

Public policy should respond to this new era by seeking to make
data a common resource, open and available to be used for a wider
variety of ends, and shared according to rules set by a common and
enforceable governance regime. This would enable more innovation
in both the public and private sectors. From start-up businesses to
city-level tools for better democratic decision-making and collabora-
tive problem-solving, there is huge untapped potential.’®* Making data
more available is essential for a thriving and open digital economy.
We call this vision a ‘digital commonwealth’, an economy where data
and digital technologies serve the common good and innovation
flourishes. Some steps have been taken in this direction already: for
example, Transport for London’s ‘open data’ portal makes all public
TfL data freely accessible for developers to use in their own software
and services.!® Over time, digital utilities might be required to make
their data available on a similar basis. It would be essential to maintain
privacy of personal information in this process.

There is huge potential for the value of public datasets to be
unlocked. There is a wealth of data generated in the public realm, col-
lected by a range of major public institutions. We call this a ‘digital
commons’: one where privacy is respected and data is organised as a
collective good, accessible and easy to use to create services, insights
and value. We therefore recommend the creation of a ‘digital com-

mons’ through the establishment of a Digital UK public service. Digital
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UK would better organise and curate public data, working with local,
regional and national public bodies. It should be established by stat-
ute, perhaps on a similar model to the BBC, and draw on the expertise
of the Government Digital Service.

Digital UK would develop the digital capacity of the public realm.
It would ensure stringent privacy and security standards were met,
enable the standardisation and inter-operability of data, expand the
digital services provided by government and coordinate the manage-
ment of data infrastructures to make more data open and accessible.
Digital UK would develop a network of data banks to curate and store
wide-ranging public datasets.?® It could be a hub of research and
experimentation, supporting data scientists to work with public insti-
tutions to produce better datasets, use data more effectively, and
generate fresh insights and products. A further development might be
the creation of a ‘Digital Citizen Account’ system which would pro-
vide each UK citizen with an online profile through which they could
manage and aggregate key data about themselves held in the public
domain - from tax files through to healthcare information and prop-

erty rental agreements.

Local digital commonwealth strategies

We believe local authorities should develop their own ‘digital com-
monwealth strategies’. These would seek to reimagine the generation
and use of data, and ensure its value is retained and circulated among
local communities. This approach would unlock the potential to accel-
erate innovation in the delivery of local services, encourage greater
civic participation in decision-making, and create new start-ups and
improve existing local businesses. Our inspirations are innovative

cities like Barcelona and Amsterdam, which are democratising data
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within their cities through rethinking how data is created and who
has access to it.>! Each strategy could be underpinned by four key
principles: shifting the legal regime towards the accessibility and
accumulation of data; ensuring open-source and inter-operable data
wherever possible; reclaiming digital infrastructures; and using public

procurement to open up private data for the public good.

Digital inclusion

As the digital economy becomes an increasingly important part of daily
life, it is essential that we maximise participation for everyone.? This
should be accomplished by upgrading digital infrastructure, especially
inrural areas, and equipping people with digital skills both through the
education system and lifelong learning. The UK should aim to be in the
top decile in international rankings of digital connectivity, with new
investment in digital infrastructure and skills.

Enabling participation is particularly important for SMEs, whether
they are located in towns, cities or rural areas. While SMEs account
for more than 50 per cent of GVA and employment in the UK, they are
responsible for less than 40 per cent of exports.?® It can be expensive to
engage in international markets, meaning that only the most produc-
tive firms can afford to do so. For SMEs in particular, their lack of scale
means that trading costs represent a higher share of exports - they are
disproportionately affected by tariff and non-tariff barriers to trade.*
Digital platforms represent an opportunity to lower the cost and
reduce the complexity for SMEs to access global markets.

By moving towards a ‘digital commonwealth’, where the ownership
and governance of data and supporting digital systems are organised

for the common good, we can serve both prosperity and justice.

155



10

Raising Public Investment in
a Reformed Macroeconomic
Framework

Since the global financial crisis 0f 2008, economic growth in the UK has
averaged just 1.1 per cent - and if population growth is excluded, only
0.4 per cent.! As we note in chapter 1, the UK’s recovery from the crisis
has been among the slowest of all developed countries.? This is in spite
of nearly a decade of unprecedented monetary activism by the Bank of
England, combining near-zero interest rates with the unconventional
policy of ‘quantitative easing’ (QE). And after nearly a decade of fiscal
austerity, the deadline for achieving a ‘balanced budget’ continues to
be pushed back.

In this chapter we examine why macroeconomic policy has not
worked over recent years, and how we believe its fiscal and monetary

elements can be combined more successfully in the future.

The tug of war: fiscal and monetary policy over
the last decade

Since the Bank of England was made independent in 1997, the two
principal levers of macroeconomic policy aimed at managing the
aggregate level of demand in the economy have been under the con-

trol of different institutions: fiscal policy by the Treasury, monetary
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policy by the Bank. This has been widely regarded as an appropriate
division of responsibility.? But since the financial crisis, the two sets of
policymakers have essentially been engaged in a tug of war, pulling in
opposite directions.

On the one hand, fiscal policy has been drawing demand and
spending out of the economy. The policy of ‘austerity’ (discretionary
fiscal contraction) has seen public spending cut from around 45.1 per
cent of GDP in 2009-10 - the high it reached in the wake of the financial
crisis - to an estimated 38.8 per cent in 2017-18.* On current govern-
ment plans, it will be reduced further, to 37.6 per cent, by 2022-3.
Total government borrowing has been cut from 9.9 per cent of GDP in
2009-10 to an estimated 2.2 per cent in 2017-18.°

On the other hand, and to counteract this, the Bank of England
has been experimenting with ultra-loose monetary policy to increase
consumption and investment in the economy. Interest rates were
held at record lows of 0.5 per cent or less for more than eight years
up to August 2018, reducing the cost of borrowing with the aim
of encouraging higher spending. At the same time, a total of £445
billion has been injected into the economy through the unconven-
tional policy of QE - the purchase of government and corporate
bonds by the Bank using money electronically created (‘printed’)
for the purpose. By providing banks and other financial institutions
with new money, the aim of QE has been to encourage them to lend
more to firms and households in the rest of the economy, and thereby
to raise overall spending and investment. QE has become a form
of ‘life support’ for the economy when interest rates could fall no
further.

This tug of war between monetary and fiscal policy has not gen-
erated sustained growth, and it has therefore not enabled the UK

economy to escape the emergency monetary conditions that were
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introduced nearly a decade ago. And as a result, the economy is now
very badly placed to deal with the next recession.

As the government pursued its objective of eliminating the budget
deficit through reductions in public expenditure, no differentia-
tion was made between day-to-day spending and investment that
might help drive long-term growth. As well as having a short-term
direct impact on economic output, reductions in public investment
have reduced the economy’s long-run productive potential. This
in turn makes it more difficult to raise the tax revenues which can
reduce the deficit. The result is not just that the deficit is not expected
to be cleared until at least 2027-8 - 12 years after the government
planned.® It is that the rate at which the economy can grow without
generating inflation has now almost certainly fallen. This makes it
likely that the country’s ‘lost decade’ of growth will become perma-
nent, and that GDP will never catch up with its pre-financial crisis
trend.’

At the same time, we have had near-zero interest rates for the
longest period in the Bank of England’s history.® This has stimu-
lated households to borrow rather than save, but as a result, the
economy is more reliant than ever on household debt for economic
growth. The OBR estimates that, in 2017, household consumption
accounted for nine-tenths of the estimated 2 per cent GDP growth.®
With wage growth stagnant, household debt has been rising since
2016 and is forecast to reach 146 per cent of disposable income by
2023.10

We believe a new approach is now needed. The current reliance on
monetary policy to manage demand is no longer sustainable. This is
partly because QE is not a satisfactory long-term policy instrument.
QE had a crucial impact in the immediate aftermath of the financial

crisis. But even the Bank of England is uncertain how exactly the
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money created is used, and whether or where it will stimulate the
economy.!! It is also highly inequitable. By suppressing the yields on
long-term debt, QE has encouraged investors to move into land and
equities instead. It has thus substantially boosted the value of some
assets, while reducing others. Property and other asset owners have
benefited; pensioners and renters have been penalised.!” Yet the crea-
tion of such economic winners and losers has occurred with almost no
public discussion or accountability.'

But the main reason we need to rethink the role of monetary policy
is that interest rates are simply not now in a position to respond to a
future recession.

Over the last 40 years, the UK has experienced a gradual, long-term
decline in interest rates. A pattern has emerged in which, when eco-
nomic growth slows, interest rates are lowered in order to stimulate
consumer demand and business investment; but each time rates have
tended not to recover to their pre-recession levels before being cut
again (see figure 10.1). This suggests that the UK economy has adjusted
to cheaper credit, with each subsequent downturn requiring increas-
ingly loose monetary policy to pull the economy out of it, while starting
from an ever lower base.

This pattern of progressively declining demand requiring ever-
higher doses of monetary stimulus is not unique to the UK. It is one
symptom of the phenomenon in a number of Western economies
sometimes described as ‘secular stagnation’, in which persistently
deficient demand and excessive saving mean that normal rates of
economic growth can only be sustained at very low or even nega-
tive interest rates.'* Economists dispute the causes of low demand,
citing demographic shifts, overhanging debt, a slowing of the rate of
technological innovation, and increased ‘financialisation’ of the pri-

vate sector as possibilities.’® But the surprising persistence of these

159



PART Il: OUR 10-PART PLAN

o M 2 ® ® O B 2 o>
1975—‘
\\\
1081 |—
il
|
|
\
\

N~ O M O NN O - MO 1 N O - 0O 0 N O - M 0 N~

N~ ® 0 W W O OO O 0O O © O © © O ™ ™ ™ T

[©2 )] o O O O O O O O O O O O O O O O O o

- - - - -  » »  d N d d d & N & N
M Base Rate (during GDP contractions) Base Rate (during GDP growth)

Figure 10.1 The scope for conventional monetary policy to reflate demand
is currently limited
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Source: Bank of England (2018)'¢ and ONS (2018)""

conditions creates a serious problem, with the extraordinary glut of
corporate saving across the developed world both a cause and conse-
quence of the phenomenon.'®

With interest rates still so low at this point in the economic cycle,
monetary policy has effectively ‘run out of road’. Postwar history sug-
gests that recessions in the UK economy occur on average once every
10-15 years. So we are likely to be nearer to the next one than the last.
In the last three recessions, interest rates have been reduced by around
5 percentage points or more. But interest rates are unlikely to be any-
where near 5 per cent when the next recession hits. So, with QE also
almost certainly still in place, the Bank of England will have very little
capacity to act at all.

A new macroeconomic framework is therefore needed. We pro-

pose three sets of reforms: to fiscal policy, to the Bank of England’s
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monetary policy mandate, and to the way in which monetary policy

should respond to recessionary conditions.

Reforming fiscal policy

Fiscal sustainability is about ensuring sufficient aggregate demand.
Without demand, there can be no growth, and without growth, it is
much more difficult - and painful - to reduce the deficit and debt. This
requires a much more active role for fiscal policy in the overall macro-

economic framework.

New accounting rules

One of the biggest misconceptions in public debate has been the
comparison of the country’s finances to those of a household, and
the public debt to a credit card bill. A country is not a household:
its spending can generate income growth. Investment in education
results in a more highly qualified workforce, which earns more and
pays more tax; spending on transport and broadband infrastructure
makes businesses more productive. Moreover, investment benefits
future generations, so there is good reason to share its costs over time
through borrowing. It is therefore highly misleading to talk of ‘burden-
ing future generations’ with debt: they are likely to benefit from the
long-term investments it finances.

Two important conclusions follow. The first is that public borrow-
ing should not be combined into a single ‘deficit’ figure. Borrowing for
current spending should be clearly defined as one category; borrowing
for investment as another. We support the principle that in normal cir-

cumstances, averaged out over the economic cycle or a period of, say,
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five years, governments should not borrow to pay for current spending
(the so-called ‘golden rule’). Such spending should be paid for by tax
receipts. But this is not true for investment spending. For this, borrow-
ing levels should be determined by an assessment of how far the outlay
will contribute to growth, and therefore whether the cost of servicing the
debt in the future will be outweighed by increased tax revenues. These two
types of borrowing and deficit should be clearly accounted for separately.

Second, this in turn means that the national debt should also be
differentiated. The cost-benefit assessment of borrowing will depend
in large part on how much it costs to borrow - the interest rate on
government bonds. When the interest rate is very low, as at present,
borrowing for investment is likely to be attractive; when it is much
higher, it will be less so. Without the cost of borrowing, the total level
of public debt is not a meaningful figure. It depends on how much the
different tranches of borrowing cost in interest payments. In practice,
this means that the sustainability of a country’s debt depends on two
metrics: its ‘maturity structure’, which determines when the govern-
ment has to pay or renew its debts; and the difference between the
rate of interest it pays on its debt versus the rate at which tax revenues
are growing. As the IMF has now acknowledged, as long as the latter is
higher than the former, debt is sustainable.'®

There is therefore no definitive single figure for the ‘sustainable
level of debt’ as a percentage of GDP, and governments should not set
arbitrary targets for it. It depends on when it needs to be serviced and
how much it costs, relative to the growth of the taxes that must pay for
it. At the end 0f 2017, the average maturity of UK government debt was
just under 16 years, while in the first quarter of 2018, it could borrow
for a 20-year period at an interest rate of just over 2 per cent.?? When
examined from this perspective, the UK has considerably more space

to borrow on a sustainable basis.
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It is also important to get the right definition of ‘investment’. The
current definition of capital expenditure used in the public accounts
is almost certainly too narrow for the purposes of setting fiscal rules,
excluding some forms of intangible and social expenditure which
can contribute to long-run growth. This includes what is sometimes
now called ‘social infrastructure’, such as education, healthcare and
childcare, some proportion of which can be classified as a form of
investment.?! We therefore propose that the OBR and ONS conduct an
independent review of public sector accountancy practices, to ensure
that investment and debt are better defined, measured and presented.
As part of this process, we believe the definition of public and govern-
ment debt should be aligned with that used by most other European
countries, so that, for instance, borrowing by independent public cor-

porations is not scored as government debt or borrowing.?

Increasing public investment

As we argue in chapter 3, achieving long-term prosperity requires the
overall structure of demand in the UK economy to shift away from
debt-driven consumption towards investment. There needs to be a
particular focus on investment in infrastructure, innovation and hous-
ing, alongside general business growth. Yet it is clear that private sector
investment, which has been largely stagnating in recent years, is not
going to be sufficient.

With interest rates still extremely low, and the growth benefits
of investment likely to be considerable, there is therefore a very
strong case for raising the level of public investment spending. We
therefore propose that annual public investment spending should be
increased by at least £15 billion over and above the current forecast

by 2022. That would double the currently planned increase in public
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investment, equating to an additional 0.8 per cent of 2017 GDP.® In
turn, this would take gross fixed capital formation in the public sector
to approximately 3.5 per cent of GDP, which is the average level over
the period 1997-2017 for G7 economies.? We propose that around half
of this amount, £7.5 billion, should be spent on industrial strategy, as
we discuss in chapter 6, with the remainder on other fields of public

investment.

Neuw fiscal rules

It is a good idea for governments to adopt fiscal rules. These help pre-
vent short-term political pressures undermining long-run stability,
and give businesses and financial markets a degree of certainty about
the path of public spending, taxes and borrowing. Correctly designed,
they should enable governments to make better macroeconomic deci-
sions. This means the rules must recognise the difference between
investment that is expected to generate long-run economic or social
benefits, and spending on day-to-day costs. They should formalise the
metrics of debt sustainability and provide a framework for undertaking
sustainable spending and investment. And they should allow room for
manoeuvre in crisis situations, where monetary policy is constrained.
We therefore propose the following three fiscal rules to guide govern-

ment decisions on spending and investment:

o Current spending rule - to balance overall day-to-day govern-
ment spending with revenues over a rolling five-year period in
normal economic circumstances (we define this further below).

o Investment spending target - a minimum level of annual public
net investment, allowing governments to borrow to produce

future revenues and spread the cost of long-term assets over
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multiple generations. All new investments should be subject to an
independent and transparent assessment of expected economic
and social returns, to rule out bad investment choices being made
simply to meet the target.

o Sustainable debt metric - a rolling five-year target for govern-
mentdebtas aproportion of GDP, setaccordingto anindependent
assessment of the UK’s sustainable debt level, conducted by the
OBR on the basis of interest rates, debt maturity and expected tax
revenues. As this rule involves greater uncertainty of assessment,
it should be applied flexibly in circumstances where it conflicts

with the first two.

These rules would, we believe, set a sensible framework for fiscal
policy in normal economic conditions. In times of serious reces-
sion, when monetary policy is constrained by very low interest rates,
governments will be required to engage in more active fiscal policy,
sustaining or stimulating demand through higher current expenditure
or tax cuts. Indeed, in these circumstances it would be prudent for the
Bank of England to clearly state that monetary policy can no longer
provide an effective stimulus, and that fiscal policy is required. This
could involve, for example, the Monetary Policy Committee (MPC)
calculating the value of a ‘missing’ stimulus, in terms of the size of an

interest rate cut they would have wished to make.?

A revised mandate for the Bank of England

Since being made operationally independent in 1997, the Bank of
England has operated with a simple mandate from the government:

to keep inflation at 2 per cent at a two-year horizon. The MPC may
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consider its impact on growth and employment, subject to meeting its
primary price stability objective; it also has scope to allow inflation to
depart from the target in the event of an economic shock.?®

Monetary policy is generally believed to be the nimblest tool for
macroeconomic stabilisation in the short term.?” This is because
macroeconomic theory suggests that inflation and output are good
proxies for one another; targeting one effectively targets both.?® But
the UK’s experience in the period following the financial crisis should
serve as a reminder that this theory does not always hold in practice:
inflation and output can behave in different ways. Between 2008 and
2014, inflation remained almost exclusively at or above the 2 per cent
target, implying that the economy was running ‘hot’. Yet output
was, in fact, significantly below potential for the entire period. ‘Cost-
push’ inflation can be driven by factors independent of domestic
production costs, such as a rise in the oil price, despite economic
underperformance.

The MPC has the freedom to ‘look through’ short-term inflation and
informally consider wider economic indicators in setting monetary
policy, particularly following an economic shock. That is why it did
not raise interest rates between 2008 and 2014. Nonetheless, it came
close to doing so: in 2011, the MPC was two votes short of raising inter-
est rates on a number of occasions.? Given that, even without a rate
increase, output took so long to recover after 2011, this would have
been a very costly mistake. Indeed, on the continent, the European
Central Bank did raise interest rates, and recession followed shortly
afterwards. The close vote shows that an informal understanding to
consider more than one indicator may not be sufficient.

We would therefore propose that this informal understanding is
made more explicit. The Treasury should formally revise the MPC’s

mandate to include explicit targets for unemployment (including
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under-employment) and the level of nominal GDP, either alongside
inflation or as intermediate guides to a primary inflation target. This
would ensure that the MPC focuses on the economy’s underlying
dynamics of output growth and employment, and not simply inflation.
In turn, this would make an appropriate expansionary policy more

likely during and after recession.

An additional tool to QE when interest rates
are near zero

Conventional monetary policy is likely to remain constrained for a
number of years yet. Even if the Bank of England succeeds in raising
interest rates from their current extremely low level, they are very
unlikely to have reached 5 per cent or more by the time the UK next
enters recession. Reducing interest rates alone is therefore unlikely to
be sufficient as a policy response. Yet neither has QE proved a reliable,
accountable or equitable alternative.

We therefore believe that an additional tool to QE is needed, if
and when interest rates reach their near-zero ‘effective lower bound’
(ELB). Our aim is to establish policy mechanisms that can deliver a
stimulus in a more targeted, certain and measurable way than QE
as currently practised, with a more transparent and democratically
accountable process.

There is now some debate around the scope a central bank has to
create money electronically and inject it into the economy through
various forms of ‘money-financed stimulus’.** QE is just one form
that this can take. Another would be for the Bank to provide funds to
the government to introduce tax cuts, such as a cut in VAT, through

money financing. An even more direct form would be through the use
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of so-called ‘helicopter money’, where the Bank provided cash directly
to households to spend in the economy.

We would favour a ‘delegated stimulus’. As discussed in chapter 6,
we believe that the UK needs a National Investment Bank (NIB) with
the power to borrow to finance economically and socially productive
lending in areas such as infrastructure, innovation and business devel-
opment. A new NIB in the UK would act as a key instrument for the
more active industrial strategy we propose.

The additional macroeconomic policy innovation we propose is that
the Bank of England be given the power to ask the NIB to expand lend-
ing in the real economy when interest rates are at their effective lower
bound.* It could define the volume of lending to equate to all or part of
the interest rate cut that the MPC would in normal circumstances have
wished to make.

To ensure that the NIB would always be able to finance a delegated
stimulus, our proposal is that it should be able to fund this through
the creation of new reserves at the Bank of England, in the same way
that the Bank currently funds bond purchases under QE. The MPC
could then coordinate its request for a delegated stimulus with a pro-
gramme of NIB corporate bond purchases in secondary markets. This
would mean investors would always know there was a demand for NIB
bonds, and it would in effect be a means of money-financing the NIB’s
expanded investment programme.

It would be possible to do this as soon as an NIB was formed. One
way to ensure early market confidence in such a new national institu-
tion would be for the Bank of England to announce its intention to
purchase a level of NIB bonds on secondary markets to coincide with
the first round of issuance. This could be done by reinvesting a small
portion of the proceeds of bonds bought under QE once they mature.

In most quarters, around £10 billion or more of bonds held under the
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Bank’s QE programme mature and are actively reinvested to keep the
overall level of QE constant.** We would propose that some or all of the
proceeds from maturing bonds could be invested into bonds issued by
the National Investment Bank.

It is vital that the economy is maintained at a sufficient level of
aggregate demand to generate the growth it needs. Our proposals are
aimed at ensuring that the UK’s macroeconomic framework has the

right tools available at the right times.
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Strengthening the Financial System

Over recent decades the financial sector has assumed a position
of increasing importance and influence in the British economy. It
is one of the largest and most successful financial sectors in the
world: in 2017 it contributed around 7 per cent of UK GDP, over
3 per cent of total UK employment, and nearly 5 per cent of tax
revenues.'

The growth of finance has transformed the structure of the UK econ-
omy. In 1970, finance made up 5 per cent of total gross value added
(GVA), compared with 32 per cent for the manufacturing sector.? From
the 1970s onwards, the finance sector grew faster than the economy as
a whole: by 2008 it accounted for 9 per cent of GVA, next to 11 per cent
for manufacturing.® Today, finance accounts for 7 per cent of GVA,
with manufacturing at 10 per cent.*

While the financial sector has been highly successful, its impact
has not been wholly benign. Its development over recent decades has
generated serious structural challenges for the UK economy which
make it hard to achieve the prosperity and justice we wish to see.
In this chapter we examine these issues and propose measures to

address them.®
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The role and impact of the financial sector

The UK economy exhibits what at first sight looks like a paradox. The
UK is home to one of the world’s largest and most successful financial
centre. Yet at the same time it has a much lower rate of investment, as
a proportion of GDP, than most other developed economies. There has
been a consistent problem in particular of ‘patient capital’ for long-
term investment.® Yet the reason is relatively straightforward: the UK is
a global hub for international finance, providing capital for businesses
all over the world, rather than simply domestic investment.

Yet there remain important questions about the role of finance in
the UK economy. One of the most striking findings of recent research
into the UK financial sector is that the cost which the sector effectively
charges the rest of the economy for its services - the ‘unit cost of inter-
mediation’ - has remained more or less constant for the last 60 years.”
This is despite enormous productivity advances in this period, in
information technologies and analytical capacity, including computer
chips, the internet, mobile telephony, broadband and data analytics.?
A truly competitive market would have ensured that the institutions
involved in financial intermediation passed on some proportion of
the productivity gain from these technological advances as lower
costs to companies and savers (and, potentially, into greater levels of
investment too). Yet while in the OECD as a whole the average costs
of intermediating finance fell by a third between 2000 and 2014, in the
UK costs remained almost identical.® What appears to have happened
is that, in aggregate, the financial sector has appropriated most of its
productivity gains for itself.

The purpose of the finance sector should be to intermediate effec-
tively between borrowers and savers, efficiently allocating available

capital to the most productive investments.!° There is evidence to
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suggest, however, that it is not currently meeting this purpose. Four
particular issues arise in the relationship between the finance sector
and the rest of the economy. One concerns the provision of long-term
investment finance for business development, so-called ‘patient capi-
tal’. Second, there is the question of ‘short-termism’, the way in which
markets in share ownership put pressures on corporate performance.
Third, the UK has a long-term problem of asset price inflation, particu-
larly in land and property. Last, the finance sector has played a key role
in keeping the value of sterling higher than it would otherwise have

been. We examine each of these issues in turn.

Shortage of patient capital

Economic output is dependent upon investment, but the UK has
significantly lower investment levels than other advanced nations.
Business spending on replacing or expanding capital in the UK stands
at around 17 per cent of GVA, against 20 per cent on average across
the eurozone."! Over time, this has left the stock of capital in the UK far
lower than that of other successful economies.?

There appears to be a particular gap in the long-term - or
‘patient’ - finance being made available to smaller, fast-growing and
innovative companies.’”® While lending to SMEs has recovered since
the financial crisis, it has been driven entirely by lending to medium-
sized firms.! Small businesses have continued to pay back more to
banks than they have been lent.’® This is not because they do not want
credit: the British Business Bank found that the supply of growth loans
(up to a value of £2 million) to the fastest-growing small firms fell short
of demand in 2014 by between £170 million and £870 million.'® The
report of the government’s Patient Capital Review panel concluded

that, while the UK remains a good place for start-up businesses, there
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is insufficient capital available to match the demand for ‘scale-up’
finance, particularly outside London and the South East. This is a
particular problem for companies requiring more than £5 million in
equity investment.’

Part of the reason for this is that bank lending in the UK is less
focused on business investment than in other comparable countries.
Loans to UK businesses account for 5 per cent of total UK bank assets,
compared to 14 per cent on average across the eurozone.'® Bank lend-
ing is instead disproportionately directed to land and property: real
estate loans account for over 78 per cent of all loans to non-financial
businesses and individuals in the UK.!® Once real estate is excluded,
loans to UK businesses now account for just 3 per cent of all banking

assets.?

Short-termism and equity markets

Itis now widely acknowledged that UK financial markets have become
more ‘short-termist’ over recent decades, meaning that investors are
seeking to make returns over shorter periods than in the past.*! This
has led to a shift in corporate behaviour, and an appreciable reduction
in long-term investment.?

Over the last quarter of a century, the proportion of company profits
distributed to shareholders, rather than being reinvested, has been
increasing: as we note in chapter 8, for non-financial companies this
rose from 39 to 55 per cent between 1990 and 2016.> This trend has
occurred in a way largely unrelated to profit levels: since the financial
crisis, dividend payments have remained relatively constant even as
profits have fluctuated. The result is that the average ‘dividend cover’
(the multiple by which post-tax company earnings exceed shareholder

payouts) has fallen by a quarter in the last decade, and is now at a
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20-year low.?* Share buybacks, another means of distributing profits to
shareholders, have also increased markedly.*

These trends have arisen partly as a result of changes in the struc-
ture of equity markets, which have become increasingly dominated
by short-term trading rather than long-term investment. Hedge funds,
high-frequency trading and proprietary trading now make up 72 per
cent of equity market turnover in the UK,? compared with 51 per cent
in the US and 39 per cent in the rest of Europe.?” For such traders, profit
and fees are dependent on the volume of trading and performance
relative to other traders, rather than long-term value creation by the
companies whose shares they trade. This has seen the proliferation
of investment funds, many of which perform no better than statistical
averages.”

The result is a misalignment of incentives between such sharehold-
ers and the savers they ultimately represent.? In turn, this influences
corporate behaviour, as company boards are pressured into gen-
erating short-term returns for shareholders rather than long-term
investment, as we discuss in chapter 8.*° The structure of executive
pay in many companies, with incentives based around share prices
rather than long-term value creation, frequently exacerbates these

pressures.

Asset price inflation and financial instability

The extent to which UK banks are focused on lending against property
rather than business development has a wider impact on the economy.
Rather than increase the productive capacity of the economy, its main
effect is to drive up asset prices.

From 1979 to the end of 2017, house prices in the UK rose almost

tenfold, while consumer prices increased by just half that amount.!
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A self-reinforcing cycle was created, in which increased levels of bank
lending helped push up property prices, and high house prices in turn
allowed consumers to borrow more against their homes’ increasing
value (see figure 11.1). Between the late 1980s and 2008, household
debt increased from around 50 to 100 per cent of GDP while lending
to consumers reached over 160 per cent of disposable incomes and
savings rates fell to all-time lows.** A similar pattern developed in the
corporate sector, where property accounted for more than half of the

increase in corporate borrowing in the early 2000s.%
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Figure 11.1 House prices, mortgage debt and consumer credit have
increased in lockstep, falling briefly after the global financial crisis before
rising again

House prices (Index: Q1 1993 = 100), outstanding lending secured against
dwellings (Index: April 1993 = 100) and outstanding consumer credit (Index:
April 1993 = 100)

Source: Nationwide (2018)* and Bank of England (2018)*
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The inflation of house prices and other assets as bank lending has
increased has created two significant problems. It has increased wealth
inequality, as we discuss further in chapter 12. And it has contributed
to financial instability. The ratio of UK banks’ financial assets and their
equity (one way of measuring bank leverage) rose to nearly 12:1 by
2008, one of the highest in the OECD.3 These high levels of leverage
rendered financial institutions vulnerable to fairly small increases in
default rates.’” As banks became more interconnected through the
interbank system, problems with single institutions quickly spread to
the whole system.®

Another important factor was the rise of the ‘shadow banking’
system.* Shadow banks are financial institutions that lend money
without taking deposits guaranteed by the state. The scale of shadow
banking in the UK grew dramatically in the run-up to the financial
crisis, and much of the risk built up in the banking system was concen-
trated in them, as they were less tightly regulated than deposit-taking
institutions.* In practice, the two sectors were closely linked through
the banks’ creation of ‘special investment vehicles’ and other off-bal-
ance sheet entities to hold riskier investments. Driven by regulation,
the evolution of fintech (financial technology) and the expansion of the
asset management sector, the shadow banking system has continued
to evolve since 2009.*! Non-bank financial institutions are now respon-
sible for nearly 50 per cent of the financial system’s total financial

assets, an increase of 13 percentage points since 2008.*>

Sterling and the current account deficit

The UK has run a current account deficit every year since 1984, mean-
ing that we consistently buy more from the rest of the world than we

sell to it. In 2017, the UK recorded the largest current account deficit as
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a percentage of GDP of all G7 countries.®* As we discuss in chapter 3,
this indicates a serious problem of competitiveness.

The outflows of sterling associated with running a current account
deficit should, in theory, have led to its depreciation over this period.
This would have increased the competitiveness of UK exports and
made imports more expensive, in turn reducing the deficit. But the UK
has instead managed to cover its current account deficit through large
inflows of overseas capital.* In effect, the financial sector was able to
use very high levels of borrowing in the run-up to the financial crisis to
return capital flowing abroad back into the UK economy. Inflows into
UK bank deposits and securitised debt instruments together averaged
6.2 per cent of GDP between 1997 and 2008.%

When the financial crisis brought this process to an end, the impact
on sterling was immediate: between July 2007 and January 2009, the
value of sterling declined over 25 per cent.** The vote to leave the
European Union in June 2016 led to another rapid depreciation.*” But
the core processes by which the financial sector is able to attract for-
eign capital to cover the current account deficit remain in place. Asset
prices have continued to increase since the financial crisis. Households
are still able to borrow against the increasing value of their homes, and
household debt is now almost at pre-crisis levels.* There has also been
an increase in foreign direct investment into the UK - mainly in the
form of increased foreign holdings in domestic companies - with 2016
marking a record year for foreign mergers and acquisitions of British
businesses.” Revaluation effects have also increased the value of the
UK’s foreign investments.>

The result is that the UK effectively suffers from a kind of finan-
cial ‘Dutch disease’, the process by which an economy is negatively
impacted by the high demand for its currency generated by a major

sector. As the financial sector has grown and sustained the value of
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sterling above what it would otherwise have been, this has had a seri-
ous impact on the UK’s manufacturing exports.’! From the point of
view of manufacturing and other trading sectors, it has created an
overvalued currency. This has contributed both to the decline in our
exports and to the high import dependency of many of our remaining
manufacturing industries.** This means that, even when the value of
the pound falls, the UK economy has been unable to respond suf-
ficiently: much of the price gain to exporters has been eroded by the
increasing cost of imported components.*®

For all these reasons, we believe that the financial sector needs
reform. We propose a series of measures aimed at retaining a globally
successful financial sector while mitigating its negative impacts on
the wider UK economy. We want to see a more balanced UK economy
achieved by accelerating growth in a more diversified range of sectors,
so that we are less dependent on any single sector for our overall eco-
nomic performance. We should aim to ‘level up’ rather than to ‘level
down’. The financial sector is already facing strong headwinds as a
result of the decision to leave the European Union and the probable

diminished access to the single market.

Increasing investment and patient capital

Increasing the supply of patient capital to the UK economy is a
significant task. We welcome the recent creation of new financing
mechanisms through the British Business Bank.>* But we believe that
this needs to go further. It is for this reason that we set out in chapter
6 our proposal for the creation of a new National Investment Bank,
which can provide long-term finance for business growth and innova-

tion and for infrastructure.
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We also believe that short-termism in equity markets and corpo-
rate behaviour needs to be addressed. In chapter 8 we argue for a
change in corporate governance to help do this, ending the primacy
of shareholders in the duties of directors, restricting voting rights for
short-term shareholders and bringing new voices, including those
of workers, onto company boards. We also argue for a change in the
composition of remuneration committees and the incentive packages
awarded to company executives.

At the same time, incentives need to be better aligned between
investors, their intermediaries and companies. Fiduciary law requires
that agents representing the interests of savers and others take every
reasonable step to ensure that their actions do in fact result in the
best value to the ultimate client or asset owner. This duty has tended
to be interpreted narrowly. Echoing the recommendations of the
Kay Review and Law Commission reviews, we believe that the cur-
rent legal provision, which covers board directors and fund trustees,
can be strengthened and clarified.®® There is a strong case for the
obligations and powers of fiduciary responsibility to remain with
the principal corporate ‘agents’ or pension fund trustees, even if
intermediaries are contracted to act on their behalf; and for the legal
reach of fiduciary responsibility to be extended to asset managers and
brokers in the investment chain. We therefore propose that the legal
fiduciary duty on pension and insurance funds should be reviewed,
including its extension to financial intermediaries. This should include
a review of how more explicit environmental and social obligations
might be included within fiduciary duties. The aim should be to
ensure that shareholders exercise good stewardship over compa-
nies, in the long-term interests of their savers and the economy as a

whole.
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Improving financial stability

Since the financial crisis, international institutions have largely agreed
on the need for ‘macroprudential’ regulation to ensure the financial
stability of the whole economy, not just individual firms. The voluntary
‘Basel III" recommendations - agreed in September 2010 but cur-
rently being phased in by 2019 - effectively triple the size of the capital
reserves that the world’s banks must hold against losses.* The recom-
mendations include leverage ratios relating banks’ balance sheets to
their capital stocks; the implementation of ‘dynamic capital’ ratios and
other measures to dampen pro-cyclicality (the tendency of banks to
lend more when the economy is in an upswing); and a stable funding
ratio requiring banks to have enough liquid assets to cover their costs
for at least 30 days.

There is widespread agreement that Basel III is ‘necessary but not
sufficient’.’” It was effectively designed to protect the banks from the
business cycle, but not the reverse. While restricting the activities of
individual banks - which itself has had an appreciable effect on their
approach to risk and willingness to lend - it has neither reduced sys-
temic risk to acceptable levels nor prevented rising debt levels and
asset price inflation.*®

We therefore propose three sets of measures to improve financial
stability by curbing excessive debt levels. Our proposals cover changes
to lending for housing; reforms to the banking levy to improve the resil-

ience of the sector; and changes to how debt is treated for corporations.

A house price inflation target

Webelieve thatthe Bank of England should be able to do more todampen

asset price inflation as part of its macroprudential responsibility to
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counter systemic risk. We therefore propose that the government inves-
tigate whether the Financial Policy Committee (FPC) should be given an
explicit house price inflation target, set by government. This would be
analogous to the mandate of the Bank’s Monetary Policy Committee
to control consumer price inflation. The aim of such a target would be
to set property price expectations (a critical driver of house price infla-
tion), reduce excessive debt and control capital inflows.

We recognise that seeking to control house price inflation today is
to some extent ‘closing the stable door after the horse has bolted’. It
would have been much better had such a measure been part of the
policy framework when the Bank of England was made independent
20 years ago. We recognise the limitations of its adoption at this stage;
on balance, however, we believe it may be able to play a role in limiting
house price inflation in the future and is worthy of serious examina-
tion, including by the Bank itself.

The primary levers available to the FPC to act on a house price
inflation target would be the controls it can impose on banks and
other lenders regarding the levels of credit they can make available for
property purchases. These include loan-to-value and debt-to-income
ratios, and the proportion of a bank’s total assets which can be lent
against property. The FPC recently implemented a loan-to-income
ratio limit of 4.5 for 15 per cent of new mortgages, even though the
Bank of England estimated that only around 11 per cent of mortgages
exceeded this ratio in 2015.*° Implementing targets that constrain
excessive lending will require a stronger mandate than at present to
limit asset price inflation.

Since house price inflation is very different in different parts of the
country, any such controls would need to be exercised on a regionally
differentiated basis. They would also need to acknowledge the equity

impacts on different groups of house purchasers, with priority given
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(for example) to first-time buyers over second-home and buy-to-let
purchasers. The overall aim would be to reduce levels of mortgage
lending and keep house prices within the new inflation target. Since
house prices are also determined by supply, if the FPC were unable
to hold house prices to a mandated target, it should be able to request
that the government do more through supply-side measures, including

house building. We discuss some such measures further in chapter 12.

Curbing systemic financial risk

In addition to exploring a new house price inflation target, we propose
that the FPC should be able to impose new ‘counter-cyclical’ capi-
tal requirements on banking institutions and groups. Such controls,
which rise and fall depending on the state of the financial cycle, have
been shown to be effective in reducing leverage and limiting systemic
risk in the financial system.®°

In the run-up to the financial crisis, much of the risk that had built
up in the financial system was hidden in the shadow banking sector.
The growing interconnectivity between banks and non-bank financial
institutions meant that a slight increase in defaults spread quickly
throughout the system, creating a systemic crisis.® Non-bank finan-
cial institutions are still very important to the UK’s financial system
today, and regulation has failed to keep pace with developments in the
sector.®? There are concerns about the distribution and visibility of risks
in this complex system, which ultimately can precipitate a financial
crisis.®

At present, the UK has a bank levy based on lenders’ balance sheets,
and banks are also subject to a corporation tax surcharge. The latter in
practice has an anti-competitive effect, with a greater proportionate

impact on small and challenger banks.5* We therefore propose that the
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corporation tax surcharge be abolished, and the bank levy made into a
counter-cyclical measure applied to both regular and shadow banks.
This would limit profitability at the height of the financial cycle and

protect banks in downswings.

Improving company stability

While borrowing for investment is desirable, as the financial crisis
exposed, companies can become vulnerable if they are excessively
indebted. Very high debt levels - sometimes as much as six or seven
times pre-tax profits - increase the exposure of companies to shocks,
such as an increase in the cost of borrowing or a sudden downturn in
revenues that means debt cannot be serviced.

The reasons for increases in corporate debt levels in the lead-up to
the financial crisis were multi-faceted. Financial deregulation, com-
bined with low global interest rates, encouraged corporations to take
out more debt.® The emergence of the leveraged buyout model of
acquisitions saw financial engineering increase company debt levels,
in many cases with little or no long-term value creation in the process.%
One of the underlying reasons has been the preferential treatment
given to debt over equity financing through debt interest tax relief.5

The OECD guidelines on base erosion and profit shifting guide-
lines recommend that countries adopt reforms to cap the amount of
debt interest relief at between 10 and 30 per cent of corporate annual
earnings. The UK has since committed to following through with this
recommendation, using the upper limit of 30 per cent. However, this
will only affect a small number of very large companies.% We therefore
propose that the UK review whether the cap should be progressively
reduced to the lower limit of 10 per cent of earnings recommended by the
OECD from 2022-7.
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Tackling illicit capital flows and promoting
transparency

Over recent years, increasing attention has been drawn to the role of
London, and therefore sterling, in international money laundering
and tax avoidance and evasion.® There is evidence to suggest that
illicit capital flows account for a sizeable and growing portion of the
capital that flows into the UK. This is reflected in the sustained positive
balance in the ‘net errors and omissions’ (NEO) item of the balance of
payments, which over the last decade has been consistently above 0.5
per cent of GDP.” It is likely to have contributed to sterling’s apprecia-
tion and sustained its high value.

Sterling is a particularly attractive currency to use for money laun-
dering and tax evasion for a number of reasons. The UK is a major
conduit to the network of so-called ‘secrecy jurisdictions’, where
companies can be registered without scrutiny, such as the British
Virgin Islands and the Cayman Islands.”™ At the same time, the London
property market is a significant destination for laundered money.”
And until recently, sterling has been a strong currency not subject to
too much volatility.

Reducing the use of sterling for illegal activities should be an aim in
itself. It would also help stem the level of capital inflows into the UK,
thereby placing downward pressure on sterling and helping to correct
its overvaluation. We therefore propose a series of measures to clamp
down on tax avoidance and illicit capital flows into the UK.

Transparency of company ownership is vital for the management
of risk and the elimination of criminal and corrupt activity. If the
authorities are to act on the latter, and if investors are to make good
investment decisions based on risk, they need to know who owns

what.
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The UK has been pioneering the development of a searchable,
free-to-access, public ‘Register of People with Significant Control’ of
companies. In May 2018, the House of Commons voted through the
Sanctions and Anti-Money Laundering Bill, which included a provi-
sion to extend the public register of people with significant control
to the overseas territories. This is welcome, but there are two serious
weaknesses that should now be remedied. First, the data submitted
is not verified and instead relies on wholly self-reported data from
companies, reducing confidence in its accuracy.” Proof of identity
could be required, as is the case in Denmark. And other actors - such
as lawyers, auditors, banks and estate agents - should be required to
cross-check the data with their own records and due diligence find-
ings and report discrepancies. Second, the threshold for declaration
of beneficial ownership is currently set at 25 per cent of the shares or
voting rights in a company.” This makes it relatively straightforward
to avoid: if a family were to divide ownership between five of its mem-
bers, no single person would be required to disclose their identity. We
therefore recommend that the data on the public register of people with
significant control should be verifiable; that named individuals should
be required to provide proof of identity; and that the threshold for inclu-
sion on the register should be lowered from 25 per cent to 5 per cent of
shares or voting rights.

Alongside the public register of beneficial ownership, we believe the
UK should create transparency on the beneficiaries of trusts. Trusts
are legal arrangements in which an individual transfers assets, such as
property, to a trustee to manage on behalf of someone else. By trans-
ferring control to trustees, it is possible to hide the true source of the
assets in the trust.” We therefore propose that trusts should be included
in the public register of people with significant control. This should

include the disclosure of all parties to a trust, including the individual
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that established the trust, the people set to benefit from it, and the trus-
tees who manage it.

A series of other measures are also needed. The UK should imple-
ment publicly available, country-by-country reporting to curb
corporate tax avoidance and create a ‘blacklist’ of financial regulatory
havens. Alongside increased transparency, enforcement measures
should be in stepped up, and more substantial sanctions applied for
those found to be undertaking illegal activity in or via the UK. Banks
found to have knowingly or unknowingly facilitated illegal activities in
the UK should be liable for much higher fines, and those individuals
found to have engaged in or facilitated these activities should also be
expected to face criminal convictions.

As the financial crisis showed, the finance sector has a significant
impact on us all. We believe our proposals would help strengthen

financial stability and promote productive investment.
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12

Spreading Wealth and Ownership
across the Economy

How much wealth people have shapes their lives: economic security
affects whether they can take a risk and set up a new business, invest in
their future through periods of education, or take time away from work
to help or support their loved ones.

But the wealth that individuals and households own - their prop-
erty, private pensions, financial assets and physical assets - is very
unequally distributed. Wealth inequalities are worsening and are a
particular source of injustice, since wealth is often not earned, but
instead either inherited or the result of rising asset values, unrelated to
effort. Many of the causes of such inequalities, particularly rising house
prices, also serve to undermine prosperity.

In this chapter we examine the UK’s inequalities of wealth and their
causes, explain why such inequalities matter, and make a series of

proposals to share wealth and asset ownership more widely.

Wealth inequality and its causes

The total wealth of households and individuals in Great Britain is esti-
mated at £12.8 trillion.! It is very unevenly distributed.? The wealthiest
10 per cent of households own more than 900 times the wealth of the

poorest 10 per cent, and five times more than the entire bottom half
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of all households combined.? Wealth is much more unequally distrib-
uted than income: whereas the median income in the top 10 per cent
is around seven times the median income in the bottom 10 per cent,
the median wealth of the top 10 per cent is 315 times the median in the
bottom 10 per cent (see figure 12.1).%

Perhaps the starkest aspect of wealth inequality today is genera-
tional. In the first half of the twentieth century, wealth tended to
cascade down the generations: each generation had more wealth than
the previous one. But every generation since the postwar ‘baby boom-
ers’ has had less wealth than the generation before them had at the
same age.® People born in the 1980s had just a third of the property
wealth at age 28 of those born in the 1970s.5

Wealth is very unequally distributed across the regions - both a

consequence and a driver of the geographical economic imbalances
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Figure 12.1 Wealth is much less equally distributed than income
Median household net equivalised income and median total net wealth by
decile, Great Britain, July 2014-June 2016
Source: ONS (2018)”
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described in chapter 15. People living in London and the South
East hold much more of the country’s wealth than those in other
regions. The average household in the South East has more than twice
the wealth (£380,600) of the average household in the North East
(£163,000).2

There is also a clear gender divide. The average man at retirement
age today has four to five times the pension pot of the average woman
at retirement age, while men in their late thirties already have 60 per
cent more savings than women.°® Social class, education and ethnicity
also still matter hugely. People with a degree are almost five times as
likely as those with no qualifications to be in a household with wealth
of £1 million or more."

At the same time, low levels of savings and high levels of debt (which
is effectively negative financial wealth), add to the distributional pic-
ture. One in eight adults has no cash savings at all available for a ‘rainy
day’ or unexpected expenses.!! One in ten households have over
£10,000 of unsecured consumer debt, and 13 per cent of households
spend over a quarter of their monthly income servicing debt or are in
arrears on loans and bills.'? Parents, particularly single parents, are
more likely to be struggling with debt than other adults.’®

Wealth inequality fell for most of the twentieth century, as economic
growth allowed lower income groups to accumulate savings and buy
homes. But since the 1980s, inequality has been rising again in almost
all developed economies. As the rate of return on financial assets and
property has exceeded the growth rate of economies as a whole, those
with greater wealth have pulled even further ahead of those dependent
primarily on their earnings from work."

In the UK, the largest single driver of rising wealth inequality
has been rising land and property prices, which for two decades

have grown far faster than earnings (see figure 12.2). This trend has
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Figure 12.2 House price inflation has significantly outstripped wage
growth for two decades

Median full-time earnings and median house prices in England and Wales,
1997-2017 (Index: 1997 = 100)

Source: IPPR analysis using ONS (2018b)*°

Note: Data for annual earnings are not available before 1999. For these years the
ratio of house price to earnings has been calculated using annualised weekly
earnings.

dramatically reduced home ownership rates. From the 1990s to the
mid-2000s, an increasing proportion of the population came to own
their own homes.'® But since the financial crash in 2007-8 this trend
has been reversed, with falling rates of home ownership among those
in the bottom half of the wealth distribution driving a significant
increase in property wealth inequality.'” It is a stark fact that today one
in 10 adults, or 5.2 million people, own a second home, while 40 per
cent own no property at all.’®

There is a distinct generational dimension to this. In 1990, half of
those aged between 25 and 34 owned their own home. But by 2017
this had fallen to one in four. By contrast, in 1990, half of those aged
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over 65 owned their own home, but by 2017 this had increased to
three in four. With land and property prices diverging markedly
between different parts of the country, this is also the single largest
source of regional wealth inequality: the total value of housing stock in
London is now greater than the housing stock of all of Scotland, Wales,
Northern Ireland and the North of England combined.?

Land and property prices have risen because demand has out-
stripped supply. Economic and population growth, particularly in
London and the South East, along with a reduction in the average
size of households, has increased demand. This has also been stoked
by more permissive lending practices by banks and other finan-
cial institutions, discussed further in chapter 11.* Increasing foreign
investment in property, much of it speculative, has exacerbated these
trends, particularly in London.?

Supply, too, has been constrained. Planning and housing policies,
including the restrictions which successive governments have placed
on local authority house-building, have kept new builds well below
the rate needed to match increasing demand.”® And as we discuss
below, a more general failure of public policy to capture the increase in
land value which arises when planning permission is given has made
house-building much more expensive than it needs to be.

Though rising land and property prices are the principal cause of
rising wealth inequality, other factors are also important. Individual
ownership of company shares has declined markedly since the 1980s.
The wealthiest 10 per cent now own over 60 per cent of the UK’s
financial wealth, including stocks and shares.*

At the same time, as we discuss in chapter 3, there are clear risks that
wealth inequality will worsen in the future if automation accelerates.
As technological advances substitute machines for labour in the pro-

duction process, this is likely to drive rising returns to capital. If share
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ownership remains highly concentrated, this will tend to increase

wealth inequality.®

Why wealth inequality matters

Wealth makes a big difference to people’s life chances and their feel-
ings of security. Those with savings and a pension have the comfort
of knowing that they and their family can deal with unexpected
events - such as an appliance breaking down at home, or being made
redundant - and can look forward to living comfortably in retirement.
Lack of savings is unsurprisingly associated with stress, relationship
breakdown, and a feeling of lack of choice and control over one’s life.*

Property wealth is particularly important in this regard. The capital
stake in a home can be borrowed against later in life: to pay for social
care costs, for example. But it also reduces housing costs. Those who
rent generally pay more, as a proportion of income, than those who
own.*

Wealth also confers opportunity, creating an ‘asset-effect’ on life
chances. Those who start out in adult life with some wealth have better
outcomes by their mid-thirties than those who do not, measured in
terms of employment, earnings, physical and mental health, and even
greater political agency.? Those with assets are more able to take risks
and invest in new ventures: among successful entrepreneurs, the most
commonly shared trait is not personality but access to capital.?

These advantages of wealth raise an important issue of economic
justice, because a great deal of wealth is unearned. While many
people’s desire to pass on wealth to their children is understand-
able, inheritance creates a lottery of birth. The amount of bequeathed

wealth as a proportion of national income is increasing: between 1977

192



SPREADING WEALTH AND OWNERSHIP ACROSS THE ECONOMY

and 2006, the total wealth gifted each year is estimated to have doubled
from 4.7 per cent to 8.2 per cent of national income.*

Some of the return on different kinds of assets may be a reward for
risk-taking, and necessary to enable people to take risks. But much is
simply an ‘economic rent’ - the difference between what an asset actu-
ally yields and the (often much lower) investment that was needed to
bring it into use. The increases in land and property values that have
occurred over the last 30 years are almost entirely unearned rents of
this kind.

Wealth inequality is damaging to prosperity. Rising land and prop-
erty values have diverted investment and lending away from more
productive uses, with banks in particular (as discussed in chapter 11)
increasing the proportion of their overall lending going into real estate.
At the same time, rising property wealth has encouraged consumers
to borrow and to spend beyond their incomes, raising household debt
and contributing towards an unbalanced pattern of overall growth.
Given the importance of private wealth to entrepreneurship, it seems
likely that the lack of wealth among large parts of the population is
limiting entrepreneurial activity in the economy as a whole.?!

Third, the structure and distribution of capital ownership shapes
how economic rewards and power are distributed in the economy.
Ownership of capital grants rights both to income and to control
over how businesses are run. The concentration of business owner-
ship means relatively few people have a significant stake in economic
decision-making, including in the businesses in which they work.

So we believe government should aim to reverse the recent rise in
wealth inequality and to spread wealth and ownership more widely.
We set out proposals to widen the ownership of wealth and ensure
more people benefit from its rising returns; to tackle the rise in land

values and build more homes; and to open up the ownership of
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businesses to their workers. In the next chapter, we look at how wealth

and land can be taxed more fairly and efficiently.

A Citizens’ Wealth Fund

How can more people share in the nation’s wealth? We propose that the
UK should establish a Citizens” Wealth Fund, a sovereign wealth fund
owned by and run in the interests of the whole population. We believe a
fund of this kind would provide a mechanism for all of society to hold
a stake in national wealth, and to benefit from the increasing returns to
capital. By transforming a part of national private and corporate wealth
into shared net public wealth, and stewarding it well, it would help
redistribute wealth within and between generations.*

Over 70 governments around the world have sovereign wealth
funds, including those of Norway, Australia, France, New Zealand,
Ireland, Singapore and nine US states. Many, but not all, are capital-
ised using royalties and tax revenues from natural resources or fiscal
surpluses; almost all are invested in a diverse range of global assets,
including equity, property and bonds. The UK had the opportunity
to create a sovereign wealth fund (as Norway did) when it began to
exploit North Sea oil in the 1970s: it is estimated that had such a fund
been created then, it would be worth over £500 billion today.*

There are a number of sources through which the UK could capital-
ise a Citizens’ Wealth Fund, which are described in detail in the policy
paper published by the Commission.** They range from revenues
from wealth taxes to the proceeds of asset sales (planned asset sales
between 2017-18 and 2022-23 are expected to raise around £57 billion,
including £15 billion from the sale of RBS shares and £27 billion from
the winding down of UK Asset Resolution).* The £14.1 billion®* worth
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of assets in the Crown Estate could be included, and new options such
as a ‘scrip tax’ (a tax on the issuance of equity) could be considered. At
a time when the costs of long-term public borrowing are very low - and
with a likely higher real rate of return from investments in a wealth
fund - government could also issue bonds to help capitalise the fund.

We estimate that from a mixture of such sources, along with the
returns from investment, it would be possible to create a Citizens’
Wealth Fund worth around £186 billion over an approximately ten-
year period.*” Average real (above inflation) returns of 4 per cent per
year from such a fund should be achievable; most funds around the
world have comfortably reached or exceeded this rate over the long
term.*® Payouts would then be made only from annual returns, pre-
serving the fund in perpetuity.

The governance of the fund should be structured so that the public
have both control and benefit of their fund and its assets.*® We would
propose that Parliament should enshrine the fund and its structure in
legislation, with a publicly appointed board. Parliament should set the
investment mandate and any ethical and sustainability requirements
on how the fund could invest, but the fund should then be indepen-
dently managed by the board, using an asset management agency.

As the ultimate owners of the fund, and as its purpose is wealth
redistribution, we believe the public should receive the monetary ben-
efits of ownership. This could be done, for example, by providing all
citizens with an annual dividend. This is currently done by the Alaska
state fund.*® But any such universal dividend would inevitably be rela-
tively small.

We are therefore more attracted to paying a larger dividend, but
focusing it on young people. At the age of 25, young people are looking
to invest in their futures. They may wish to invest in their education,

put down a deposit on a home or start a business. Currently only the
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already wealthy - generally those with wealthy parents - can do this. A
fund of £186 billion would be sufficiently large to enable it to provide
a ‘universal minimum inheritance’ of £10,000 to all 25-year-olds born
in the UK from 2030.* The Resolution Foundation’s Intergenerational
Commission has supported this proposal.** By providing everyone
with the means to invest in their future and take risks, a lump-sum
capital dividend of this kind would help to equalise the ‘opportunity
effect’ of holding assets, underpinning a more just but also a more

enterprising society.

Building more homes

Enabling more young people to build up wealth by owning their own
home, while enabling others to rent at affordable rates, will require
significant changes to the markets for land and property. House price
inflation needs to be slowed so that it no longer exceeds the growth of
earnings. And we need to increase the rate at which new homes are
built.

In chapter 11, we argue that the government should investigate
whether the Bank of England should be given a new target to con-
trol house price inflation, by using macroprudential tools to restrict
excessive lending for property. We also need to reduce the cost of new
homes by reducing the cost of building them.

The high cost of land is a fundamental cause of the shortage of
housing supply over the past few decades: it makes it more expensive,
difficult and risky to build homes at affordable prices. A negative feed-
back loop has been created, in which the high cost of land is driven by
the shortage of homes, but as land prices rise it becomes more expen-

sive to build, thus driving prices up further.*® As fewer people are able
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to own their own home, rising house prices benefit an increasingly
small group of (generally older) homeowners - and now increasingly
owners of second homes - exacerbating wealth inequality even further.

A major part of the reason why new homes are expensive is that
landowners make significant gains when residential planning per-
mission is granted. The average price of a piece of agricultural land in
England is £21,000 per hectare. But for land with planning permission
to build homes it is over £6 million per hectare.* This huge ‘planning
gain’ is created by the state, in the granting of planning permission; but
it accrues almost entirely to the landowner as an unearned windfall.

Currently local authorities can claw back some of this planning
gain for the benefit of the community through use of a Community
Infrastructure Levy on developers, or by obliging them to provide a
certain amount of affordable housing, local infrastructure or com-
munity amenities in ‘Section 106’ agreements. But these powers are
relatively weak and capture only a small amount of the increase in land
value.*”® ‘Affordability’ is based on market prices rather than incomes
and ability to pay. Since the cost of land determines the cost of the
housing built on it, this has a significant impact on the price and qual-
ity of new homes.

To address this problem, we propose a number of reforms to the land
and housing markets. First, the cap on local authority borrowing to
finance house building in England should be abolished. Today, private
sector developers are only building around half of the government'’s
target of 300,000 new homes a year. To achieve the remainder, local
authorities must be allowed to borrow. Given that housing investment
earns a return in rents paid or sales made, it makes no sense for coun-
cils’ borrowing to be capped as at present.*

Second, government should set new guidelines in England for the

minimum proportion of new housing developments which must be
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genuinely affordable. Our view is that one-third of all new housing
should be social housing for rent; one-third genuinely affordable
(in perpetuity) for sale; and one-third for sale at market prices. We
acknowledge that this may mean some private developers withdrawing
from the market. But their place should be taken by local authorities,
housing associations and other civic house-builders such as new town
development corporations.*’

Third, compulsory purchase laws should be reformed to allow local
authorities and public bodies to buy land at its ‘use value’ prior to plan-
ning permission, plus a degree of compensation. This is the approach
taken in anumber of countries including Germany and the Netherlands.
At present, under the 1961 Land Compensation Act, landowners are
able to capture the ‘hope value’ of land - the increase in its value that
would be likely to occur were it to be given planning permission. The
difference in cost to the public authority can be significant, with a dis-
torting impact on the land market.*® In practice, compulsory purchase
powers would likely be used sparingly; but the threat of them would
reduce price expectations and allow the cost of land to fall.*®

Fourth, planning authorities should be given the powers to ‘zone’
areas of land for development and freeze its price close to its current
use value, as happens in Germany.* Landowners would still get a
fair return, but any windfall would accrue to the state to pay for infra-
structure and affordable housing to benefit the local community.
Authorities would have the power to determine what would be built on
the land, ensuring that these new developments deliver high-quality
and sustainable communities.

Fifth, the sale of public land to the private sector for residential
development should in most circumstances be ended. Public ownership
offers a relatively simple way of ensuring that land is used for afford-

able housing. It also provides a way for the public to share in any rise

198



SPREADING WEALTH AND OWNERSHIP ACROSS THE ECONOMY

in land values. The public sector owns a significant proportion of land
- around 900,000 hectares, or 6 per cent of all freehold land in England
and Wales.”! And while the government has set a goal of building
160,000 homes on public sector land by 2020, only one in five of these
homes is set to be ‘affordable’, and publicland that could be developed
for housing continues to be sold.>

Suitable public land should instead be prioritised for the delivery
of genuinely affordable and high-quality developments. Government
departments should be required to retain the freehold of their public
land and enter into partnerships with local authorities and housing
associations to develop it. There are particular opportunities for public
land to be developed by community land trusts (CLTs), not-for-profit
organisations that develop and hold in perpetuity affordable homes
for a local community. Since access to land and finance are significant
barriers to CLTs,% CLTs and other co-operative housing organisations
should qualify for lending through the regional divisions of our pro-

posed National Investment Bank.

Expanding employee ownership

The third area in which we believe it is possible to spread wealth more
widely is in company ownership. * We would like to see an extension
of employee ownership, to give people a greater stake and voice in
their workplaces. The aim would be to give more people a share of
capital and to spread economic power and control in the economy
by expanding the decision rights of employees in the management
of companies. The evidence shows that broadening worker owner-
ship creates more committed workforces and more productive and

fulfilling workplaces.%
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One route to doing this is by expanding the number of employee
ownership trusts (EOTs). EOTs are a business structure introduced in
2014 that allows employees to hold a controlling stake (51 per cent or
more) of their company. The trust creates a form of employee common
ownership that gives employees both a share of profits and decision
rights through seats on the board. Based on well-established prac-
tice in the United States, EOTs are generally created when a business
owner retires or otherwise wishes to sell the business: he or she is given
the incentive to sell to an EOT by exemption from capital gains tax.

To increase the number of EOTs in the economy, we propose a number
of new tax incentives and other reforms.>® These include exempting
from inheritance tax any loans which the original business owner
makes to an EOT to enable it to buy its stake; exempting EOTs from
corporation tax, so long as its shares are allocated to its employees on
a broad basis; allowing EOTs to allocate their shares to employees as
individual stakes; and allowing former employees to retain shares as
well as current ones. We also suggest that employers should be able
to make additional pension contributions to their employees in the
form of company shares in an EOT, up to a limit to avoid the over-
concentration of risk.

The number of EOTs is currently increasing by around 50 per cent
a year. We believe these reforms could incentivise a major expansion.
Doubling the current growth rate of EOTs would lead to over 21,000
EOT companies by 2030, with almost 3 million employee owners.*” This
would mark a significant spreading of wealth and capital ownership.

A second route to expanding employee and wider forms of own-
ership is through co-operatives and mutuals. These are companies
wholly owned and governed by their workers or consumers. In 2017
there were 6,815 co-operatives in the UK with a combined turnover

of £35.7 billion, with 13.6 million members and 226,300 employees.*®
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Common ownership ensures that every member shares in the prof-
its of the company, and has a stake and a say in how it is managed.
The evidence suggests that the co-operative model is associated with
economic and social benefits, including greater job satisfaction and
wellbeing, lower levels of pay inequality and higher rates of engage-
ment and productivity.*

The UK has disproportionately fewer co-operatives and mutuals
than most other OECD countries. Germany has a co-operative sector
four times the size of the UK’s as a proportion of GDP, while in France
it is six times larger.® In the UK, many co-operatives struggle to access
the finance for investment they need, due to their unconventional
ownership structure. But there are opportunities for expansion, par-
ticularly in the service sector where capital requirements are relatively
light.

To help support the expansion of the co-operative and mutual sector,
we propose a Co-operative Development Act. Such an Act would pro-
vide statutory underpinning for the principle of ‘asset-locked reserves’,
ensuring capital owned by a co-operative cannot be divided indi-
vidually among members. In turn, this would enable co-ops to raise
long-term investment capital without the threat of demutualisation.
The Act could also introduce a ‘right to own’, giving employees the
option to buy out a conventional business when it was being offered for
sale, and turning it into a co-operative or EOT.

By widening the ownership of wealth, tackling the rise in land values
and building more homes, and by opening up the ownership of busi-

nesses to their workers, prosperity and justice can both be served.



13

Designing Simpler and
Fairer Taxes

Taxation is the primary means by which governments raise revenue
and fund the public services on which a civilised society depends.
While taxation will always be politically controversial, it is important
that as a society we have an open and honest conversation about how
much tax we need to raise to pay for the services we want, and how
much different people should contribute. Over recent decades the UK
tax system has become very complicated and in many respects it does
not promote economic justice.

Though a comprehensive review of the tax system was beyond our
scope, the Commission has examined both the overall rate of taxation
in the economy and the way in which some key taxes are levied. We
seek a tax system that is progressive - so that those with the greatest
ability to pay contribute the most - as well as transparent and efficient.
In this chapter we propose changes to the taxation of income, wealth,
land and business, each of which would make the tax system both sim-

pler and fairer.

Public spending underpins a modern society

Modern economies rely on public spending. The private sector could

not make a profit, nor could any of us earn a living, without the core
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services provided by the public sector, including education, health
and social care, transport and policing, along with the social, welfare
and cultural services that sustain livelihoods and social cohesion.
Through these services, the state assumes and collectivises vital risks
and costs, on which the private sector relies but which it could not itself
replicate. Public services are also a crucial part of the economy in their
own right, employing over five million people, generating their own tax
receipts, and creating markets for public procurement worth around
£200 billion a year.! Their outputs constitute an important part of the
country’s prosperity.

The reduction in the UK’s budget deficit since 2009-10 has been
achieved largely through reductions in public expenditure; around
four-fifths has come from government spending falling as a propor-
tion of GDP, and only one-fifth from rising tax revenue.? This has come
at a cost. It is clear now that many public services are under severe
strain. This has been widely recognised in the case of the NHS.® But
it is plainly true too in other fields: in social care, the police service,
prisons and local authority services in general. At the same time,
widespread hardships have been generated by cuts to benefits and tax
credits, and by the freeze on public sector pay.* We believe there is a
real question facing the country, therefore, of whether public spend-
ing can or should be cut further, as is currently planned; or should
instead be increased.

By European standards, the UK is not a high-tax country. At around
33 per cent of GDP, tax revenues are significantly lower than the
OECD average: they are on a par with Estonia, the Czech Republic
and Poland; but are well below more comparable economies such
as Germany (38 per cent), France (45 per cent) and Denmark (46 per
cent).’ Different levels of taxation partly reflect national economic

conditions, but they are largely determined by the political decisions
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that countries have made over the quality of their public services and
welfare spending. As the experience of different European economies
shows, there is no simple relationship between economic performance
and the levels of taxation and public spending.® Higher levels of taxa-
tion do not mean impaired economic performance - on the contrary, if
spent on the right things, they can generate stronger growth as well as
better public goods.

The UK’s level of taxation is not just an issue for today. The deeper
challenge we must confront is the pressure on public spending that
will come in the future. Projections by the OBR show that over the
next 30 years there will be a widening gap between expected public
spending and forecast tax receipts. Without changes in policy,
the public sector deficit is set to grow throughout the 2020s and
beyond, rising to over 5 per cent of GDP in 2056-7; as a result, over-
all debt is projected to rise from around 90 per cent of GDP today
to 172 per cent by 2056-7.7 This ‘fiscal gap’ will continue to widen
until 2066-7, the final year of the OBR’s projections. The OBR warns
starkly that this is ‘an unsustainable fiscal position over the long
term’.®

This widening deficit will be driven largely by demographic change,
as the proportion of the population aged over 65 rises from 18 per cent
in 2016 to 26 per cent by 2066.° An ageing population - particularly
the much larger numbers of the very elderly - means rising demand
both for public pensions and for cost-intensive health and social care.
These two factors alone are expected to contribute to an increase in
public expenditure of as much as 3.9 per cent of GDP between 2021-2
and 2036-7.1° At the same time, demographic change will also reduce
the proportion of the population who are in work. In effect, a propor-
tionately smaller working-age population will be required to pay for a

larger (and more costly) non-working one.
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The Commission therefore welcomes the recent recognition by
the government that the overall level of taxes will have to rise to
pay for the improved health and social care the country needs. We
call for a serious debate about the appropriate level of both public
spending and taxation which can achieve the economy and society we

desire.

Taxation of individual incomes

Taxes on individual incomes account for 42 per cent of major UK
tax receipts and equate to 15.2 per cent of GDP."! The UK’s current
system of taxing incomes is complex: it combines two different tax
schedules, one for income tax and another for employees’ national
insurance contributions (NICs), with a variety of different tax rates,
bands, thresholds, allowances and reliefs. These make it both difficult
to understand and less progressive than it could be.'

The marginal rate of taxation on incomes varies somewhat
arbitrarily. While the effective rate of tax on annual earnings from
employment above the tax-free allowance is 32 per cent, this is
only 7.5 per cent for income paid in dividends from company prof-
its. The marginal rate of income tax jumps from 40 per cent to
60 per cent and back to 40 as the personal allowance is withdrawn
for incomes over £100,000 (see figure 13.1). For income tax payers
on the lowest earnings, effective marginal tax rates - once means-
tested benefits are withdrawn as a result of higher pay - can be as
high as 75 per cent. This variable treatment of different sources of
incomes, combined with sharp ‘cliffs’ in the marginal rate between
tax bands, creates distorting economic incentives and is not

transparent.
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An important principle of any tax system is that it should be pro-
gressive - ensuring that an individual’s marginal tax rate rises as
their earnings rise. Income taxes are the most effective instrument
for making the tax system more progressive as a whole. But overall,
they are failing in this task. On average, the poorest 20 per cent of
households pay 35 per cent of their gross income in tax, which is more
than the top 20 per cent (indeed, more than all other quintiles).!® This
means that income taxes are not doing enough to offset the effects of
other, more regressive taxes like VAT and council tax. It is notable that
the UK raises less tax from earned income, as a proportion of GDP,

than most other West European countries.'

Proposed reforms

To address these challenges, we propose that personal income taxes
should be simplified and the system reformed.'® This would have two
key elements.

First, the rates and allowances for employee NICs and income tax
should be combined into a single tax schedule, and applied to all
incomes on an individual, annual basis. All income would be treated
under the same rates, irrespective of whether it was sourced from
labour earnings or from wealth. We discuss the implications of this for
wealth taxation below.

Second, the present system of marginal tax bands should be replaced
with a ‘formula-based’ system. This would abolish tax bands, apply-
ing instead a gradually rising marginal rate of tax in a smooth curve
as incomes rise. There would be a new tax-free allowance and a new
threshold for the top marginal rate. In practice every taxpayer’s marginal
rate, as well as their average rate, would depend on their own precise

level of income (see figure 13.1). This is the system used in Germany.
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Figure 13.1 A formula-based schedule produces a more even increase in

marginal and average tax rates

Effective marginal and average rates for taxation of income (%) for different
annual incomes (£) under an illustrative formula-based schedule and the
current schedule, 2017-18

Source: IPPR analysis using HMRC (2018)'6

Note: The current system represents the effective tax rates from income tax and
Class 1 employee NICs combined. This illustration covers only current forms of

income to which income tax is applied.

Such a proposed new tax system would be more progressive and
efficient, and would enable government to alter taxes more fairly and
easily.!” By improving work incentives for low earners, and removing
the variable treatment of different sources of income, it would reduce
distorting economic incentives and make tax avoidance less feasible.

Most importantly, it would enable the income tax system to be

made more progressive. Using illustrative versions of a formula-based

207



PART Il: OUR 10-PART PLAN

tax system for the UK, a fiscally neutral reform has significant redis-
tributive potential.'® Such a system would allow the same level of total
revenue to be raised as at present while giving more than 80 per cent of
taxpayers an increase in their post-tax income, with gains around the
median income as high as £1,200 a year (see figure 13.1).

By eliminating distortions, such a system would make it simpler
for governments to adjust the position of the curve to meet revenue
requirements. We estimate that, were a government to want to raise an
illustrative £16 billion a year for additional public spending, a formula-
based system would allow this to be done while still increasing or
keeping constant post-tax incomes for at least 75 per cent of individual
taxpayers. Only the highest 25 per cent of taxpayers would need to pay
more.' Overall, we believe these reforms would therefore make the
UK’s tax system more transparent, more progressive and better able to

meet the public spending challenges we will face in the future.

Taxation of wealth

Wealth is currently taxed in the UK in a number of different ways.?
Excluding taxes on property (which we address below), the main taxes
on wealth are capital gains tax, dividend income taxation, inheritance
tax, stamp duty reserve tax, and taxation of trusts. These taxes currently
represent 4 per cent of total tax receipts, raising an estimated £27.7
billion in 2017-18.2! In their current form, these arrangements work
against economic justice.

There are simple ways to avoid paying many of these taxes.
Inheritance tax (currently levied at 40 per cent on bequests over
£325,000 for a single person, or £650,000 for a married couple), for

example, can be avoided by transferring wealth to others more than
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seven years before death. This is generally easier to do for the very
wealthy, who are less likely to need the money, than for those with
assets closer to the value of the threshold.

There is a fundamental injustice in the way that income from
work is taxed more highly than income from wealth. While earned
income is taxed at 20, 40 and 45 per cent, capital gains are taxed at 10
and 20 per cent (and 18 and 28 per cent on property, excluding first
homes), while dividends attract rates of 7.5, 32.5 and 38.1 per cent.
These differences significantly benefit those with wealth, and those
who can organise their income to be paid in that form. This is plainly
unfair.

We believe it is time for a new approach to taxing wealth. As the
returns to wealth exceed the growth of earned income, the tax system
should do more to reduce wealth inequality. Much of the increase in
wealth comes from unearned economic ‘rents’ which do not contrib-
ute to economic output or growth and can be taxed without significant

economic impact.

Proposed reforms

First, we propose that all income, whether from work or from wealth,
should be taxed in the same way. This would mean abolishing capi-
tal gains tax and the separate rates of tax for dividends altogether,
and incorporating income from dividends and capital gains into the
income tax schedule. Whilst we would argue that most exemptions
from capital gains tax should be removed, we would maintain the
exemption for capital gains on first homes. We believe these gains
could be most effectively captured through a progressive replacement
for council tax, although we have not explored this possibility in detail,

together with reform of inheritance tax, set out below.
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Taxing income from wealth in the same way as income from work
was recommended by the Mirrlees review of taxation®* as well as
others.” It would allow for the capture of a greater proportion of the
economic rents derived from wealth and would reduce the incentives
for avoidance. While uncertainty around the behavioural response to
such a reform makes it difficult to estimate the fiscal impact, we would
expect the higher rates in our proposal to yield substantially more rev-
enue than the present system.?

Second, we propose that inheritance tax should be abolished, and
replaced with a lifetime gifts tax levied on the recipient. Inheritance tax
is unpopular, and it is levied on the wrong party. Taxation should be
levied on those who receive income (reflecting their circumstances),
not on those who make a bequest. A lifetime gifts tax would be a tax
on all gifts received throughout a person’s life, above a specified life-
time allowance, which we propose should initially be set at around
£125,000. Once an individual has received gifts worth over this limit,
all further gifts would be classified as income for that year and taxed
at income tax rates. Gifts worth a small amount, and gifts between
spouses and civil partners, would be exempt from the tax.

A number of countries have gift taxes of this kind, including Ireland,
Germany, France, Belgium and the Netherlands.? In the UK, this pro-
posal too has been widely advocated by others.? It would reduce the
opportunities for avoidance offered by the current system of inherit-
ance tax. It would focus taxation on those who can pay it. And it could
raise more revenue, in a fairer way, than the current system. Modelling
undertaken by the Resolution Foundation indicates that taxing gifts
through the income tax system in this way could raise around £15 bil-
lion in 2020-1, around £9 billion more than the current inheritance tax

system.*
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Taxation of property and land

Taxes on property and land have long been favoured by economists.?
Fixed in supply and hard to avoid, they - and the economic rents they
earn - can be taxed without distorting behaviour.?® In the UK, the
main taxes on property and land are council tax, stamp duty land tax
(SDLT) and the national non-domestic rate (business rates). Council
tax is levied on domestic properties and is part of the funding base for
local government; SDLT is charged on residential property sales, paid
for by the purchaser; business rates, also collected locally, are calcu-
lated as a percentage of the estimated rental - or ‘rateable’ - value of
non-residential property. These combined taxes raised £72.6 billion
in 2017-18, representing 10.4 per cent of overall tax receipts.

None of these taxes is ideally designed. Council tax is still calcu-
lated on the estimated value of homes in 1991, leaving those whose
homes have gained most in value since then significantly under-taxed.
Business rates do not apply to undeveloped land, creating significant
distortions in the incentives to hold and develop land. Stamp duty adds
undesirable friction to the property market and makes home owner-
ship more expensive, especially for those on low incomes.?! None of
these taxes adequately capture increases in land values, including those
which occur when planning permission is granted. Overall, there is a
strong case that land in the UK is currently under-taxed.*? In turn (as we
discuss in chapter 11), this contributes to the wider problem of rising

land and house prices and their impact on macroeconomic stability.**

Proposed reforms

We believe there is a strong case for reforming the system of com-

mercial property taxation. In particular, like others, we see significant
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merit in the replacement of business rates by a land value tax (LVT).3
If these reforms were successful, they would provide useful lessons
for the wider reform of council tax and stamp duty which are plainly
necessary.

A land value tax is based on two principles.* It taxes the value
of land, not the property standing on it. And the value of the land is
calculated on the basis of its ‘optimum use’ under existing planning
permission, not its current use. These principles confer several advan-
tages over the taxation of property, such as our current business rates.
By taxing undeveloped land on the basis of its use value, it penalises
those who hold land without developing it, and incentivises develop-
ment. Since the value of a property is excluded from the valuation of
the land, it does not penalise those businesses which improve their
properties, as business rates do today.

Introducing a land value tax in the UK would not be simple. There
are still inadequacies in the registration of land ownership. Estimating
the value of land without the property on it would require new tech-
niques and institutional arrangements. There would also be significant
transitional issues in shifting from one form of taxation to another.
Nonetheless, land value taxation is already in place in a number of
European countries, as well as in parts of the US, Australia and New
Zealand, and each has found ways of overcoming the obstacles.

Introducing a land value tax would, we believe, be the most eco-
nomically efficient means of taxing commercial land without the
distorting effects of business rates. It would support, rather than deter,
productive investment; and it would capture some of the unearned
windfalls from the ownership of land and reduce the incentive to
speculate on it. It would help rebalance the economy geographi-
cally, making disadvantaged regions with lower land values more

attractive locations in which to do business. We therefore propose that
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the intention should be set to replace business rates by a new land value
tax on all non-residential land, and measures should be introduced for
the registration and valuation of land for this purpose.

We would see such a tax continuing to fund local government,
with the rates of tax set nationally (as is the case for business rates),
to allow for redistribution between local authorities. In due course,
as regions converged, it might be possible to introduce some local

variation.

Business taxation

Since 2008, the main rate of corporation tax paid by businesses on their
profits in the UK has been dramatically reduced, from 30 per cent to
19 per cent. The UK now has the lowest rate of corporation tax in the
G7, and one of the lowest rates among all developed countries.*® At the
same time, the rate of employers’ National Insurance contributions
(ENICs) has been raised. As a result, the relative importance of these
taxes in revenue terms has been reversed: corporation tax revenues
have fallen from 3.5 per cent of GDP in 2006 to just 2.7 per cent of GDP
today.*” Over the same period, revenues from ENICs have risen from
3 per cent of GDP to nearly 4 per cent.®® The overall effect has been to
reduce the tax paid by profitable but low-employment businesses and
increase it for those with more employees but lower profits.

The intention behind cutting corporation tax was to increase pri-
vate investment.*® This has not happened. Corporate investment in
the UK remains lower today than in economies with much higher
rates of corporation tax, such as France (38 per cent) and Germany
(31 per cent).* There is, in fact, little evidence that investment levels

are significantly influenced by corporation tax rates; a whole range of
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other factors, particularly the overall level of demand in the economy,
are much more important.*! Shifting the relative burden of taxation
from profits to payroll has changed the balance of who ultimately pays
them. Broadly speaking, taxes on profits fall on shareholders, while
employment taxes are paid (in the form of lower wages) by employees
themselves.*? The shift in business taxation has therefore almost cer-
tainly contributed to widening inequality.

At the same time as corporation tax rates have been cut, a prolif-
eration of reliefs and allowances has led to the erosion of the tax base.
As the National Audit Office (NAO) has observed, the 119 separate
reliefs which now exist have created a highly complicated and opaque
system.* Such reliefs distort economic incentives in arbitrary and
often damaging ways, as well as providing opportunities for avoidance.
A number have failed to achieve their stated purpose: as we noted in
chapter 6, the patent box and R&D tax credits, for example, have sig-
nificant ‘deadweight’ loss.*

These developments have taken place in the context of mounting
evidence that many multinational corporations are able to avoid cor-
porate income taxation altogether, in the UK and elsewhere. According
to the NAO, 50 per cent of the largest 800 businesses in the UK paid less
than £10 million each in corporation tax in 2012-13, with 20 per cent
paying none at all.** Of course, a low or zero tax liability may be a genuine
reflection of low profits earned. But it is clear that international ‘profit
shifting’, where a company’s pricing and accounts are organised so as to
show profits occurring in the lowest tax jurisdictions, has become wide-
spread.”® It is within the business community that this is perhaps most
widely considered unfair, since it effectively leaves domestic firms that
cannot avoid tax paying more to compensate for the foregone revenues.

Profit shifting is a global problem, requiring international tax coop-

eration to solve it. The recently agreed convention on ‘base erosion
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and profit shifting’ (BEPS) - overseen by the OECD and involving
more than 100 countries - has begun to address these concerns, but
it has not achieved a full solution, and the UK currently only plans to
implement some of the proposed reforms.*” Recent changes to the US
system of corporate income taxation - including the lowering of the
main federal rate from 30 to 21 per cent - risk triggering a ‘race to the
bottom’ between competing jurisdictions, which would result in lower

tax revenues everywhere.*®

Proposed reforms

We believe that UK corporation tax is now too low. It raises insuffi-
cient revenue, and profitable companies which are able to pay more
should do so. We see no reason for the UK to be an outlier among
developed countries in this respect. We therefore propose that the UK
should retain its international competitiveness by matching the lowest
effective rate of corporation tax in the G7, while simplifying the system
of reliefs and allowances to increase the tax base. This would mean an
increase in the UK rate of corporation tax from 19 per cent to 24 per
cent. (Although the US has reduced its federal rate to 21 per cent, its
effective average rate is 25.7 per cent when state corporation taxes
are included.*®) Using HMRC figures, we estimate that, if this increase
were to be implemented over three years, this would raise £13.3 billion
in additional tax revenue in 2020-1.%° At the same time, there is scope
to raise the level of investment allowances to tilt corporate incentives
towards investment rather than dividend payments.

The Office of Tax Simplification has called for a ‘roadmap’ for the
simplification of the corporation tax system, and we would support
such a move. As we argue in chapter 6, there is a compelling case for

the removal or reduction in the value of reliefs, including the patent
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box and R&D tax reliefs, and (among others) the depreciation of write-
down allowances. We would argue that no new tax reliefs should be
introduced unless it can be shown that the desired effect cannot be
achieved through more transparent spending measures instead.

At the same time, to tackle tax avoidance by multinational cor-
porations, we propose the introduction of an Alternative Minimum
Corporation Tax (AMCT). This would be a ‘backstop tax’ levied on
multinational companies which consistently reported low profits in
the UK and were unable to show that these were genuine.* Our pro-
posal is that the AMCT should be applied when a firm declared profits
below a certain percentage of its global profits for more than five years.
The tax would be calculated on the basis of the company’s sales in
the UK, expressed as a proportion of its global turnover. That propor-
tion would then be applied to the firm’s global profits, to produce an
imputed measure of profit earned within the UK. The ACMT would
then be levied on that profit estimate. Firms would be able to challenge
the AMCT by opening their books to HMRC to prove that the UK was a
less profitable market for the firm than its global margin would suggest.

The introduction of an AMCT would, we believe, do much to tackle
the unfairness of multinational profit-shifting, and would help move
towards an international system in which tax is properly assigned to
the jurisdictions in which the profits are made. In this regard, the gov-
ernment should seek to ratify and implement the BEPS Convention
as soon as possible, and work hard with other countries to develop
further measures to reduce international tax avoidance and evasion.

Reforming taxation is essential if prosperity is to be promoted and
justice secured. As we have shown in this chapter, it is possible to make

taxes both simpler and fairer at the same time.
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Ensuring Environmental
Sustainability

In chapter 2, we stated our conviction that environmental sustain-
ability must lie at the heart of economic policy. We cannot sustain
prosperity into the future if climate change continues on its present
course, and if the world’s environmental resources and life support
systems continue to be degraded and depleted. Enhancing the integrity
of the natural environment is also central to justice: both in relation to
future generations, and in respect of the world’s poorer citizens today,
whose livelihoods and security are affected by the global impacts of the
consumption and production for which we in the UK are responsible.
As a Commission, it was beyond our scope to examine and make
recommendations in every area of environmental policy. In this chap-
ter we therefore focus on the overall framework of policymaking which
can enable the UK economy to become environmentally sustainable -
while at the same time supporting our goals of higher productivity,

stronger innovation and exports and better jobs across the country.

Sustainability and green growth

All economies are ultimately dependent on the natural environment,
to provide material and energy resources and to assimilate wastes, and

to maintain fundamental ‘ecosystem services’ such as the regulation of
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the water cycle and a stable climate.! Today, many of the natural sys-
tems that sustain human life and economic activity are under severe
threat.

Unless current emissions of greenhouse gases are drastically
reduced, the earth is on course for an increase in the average global
temperature of at least 3-4 degrees Celsius by the end of the century.
Even at 2 degrees of warming, the impacts will be severe. They include
a higher incidence of extreme weather events (such as flooding, storm
surges and droughts), which may lead to a breakdown of infrastructure
networks and critical services, particularly in cities and coastal regions;
lower agricultural productivity, increasing the risk of food insecurity;
increased ill-health and mortality from extreme heat events and dis-
ease; a greater risk of the displacement of peoples and conflict; and a
faster loss of ecosystems and species.?

Yet climate change is only one of many kinds of environmental
degradation that have resulted from a growing global population and
economic growth. A third of all arable land is now degraded.® The
increase in carbon dioxide emissions has increased the acidity of the
oceans by 30 per cent since the Industrial Revolution.* Habitat loss
and species extinction are accelerating, with the current period now
regarded as the ‘sixth major mass extinction’ in the earth’s history.®
Around 8 million tonnes of plastic are estimated to enter the world’s
oceans each year.®

To assess the risks posed by these trends, recent scientific work has
developed the concept of a ‘safe operating space’ for humanity across
arange of environmental functions. The safe space is characterised by
‘planetary boundaries’ beyond which environmental degradation will
cross critical thresholds or ‘tipping points’, risking catastrophic and/
or irreversible damage.” Analysis suggests that for biodiversity loss and

the nitrogen and phosphorous cycles, human activities are already
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outside the safe operating space, with climate change and land use
change (such as deforestation and the loss of wetlands) at increasing
risk of approaching this condition. In almost all fields, the risks are
rising.

As an advanced, rich economy, the UK contributes both to these
global threats and to a range of national and local environmental
problems, including air and water pollution, and loss of biodiversity
and soil fertility. Around 40,000 deaths per year in the UK are now
attributable to exposure to outdoor air pollution.® More than one in
ten of the UK’s wildlife species are threatened with extinction, and the
total number of animals and plants has declined by a sixth since 1970,
making the UK one of the most nature-depleted nations in the world.?
On current trends, we may have only 30-40 years of soil fertility left.*

In this context, the goal of sustainability takes on critical importance.
It can be defined as the reduction of the economy’s environmental
impacts to levels at which the capacities of the natural environment - to
supply resources, to absorb wastes, and to provide life support services
and amenities - are maintained over time, at stable and acceptable
standards of environmental health and integrity.!" In turn, this means
defining what those standards are. This will partly be a scientific pro-
cess, based on our understanding of biophysical systems and natural
resource capacities. And it will partly be a social and political one, in
which societies choose the levels of harm they are prepared to tolerate,
and the integrity and beauty of the natural world in which they will live.

It is clear that achieving a sustainable economy will require major
changes in the ways in which we use and consume resources, in this
country and globally. It demands above all a huge improvement in
‘resource productivity’, the rate at which we use resources and gen-
erate waste per pound of economic value created. Raising resource

productivity needs to become as important a source of economic
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growth as raising labour productivity. There is considerable poten-
tial to do this: a recent study for the United Nations Environmental
Programme suggests that resource efficiency policies could boost
GDP in advanced countries by around 3 per cent by 2050, with even
larger global gains.'? This is the strategy now widely described as ‘green
growth’.”3

Raising resource productivity can take many different forms. The
structural shift in the composition of output over recent decades, from
manufacturing to services and digital products, has already generated
a marked reduction in domestic environmental impact - although
some of this has merely been exported to developing countries where
the bulk of manufacturing is now conducted. Technological innova-
tion is driving other dramatic improvements: from renewable energy
sources such as wind and solar, to ‘smart’ electricity systems that
manage supply and demand; from new lighter materials and water-
efficientindustrial processes, to new forms of agricultural management
that reduce greenhouse gas (GHG) emissions.”® The development of
the ‘circular economy’, focused on reusing and recycling materials
and eliminating waste, offers particular potential to ‘decouple’ eco-
nomic growth from resource use and environmental impact.'® And as
technologies change, so do people’s tastes and lifestyles. Generational
shifts in attitudes towards consumption, the growth of vegetarianism,
the valuing of experiential, ‘natural’ and ‘artisan’ products and ethical
consumer choices: all point to changing patterns of demand in the
future.'”

It is important, however, to recognise the scale of the productivity
improvements required. The decoupling of growth and resource use
has to be at a sufficient pace to bring environmental impacts down
to sustainable levels. For example, to keep average global warming to

below 2 degrees by 2050, global greenhouse gas emissions will need to
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fall by about 5 per cent per year. But with continuing economic growth
of over 2 per cent per year, the carbon intensity (or resource produc-
tivity) of the global economy would have to fall by around 7 per cent
per year. This is about ten times faster than it has been falling since
1990.8 It means in effect the more or less complete ‘decarbonisation’
of energy, transport and industrial systems by mid-century.' Indeed,
as the Paris Climate Agreement acknowledged, achieving the goal of
limiting warming to under 2 degrees (or under 1.5 degrees, to which
the Agreement aspires) will require the reduction of net greenhouse
gas emissions to zero in the period beyond 2050.%°

The policy challenge to achieve resource productivity improve-
ments on this kind of scale - across multiple environmental issues - is
therefore very large. But the economic benefits are also likely to be
significant. Environmental improvement requires investment and cre-
ates demand for new goods and services, which stimulates economic
growth and job-creation. Over the past ten years, environmental poli-
cies both at home and overseas have led to a significant growth in the
UK’s environmental goods and services sector. This contributed £30.5
billion in gross value added to the UK economy in 2015, or 1.6 per cent
of GDP, and employed around 335,000 full-time employees, around 1
per cent of total UK employment.?' The UK is already a world leader in
a number of environmental industries, with growing global markets
and huge potential for technological innovation.?*

There is considerable potential, therefore, for the UK to achieve
green growth. But the policy framework to achieve it on the scale
necessary is not yet in place. Although the UK has been successful in
decoupling its economic growth and domestic greenhouse gas emis-
sions (see figure 14.1), the government’s independent Committee on
Climate Change has warned that we are not on track to meet the statu-

tory ‘carbon budgets’ for the 2020s, which governments have set under
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Source: Committee on Climate Change (2018)*

the Climate Change Act 2008 in order to reduce our emissions by
80 per cent by 2050 (see figure 14.2). And on many of the other major
environmental indicators, progress is either too slow or the trends are
adverse, with the UK’s global environmental footprint significantly

above sustainable levels.?*

A Sustainable Economy Act

The UK has a comprehensive array of environmental policies, most of
which have derived from our membership of the European Union and
are largely devolved. Yet we are far from achieving sustainability. There

are two simple reasons for this.

222



ENSURING ENVIRONMENTAL SUSTAINABILITY

400
350 \ RN
300 REETTT LTI ST T Ty n
©
2 250
9]
2200
(0]
)
3 150
= 100
50
0
O ~ N O ¥ 10D © N 0 O O mr A O T I ©O N 0 O O ~ A
Ll ol =l ol s ol s e s s S S . S & A oV A o\ A VI oV I o VY VA oV B <> T 0 p B 6.0
O O O O O O O O O O O O O O O O O O O O O o
AN AN AN AN NN AN NN
—— Historic emissions Medium risk: policies that may not deliver
—— High risk: high-level intentions only —— Policy gap: unrealised potential for cost-
--=- Cost-effective path effective abatement

«+«¢+ Legislated carbon budgets

Figure 14.2 The UK is currently off track to meet its statutory carbon
budgets in the 2020s

Risks around the delivery of policies to meet carbon budgets (non-traded
sector)
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The first is that most environmental policy has been aimed at
improving the individual environmental performance of companies
and products, not their aggregate impact on the environment. Products
such as cars and white goods, buildings, farms and factories have been
required to cut the waste and pollution they generate individually,
whether through standards and regulations, taxes and charges, or
incentives of various kinds. But their collective impact on the envi-
ronment as a whole has not been controlled. In practice, individual
product and business-level improvements have been outweighed by
the overall effect of economic growth, and by the introduction of new
products and economic activities. So even though almost every aspect
of the economy is more environmentally efficient than in the past, air
pollution has continued to get worse, soil quality is damaged, habitats

and species have been lost, and resources depleted.
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Second, many global impacts are barely regulated at all. There are
almost no controls on plastics pollution. Though there are some sus-
tainability standards for timber, fish and a few other products, the vast
majority of globally traded resources, including foods, face few or no
environmental constraints. So it is no wonder that our production and
consumption patterns are not sustainable.

The major exception to this fundamental problem of environmental
policy has been in the field of climate change. It is not just individual
products and companies that are required to cut their greenhouse gas
emissions: whole countries are. Under the Paris Climate Agreement,
EU law and the UK’s own 2008 Climate Change Act, we have imposed
environmental limits on our entire economy. The Act requires govern-
ments to limit the total carbon emissions of the UK to target levels set
in statute, derived from an assessment of the UK’s fair contribution to
the global goal of holding average warming to under two degrees.

The Climate Change Act effectively brings the UK economy within
a ‘sustainability limit'. Every five years, the government of the day
is required to adopt a legally binding carbon budget, a maximum
amount of GHG emissions the UK economy can emit in a five-year
period. Such budgets must be set for 15 years ahead to give businesses
and investors time to plan reductions, and they must lie on a plausible
trajectory towards the long-term goal of an 80 per cent reduction in UK
emissions by 2050 (defined relative to 1990 levels). The budgets must
be set by government taking into account the advice of the independ-
ent Committee on Climate Change (CCC), which must in turn take
into account a range of scientific, economic, social and international
factors. And once the budgets have been adopted by Parliament,
the government is legally required to produce a plan showing how it
will meet them. The CCC must report to Parliament on the success or

otherwise of the government’s policies in achieving its targets.
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Since at present we are not on track to reach the carbon budgets, it
might be said that the Act has not worked. But the critical point is that
the budgets are legally binding on the government, so it can be taken to
court for failing to achieve them and forced to take further action until
it does. In 2015 the government repealed or abandoned a whole range
of climate policies.?® But two years later, the Act forced its successor
administration to come back with a new plan and new policies to meet
the statutory targets. In this way the Act has therefore overcome one of
the key problems for environmental policy, that of short-term politi-
cal changes undermining long-term environmental goals. The Act has
retained almost universal cross-party support.*”

If the UK is to achieve a sustainable economy, not just in rela-
tion to climate change, but across the full range of its environmental
impacts, the principles of the Climate Change Act need to be applied
more widely. This is particularly important in the light of Brexit, which
will demand a new basis for environmental law in the UK and for the
devolved nations. We therefore propose that Parliament legislates for a
Sustainable Economy Act, to provide an overall framework of environ-
mental policy for the UK, grounded in the principle of sustainability. It
would be based on the successful model of the Climate Change Act.

The core of a Sustainable Economy Act would be alegal requirement
on government to set environmental limits in law, and to produce
economy-wide plans to achieve them. Over time, these limits should
cover all the major global and domestic environmental impacts of the
UK economy. For each major environmental impact, the Act would
require a long-term goal to be established, and then a trajectory of
short- and medium-term targets to be periodically set. So, for example,
a 25-year goal of eliminating non-recyclable plastics would be imple-
mented through a series of five-year plans to cut annual plastic waste by

a specific number of tonnes. A long-term goal of restoring biodiversity
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to (say) a 1970 benchmark would be implemented through successive
five-year targets for individual declining species. Local air pollution
targets could be set in a similar way.

As with carbon budgets, these limits and targets should be bio-
physically informed but politically chosen. Our proposed Act would
therefore establish an independent Committee on Sustainability,
made up of experts in a range of fields, drawn from different economic
and social constituencies. On the model of the CCC, it would be tasked
with providing advice to the government on the setting of both long-
term goals and shorter term targets, based on a range of both scientific
and economic and social criteria. Where the relevant limits are global
(such as for plastics pollution), the Committee would be expected to
define a fair UK target based on our contribution to the global problem,
as with greenhouse gas emissions. As the CCC does, it would also pro-
vide guidance to government on how these targets could be feasibly
achieved through technological and policy change, and would report
on the success or otherwise of policy in doing so. The Committee
would be accountable to Parliament.

In the same way as the Climate Change Act, a key feature of
the Sustainable Economy Act would be its requirement, not just on
Parliament to adopt environmental limits, but on the government to
produce a plan showing how it would meet them. The combination
of statutory targets and plans would be designed to ensure that the
UK economy was placed on a trajectory towards sustainable levels
of environmental impact in the short, medium and long term. The
government needs to be held accountable in this task by a new envi-
ronmental ‘watchdog’ body with sufficient powers to replace the roles
of the European Commission and European Court of Justice.?

A Sustainable Economy Act of this kind would fill the two gaps in

current environmental policymaking. It would require governments
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not just to introduce environmental standards at the level of indi-
vidual products and companies, but for their aggregate environmental
impact. And it would frame policy not just for domestic impacts, but

for the UK’s global footprint.

Green industrial strategy

Setting environmental limits is, of course, only the first stage of envi-
ronmental policymaking. Ensuring that aggregate impacts stay within
those limits requires an array of policies in relevant sectors designed
to incentivise companies to change their production methods and
products, and consumers to change their demand, in order to raise
resource productivity sufficiently. Such policies may take many forms:
law and regulation, taxes, charges and tradable permit systems, land
use and infrastructure planning, public spending, consumer incen-
tives and so on.*

Two goals should be key to the policy design process. First, policies
should aim not to raise overall economic costs, but as far as possible to
reduce them by encouraging innovation and shifts in demand, thereby
boosting economic growth rather than retarding it. Second, in doing
so, the goal should be to maximise the domestic economic advantage
of achieving environmental targets, in terms of UK-based output,
employment and exports.

The latter goal represents a relatively new departure for environ-
mental policymaking in the UK. In the past, environmental policy
required companies to install new, more environmentally friendly
processes and equipment and for consumers to buy new greener
products. But it did not pay much attention to where those things were

produced. Today, we have the opportunity to use industrial strategy
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to ensure that as much as possible of the demand created by environ-
mental policy is supplied by UK-based firms.

An example of integrating demand and supply in this way has already
occurred since the passage of the 2008 Climate Change Act, which
shifted energy policy significantly towards renewables. It was clear
that this would lead to a huge demand for offshore wind turbines and
associated goods and services; but at the time the Act was passed, there
were no offshore turbine manufacturers located in the UK. So succes-
sive governments have sought to attract manufacturing investment, by
making available land and port capacity on the North Sea coast, fund-
ing research and development, improving workforce skills and helping
UK companies enter the supply chain. As a result, the UK now has nine
wind turbine manufacturing and assembly plants, supplying not only
the UK but the expanding European offshore wind market, with a wider
supply industry estimated to employ around 13,000 people.*

We believe this offers a widely applicable model for combining
environmental policy with industrial strategy. In chapter 6, we argue
that industrial strategy should be organised in part around ‘missions’,
in which government directs innovation and supply chain policy to
meet some of the great societal challenges of the twenty-first century;
and that ‘green growth’ should be one of these. We therefore propose
the adoption of a ‘green industrial strategy’, with the aim of reducing the
UK'’s environmental footprint to levels consistent with global sustain-
ability by 2040.

In practice, a green industrial strategy would be likely to comprise

three sub-missions:

e Decarbonisation, covering the reduction in greenhouse gas and
local air pollution emissions in energy, transport, buildings,

industry and agriculture
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o The circular economy, covering the overall reduction in the use
of materials, their sustainable sourcing, and the elimination of
waste

e Sustainable natural capital, covering the conservation and
enhancement of habitats, species and landscapes and the main-

tenance of water, nitrogen and phosphorous cycles.

Each mission or sub-mission would be implemented through three
steps. On the demand side, this would include the establishment of
a long-run goal and intermediate targets, and a set of environmental
policies designed to meet them. On the supply side, it would comprise
a set of industrial strategy policies aimed at supporting the innovation
and supply chains through which the targets can be met most cost-
effectively and with maximum benefit to the UK economy.

The government already has some of this framework in place.
Under the Climate Change Act it has published a Clean Growth
Strategy, which sets out the policies designed to achieve the carbon
budgets covering the period 2023-32.3! Separately, it has produced a
25-year Environment Plan, covering its long-run ambitions across a
comprehensive range of environmental issues.* Between them these
documents begin the process of establishing goals and targets and set-
ting out the policies required to meet them, though many of the targets
remain merely aspirational, and many of the policies as yet undefined.
One of the goals of a Sustainable Economy Act would be to give these
targets the statutory force that only the carbon budgets have now, and
require the government to publish policy plans to meet them.

There is a particular economic importance to statutory targets
and plans. They effectively tell businesses and investors where there
are going to be present and future markets, and how large they are

likely to be. As such they can strongly incentivise companies to invest
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in productive techniques and goods and services that can meet this
demand, and in innovation to meet them more cheaply or in new ways
altogether. It also considerably reduces the risk in doing so, since there
is much greater certainty of future demand than would otherwise exist.
As we argue in chapter 4, the creation of expectations and the reduc-
tion in risk and uncertainty to raise the level of investment is a key
economic role that the state can play.®

On the supply side, the present government has started out on the
road to a green industrial strategy, naming ‘clean growth’ as one of the
‘grand challenges’ towards which innovation policy will be directed.
We would like to see this programme considerably expanded to
encompass the full set of sub-missions we have identified. The mission
should become a strong organising focus both for the business depart-
ment and for its agencies, notably UK Research and Innovation (which
already has well-advanced programmes in some of these areas), and
our proposed National Investment Bank.

One of the key elements of green industrial strategy should be to
support workers and communities adversely affected by the process of
change. Over recent years the international trade union movement has
developed the idea and practice of a ‘just transition’.* This acknowl-
edges that meeting climate change targets will involve the decline
of high-carbon sectors, and therefore seeks accompanying policies
to enable displaced workers to acquire new skills, and communities
dependent on old sectors to create new employment opportunities.
We believe this should be a key focus of the partnership-based regional
and local industrial strategies we propose in chapters 6 and 15.

We acknowledge that making the UK economy globally sustainable
will not be easy. It will involve a transformation in the way we produce
and consume resources, affecting more or less every major sector. It

must become a central goal of economic policy, requiring a degree of
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policy commitment no government has yet shown. But we believe it
offers immense opportunities for the UK to develop new world-leading

sectors, and to provide high-quality employment opportunities across

the country.



15

Creating a New Economic
Constitution

The UK economy is often discussed as if it were a unified whole. In fact,
it is several economies that are intertwined but also distinct. Scotland,
Wales, Northern Ireland and the English regions each have a different
history, a different mix of economic activities, and different challenges
to their future prosperity. As the UK economy has changed in structure
over the last 40 years, particularly through deindustrialisation, large
geographic inequalities have been allowed to develop: average earn-
ings, for example, are now a third lower in the East Midlands than they
are in London.!

In this chapter, we discuss how devolving more autonomy over
economic policymaking - to the nations of the UK and to the regional
level in England - would help to address the UK’s geographical eco-
nomic imbalances. And we make the case more widely for a ‘social
partnership’ approach to economic governance, in which the gov-
ernment consults more widely with business, trade unions and civil
society - as well as with the nations and regions of the UK - on its
economic plans and policies. Rethinking where and how economic
decisions are made is essential to achieving prosperity and justice for

the whole country.
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One state, many economies

In terms of economic output per head, as we note in chapter 1, the UK
is a deeply unbalanced economy. London is effectively an economy
in its own right, distinct from the rest of the country: incomes, output
and productivity are the highest in the UK, yet high housing costs
mean living standards are below average, and the capital has the
widest inequalities between the richest and poorest neighbourhoods.?
Since devolution, Scotland’s economy has performed relatively well
on pay, productivity growth and employment, but since the financial
crisis its growth has slowed relative to the UK as a whole. Northern
Ireland, Wales and some areas in the North of England - the parts of
the country where the loss of manufacturing capacity has been felt
most acutely - are the UK’s poorest (see figure 15.1 and table 15.1). The
UK’s nations and regions have had very different experiences follow-
ing the 2008-9 recession, with the poorest areas taking much longer
to recover. This has increased the gap between the best economic

performers, and the worst.?

England

England is often characterised as having an economic ‘north-south
divide’, and for the most part, this is true. London is a global centre for
finance, professional services, technology and the creative industries,
and is one of the world’s top tourist destinations. Proximity to London
has helped the South East to become the second-most prosperous
part of the UK. Some parts of the East of England have similarly ben-
efited, notably the new high-tech cluster around Cambridge, which
forms a ‘Golden Triangle’ of innovation activity with Oxford and

London.
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Figure 15.1 Geographically, the UK economy is deeply and increasingly
unbalanced

Real gross value added (GVA) per head of population (£) for UK nations and
regions, 2005 prices

Source: ONS (2017)* and HM Treasury (2018)°

In contrast, the regions in the North, Midlands and most of the
South West of England have struggled to find new economic identities
as their manufacturing and mining sectors have diminished. In recent
decades, regional strategies in England have been almost entirely
managed by central government, with (until recently) little proactive
policy intervention, and there are much lower levels of infrastruc-
ture investment than in London and the South East.® As a result, the
public sector accounts for a larger share of employment, meaning that
austerity has had a proportionally greater economic impact. The lack
of a high-quality replacement for manufacturing jobs means many
regions in England have struggled with high levels of ‘structural’ eco-

nomic inactivity, and much of the employment now on offer - in retail,
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wholesale and health and social care - is low-paid, low-skilled, and
less productive than the same industries in London."

But there are important exceptions. The Midlands is a hub for
high-value manufacturing, not least in the automotive sector; in the
North, Cheshire East is the most productive sub-region outside of the
South East, and Manchester has seen strong inward investment. And
although London’s aggregate economic performance is strong, this
masks huge variation between inner and outer areas. London has the
highest child poverty rate in the country after housing costs are taken
into account (37 per cent), despite having the highest average incomes

in the country.'?

Scotland

Scotland is in many ways the strongest-performing economy outside
of London and the South East. Its richest urban centre, Edinburgh,
has average disposable incomes per capita (GDHI) on a par with the
South East of England,’® and over the last 20 years it has developed
a multi-dimensional economy, with strengths in financial services,
construction and manufacturing, as well as the oil and gas industry
centred around Aberdeen.

Looking ahead, however, it faces a unique set of challenges. Though
oil and gas remain a significant source of high-paid jobs and gross
value added (GVA), this leaves the economy highly exposed to shocks.
The sector shed 13,000 jobs between 2014 and 2017 in the wake of the
2014 oil price crash,'* and in the longer term, the potential reduction in
the industry’s importance to the economy will mean Scotland needs to
expand its other economic activities.

Scotland also faces a more difficult demographic outlook than other

parts of the country. Its population is ageing more quickly than the rest
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of the UK: its over-75s population is projected to increase by 27 per
cent between 2016 and 2026."° This will place extra pressure on health
and social care services, while at the same time reducing the propor-

tion of working-age taxpayers.

Wales

The Welsh economy has the lowest productivity of the four nations or
any region of England. Wales has struggled to find alternative sources of
productive economic growth since the closure of the coal mines and the
decline of manufacturing, and suffers from poor internal connectivity.
There are important divergences within Wales; whereas in Cardiff GVA
per hour worked is only 6 per cent below the UK average, in other parts
of Wales, such as Powys, it is less than two-thirds of the average.'®
Although it has significant natural tourist attractions, energy gen-
eration capacity, and some advanced manufacturing, these industries
are generally small-scale and cannot offer the employment oppor-
tunities that would make them a sufficient replacement for the
manufacturing and mining capacity that has been lost. As a result,
much of Wales’ rural and semi-rural population remains economically
isolated: working-age economic inactivity is 24 per cent, while 18.5 per
cent of young people (aged 19-24) are not in employment, education

or training."”

Northern Ireland

Across a broad range of indicators, Northern Ireland is an under-
performing part of the UK (see table 15.1). It faces the twin headwinds
of political instability - its devolved government has been suspended

since summer 2017 - and relative geographical isolation, having no
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land border with the rest of the UK, and a 100-mile journey from
Belfast to Dublin, the nearest major city over land. Its economy is
weighted towards low-wage, low-productivity service sectors, such as
retail, tourism and health, and although some manufacturing sectors
have grown strongly over the past 20 years, in particular chemicals and
engineering, they remain a small component of Northern Ireland’s
economy.

The city of Belfast is one significant exception to this picture. More
than a third of Belfast’'s workforce are graduates and it has attracted
significant inward investment.!® As a result, its GVA per head is sig-
nificantly higher than both the UK average and the rest of Northern
Ireland. It has diversified sectors including financial services, creative
and digital industries (notably cyber security), life sciences and clean
tech.

Across Northern Ireland as a whole, economic performance is
both a driver and a consequence of its skills base: 16.3 per cent of the
working age population have no qualifications (twice the UK average),
while only 31.9 per cent of adults have a university-level qualification.'®
At 27.9 per cent, its working-age economic inactivity rate is the highest

in the country.?

Diverse challenges require devolved policy
solutions

The Commission believes that reducing these geographical imbalances
should be amongst the highest priorities of government. It violates our
goal of justice that economic opportunities and life chances should
differ so greatly between people living in different parts of the coun-

try. Such an unbalanced pattern of growth is also not economically
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efficient, since it fails to make best use of the talents and capabilities of
many people and places.

Driving equitable and sustainable growth right across the country
cannot be done from Whitehall. The assets and capabilities as well as
the present and future challenges of different parts of the country are
diverse. The requisite levels of local knowledge or commitment simply
cannot be found in central government departments. The only way
this can be done, we believe, is through decentralisation of economic
powers and resources.

There has already been devolution to Scotland, Wales and Northern
Ireland. In Scotland the assignation of tax revenue from VAT and
devolution of other taxes means that by 2021 the Scottish Parliament
will raise around half of its budget from taxes raised in Scotland. The
education, justice and health systems have always been separate in
Scotland; it has responsibility for economic development and trans-
port; and more recently further powers in relation to employability,
social security and tax have been devolved. But the Scottish gov-
ernment still has relatively few economic policy levers and limited
(though recently increased) capacity to borrow, while labour market
regulation and immigration policy, as for the rest of the UK, are set
from Westminster.

The lack of economic levers is even more pronounced in Wales
and Northern Ireland. In Wales, some powers over stamp duty and
income tax have been devolved, and borrowing powers increased, but
the Welsh government has less power over income tax than Scotland,
and unlike Scotland it has no powers over air passenger duty or assign-
ment of VAT. Northern Ireland has the lowest level of fiscal devolution
amongst the nations: long-haul air passenger duty was devolved in
January 2013, while the rates system (the equivalent of council tax) and

business rates are also devolved.?! Devolution within Northern Ireland
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is also minimal: councils in Northern Ireland were responsible for less
than 4 per cent (£738 million) of public spending in Northern Ireland
in 2015-16, compared with 27 per cent in Scotland and Wales.*

Over recent years Westminster has begun to devolve some eco-
nomic powers within England. Nine ‘combined authorities’ have now
been established to bring local councils together, mostly in urban
areas. These have greater control over transport policy and spending,
and some powers over skills and planning. But the ‘devolution deals’
are effectively spending allocations from Whitehall, and much of this
power is in fact delegated rather than devolved.>® The devolution pro-
cess has been piecemeal and haphazard, more a function of Whitehall
departments’ willingness to shift responsibility, combined with vari-
able local appetite, than economic need. There has been minimal fiscal
devolution. Business rate retention is being piloted in some areas, but
is unlikely to deliver much autonomy, because it requires so much
redistribution to make it work.?*

In England, two pan-regional government initiatives, the ‘Northern
Powerhouse’ and the ‘Midlands Engine’, have provided new brands
under which regional investment can be coordinated and promoted.*
By spanning larger economic geographies than the traditional
English ‘regions’, the Northern Powerhouse (15.3 million people) and
Midlands Engine (10.5 million people) suggest a scale of sub-national
government in line with the regional governments of other compara-
ble countries. While still relatively informal, they have begun to take
institutional form in some places: Transport for the North is England’s
first statutory transport body outside London, and other such organi-
sations are planned for other regions.?® But their coverage of England
is only partial, they have little democratic scrutiny or accountability,
and their remit is much narrower than regional governments in other

countries.?”
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International comparisons reveal the extent to which the UK is an
outlier in the degree to which economic decision-making is centralised
rather than devolved. Even among countries with a unitary rather than
federal governance structure, the UK makes relatively few economic
spending decisions at the sub-national level, particularly given its size
(see figure 15.2). It also collects the lowest proportion of tax locally of
any G7 country: even taking into account the further fiscal devolution
in the pipeline: just 12 per centis set to be levied at a sub-national level,
compared with close to 50 per cent in Canada (at either the local or
provincial level), and 30 per cent in Germany. %

It is clear why other countries have more decentralised governance.
Devolution of control over economic policy has multiple benefits. First,
and most basic, is the superior level of attention, responsiveness and

insight that sub-national policymakers can give to their economies; far
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Source: OECD (2018)*

Note: Measuring fiscal devolution is complex, and interpreting these figures should be
undertaken with caution.*
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more than central government can ever achieve.? Second, it is easier
to hold local representatives accountable, since the channels through
which sub-national policy impacts on local economic outcomes are
much more transparent and traceable.* Third, decentralisation facili-
tates intelligent coordination of infrastructure, public services and
policy. Devolving transport policy alongside labour market policy
enables integration between transport modes and the cross-subsidy
of routes to improve connectivity in excluded areas.* Devolving edu-
cation, training and labour market policy means barriers to work can
be addressed more effectively.*® And delivering land use planning
policy alongside transport and housing means they can be much more
aligned with economic, social and environmental objectives.*

There is clear international evidence that devolution works at
reducing geographical imbalances.*® In Germany, the federal system,
supported by a system of fiscal transfers, has helped to raise the eco-
nomic performance of many parts of eastern Germany and narrow
the productivity gap with the western regions. Less than 30 years after
reunification, much of former East Germany now outperforms many
English regions outside of London.*” Even countries with strong tradi-
tions of centralised government, such France and Japan, have in recent
decades committed to long-term programmes of decentralisation.
These have delivered significant benefits to second-tier cities such as
Lyon, Bordeaux and Osaka.®

For policy at local level, functional ‘travel to work’ areas provide the
appropriate scale of economic governance, particularly to integrate
spatial and transport planning, and to develop education, skills and
business support policies to meet the needs of local labour markets.
But at present these functions are very patchily performed: most local
authorities are simply too small and have too few powers and resources.

In England, the 39 business-led Local Enterprise Partnerships (set up
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in 2010 to replace the much better-funded Regional Development
Agencies) operate at a more appropriate scale, but they have limited
resources and powers, and are of inconsistent quality and capacity.*
The Local Enterprise Partnership geographies overlap with one another,
and with the combined authorities in some parts of the country.

Beyond the local economy, the international evidence suggests
that there is a suite of economic policies that are most effectively
designed and controlled at what could be described as a ‘mezzanine
tier’ of governance: larger than a county or city region, but smaller than
the size of the UK as a whole.”’ The German Linder (which average
5.2 million residents), French conséil regionals (5.3 million) and US
states (6.1 million) are all examples of sub-national units that operate
their own economic policies effectively. The specific policy areas and
responsibilities that are suitable at this scale are those that require
coordination over a large functional economic area, such as infrastruc-
ture planning, inward investment, regional industrial strategy and
public investment banking.*!

Such a mezzanine tier of governance already exists within the UK
in the devolved nations of Scotland, Wales, Northern Ireland and in
London. The Northern Powerhouse and the Midlands Engine are small
steps towards institutional arrangements at that scale in England. But

for the rest of England, it is missing.

Devolving economic governance in England

To build an economy that achieves prosperity and justice right across
the UK, we believe that much stronger economic powers and responsi-
bilities need to be held at sub-national level. This is particularly true in

England. Current devolution arrangements are simply not adequate to
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the task of developing regions’ strengths, reviving poorer regions and
towns, or allowing the regions to shape their own destinies. We need
institutions with sufficient resources and capacity to make a significant

difference.

Regional economic executives

We therefore propose the creation of four economic authorities or
‘executives’ for the regions of England, to be responsible for regional
economic and industrial strategy. The Northern Economic Executive
and Midlands Economic Executive would be created from the cur-
rent institutions of the Northern Powerhouse and Midlands Engine
respectively. In the rest of the country we propose that the government
consult on the creation of an economic executive for the South West,
and a South East Economic Executive encompassing London, the East
and the South East regions (see figure 15.3).

The economic executives should have responsibility for a range of

economic development functions at regional level, including

o regional industrial strategies, including innovation clusters,
supply chains and inward investment, as set out in chapter 6

e regional infrastructure planning, including transport, energy,
communications and environmental and resource management

« oversight of inter-city rail networks and franchises and the new
‘major road network’

« regional immigration policy, as set out in chapter 6

e oversight of the regional divisions of our proposed National
Investment Bank (NIB) in England, as set out in chapter 6

« responsibility for regional spending of the Inclusive Growth Fund

we propose below.
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ENGLAND

NORTHERN
IRELAND
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South East

Ed
Figure 15.3 Potential geographies of
regional economic executives in England
Source: IPPR

Economic executives of this kind would be able to represent their
regions overseas to attract inward investment in the way that smaller
existing authorities cannot. At this scale they would have the political
clout to demand resources from central government, and to attract
talented staff. As the Northern Powerhouse and Midlands Engine

have shown, we hope that they would be able to overcome some of the
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rivalries between cities and towns that currently exist at the smaller
regional scale. Through the regional divisions of the NIB they should
have the power to borrow to invest.

We propose that each economic executive should be governed
by a ‘regional council’ indirectly elected from their constituent local
authorities, to ensure they are democratically accountable. In the first
instance they should be funded by a block grant from the Treasury,
but in due course might become part of a new, more devolved fiscal

framework for England.

City and county regions

Beneath the regional level we also need stronger economic institutions
at city region and county level. We believe combined authorities are
a sensible model. We therefore propose that combined authorities are
created to cover the rest of England, in both city and county regions. This
should happen on an appropriate timetable in different areas given
local circumstances.

Such combined authorities would have responsibility for many
of the place-based elements of industrial strategy, including labour
market planning, further education and skills and business support
services, working in conjunction with the national productivity agency
(Productivity UK) we propose in chapter 6. They should also have full
autonomy over local transport services. We would expect combined
authorities to be funded by block grants, offering the freedom to allo-
cate funds across their areas of control, and to be able to levy some
taxes of their own, including workplace parking levies, hotel bed taxes,
congestion charges and business rate supplements. Once established,
city-regions and county-regions should be allowed to borrow to invest

in social housing and transport infrastructure.
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We see particular potential in the development of ‘local wealth-
building’ strategies.*? In recent years a number of local authorities
have sought to use their procurement policies to support the develop-
ment of local businesses and supply chains (see box below). Several
have combined with other ‘anchor institutions’ at local level, such as
hospitals, universities, housing associations and major businesses.*
The aim is to enable as much as possible of local procurement to be
supplied from within the local economy, thereby supporting local
employment and preventing the ‘leakage’ of local demand out of the
local economy.* Combined with industrial strategy policies to sup-
port business growth and innovation, local wealth-building strategies
offer an important means of reviving disadvantaged local economies.
They can provide particular opportunities to develop social enterprises
(businesses with social as well as commercial purposes), including

community and cooperatively owned businesses of various kinds.

Examples of local wealth-building strategies

¢ Preston City Council has made a concerted effort towards com-
munity wealth-building since 2013. Coordinating a number of
other local ‘anchor institutions’, it has increased the propor-
tion of collective procurement spent in the local economy
from 5 per cent to over 18 per cent in 2016-17, and in the wider
Lancashire economy from 39 per cent to over 79 per cent.*
Drawing on US experience in Cleveland, Ohio, its strategy has
been theorised as a ‘Preston model’.*®

¢ Manchester City Council has pioneered ‘progressive procure-

ment’ since 2008. Targeting organisations based in, or with a

presence in, Manchester, it has increased the proportion of
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total procurement spent in the city from 51 per cent in 2008-9
to 74 per cent in 2015-16. At the Greater Manchester level, this
has risen from 86.5 per cent to 90.7 per cent, with an estimated
creation of over 5,000 new jobs.*

« Since the Welsh Assembly government committed to increasing
procurement spend in Wales-based businesses in 2013, the pro-
portion of public procurement expenditure won by businesses
in Wales has increased from 34 per cent to 50 per cent.*® The
strategy has changed the policies of the National Procurement

Service for Wales and the Value Wales organisation.

Economic policy in the devolved nations

As a UK-wide Commission, we have not sought to define economic
strategies for the devolved nations. We are conscious that the devolved
governments in Scotland and Wales, in particular, have been pursuing
active economic development strategies.*® In Scotland, we have seen
important recent contributions to how sustainable economic growth
can be delivered.*® We therefore limit our recommendations to those
areas where our proposals in this report would need to be implemented
at a devolved level, and to further economic powers and responsi-
bilities which we believe should be devolved from Westminster. In
Northern Ireland, restoration of the Assembly is plainly a precondition

for further devolution.

Devolved measures

For a number of the policy recommendations we have made in other

chapters, it would be for the devolved governments in Scotland, Wales
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and Northern Ireland to decide whether and how to implement them.
These encompass many of our proposals on industrial strategy, includ-
ing the establishment of a new national productivity agency, skills
policies and a ‘good jobs standard’. Our proposal for the latter has
already drawn on the Scottish government’s Fair Work agenda. Where
in England we propose extending the model of combined authorities
to provide stronger institutions for local economic development, in
each of the devolved nations there are strong arguments also to give
greater powers to existing local authorities. In Northern Ireland this
could involve a consideration of unitary status, and the development
of ‘rural economy deals’.%!

We see a particular opportunity to devolve some aspects of immi-
gration policy. This would allow the governments of Scotland, Wales
and potentially Northern Ireland (although we recognise that the
evolution of Brexit will have implications here) to develop new visa
arrangements for non-EU nationals, and EU nationals following Brexit,
to help tackle demographic change and align immigration with skills
policy as it applies in each country. As with devolved immigration
systems in Canada and Australia, the UK government would continue
to issue visas (including the devolved nation visas) and undertake
security vetting.

The Scottish government is already in the process of establishing
a Scottish National Investment Bank (SNIB), which we welcome, and
there is a Development Bank of Wales (DBW).52 We hope that these
would cooperate closely with the National Investment Bank (NIB)
we propose, which we would therefore envisage operating largely
in the rest of the UK. We see the NIB having a national division in
Northern Ireland, under the scrutiny of the devolved government,
and regional divisions in the four economic executive regions of

England.
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Further devolution of economic development powers

Scotland is currently able to borrow 15 per cent of its annual capital
budget (around £450 million) up to a maximum of £3 billion in total.
We believe there is a good case that further borrowing powers should
be devolved to the Scottish Parliament, to take its annual capital bor-
rowing limit to 1 per cent of GDP (around £1.5 billion per year) and its
total capital borrowing limit to 10 per cent of GDP (around £15 billion
in total). This would allow the Scottish government to capitalise the
SNIB more quickly, and to boost infrastructure and business invest-
ment in Scotland.

Wales is in particular need of new transport infrastructure in
order to connect its fragmented economy, and this will also require
substantial additional investment. We believe there would be merit
in granting the Welsh government the same power to borrow in
proportion to its spending as the Scottish government. If imple-
mented, this would raise its annual limit from £150 million (under the
current arrangements) to just over £600 million (1 per cent of GDP),
and its total borrowing cap from £1 billion to £6 billion (10 per cent of
GDP).%®

At the same time, given its unique labour market, we can see
a strong case for the Welsh government to be given more auton-
omy over employment support, including the work and health
programme, and the ability to top up benefit payments, bringing
its powers into line with those of Scotland. This would enable the
integration of the public services that support people moving into
work, and it would enable more effective matching of job seekers to

opportunities.
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An Inclusive Growth Fund

More decentralisation of revenue-raising in the UK is desirable, but the
current inequalities between different parts of the UK mean it is not feasi-
ble without retaining a significant redistributive function from the centre.
For example, giving city regions the power to raise their own tax revenues
without a block grant would immediately increase inequality, as most
regions would be unable to raise the resources they need. Many coun-
tries have developed redistributive solutions to this problem: Germany,
Sweden, France and Canada each have a different model of fiscal transfers
between central and regional levels of government from which the UK
can learn.> The functioning of Scotland’s new Fiscal Framework, which
attempts to balance risk between the UK and Scotland following the
devolution of tax powers and revenues, will also be instructive.*

The UK’s membership of the European Union has delivered signifi-
cant targeted support to the poorest parts of the UK via the European
Regional Development and Social Funds. As the UK leaves the EU, the
government has pledged that this support will be replaced. We therefore
propose that the UK government should create an Inclusive Growth Fund
(IGF) of £10 billion over five years, with the explicit objective of narrowing
geographical inequalities within the UK. This should be administered by
the devolved nations (as the EU funds are now) along with our proposed
economic executives and combined authorities in England. Given that the
European structural funds are due to spend a total of €10.9 billion in the UK
between 2014 and 2020, a funding level for the IGF of £10 billion over five
years would act as a replacement. For further funding of economic develop-
ment across the UK, consideration might be given to a ‘solidarity surcharge’
on some taxes, similar to that used following the reunification of East and
West Germany in the early 1990s, and to the solidarity taxes introduced by

Japan and France to fund the restoration of infrastructure after crises.*
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Developing the partnership economy

In chapter 4, we expressed our desire for stronger models of social
partnership in the economy. This would have important implications
for economic governance.

Over the last 40 years, economic policy in the UK has been almost
exclusively managed by the Treasury. (Since 1997 the Bank of England
has been independent but operating under a Treasury mandate.) As an
institution, the Treasury has often taken a very orthodox approach in
its consideration of economic ideas and policies. We believe it would
be beneficial for economic policymaking to be opened up more widely,
both within government and beyond it.

First, we would like to see government engage in much broader
consultation on economic policy. In particular, we propose that public
consultation should be required for all measures announced in the
Budget. Currently, the Treasury’s fiscal decision-making is highly
secretive, with Chancellors of the Exchequer frequently delighting
in pulling out surprise ‘policy rabbits’ on Budget day. Most other
countries (including the UK’s devolved nations) have much more
open budget processes, in which policies are consulted upon as in
other departments of government. Although there are some ‘over-
night’ tax changes and other policies for which this is not possible
due to market sensitivities, there is no reason why most Budget meas-
ures cannot be subject to consultation. This would much reduce the
risk of poor fiscal policymaking, of a kind too frequently seen in recent
years.

At the same time, we would like to see government engage in a
much more open public conversation about economic policy choices.
Many people feel understandably ill-educated and confused about

economic policy, and it should be part of the government’s role to
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widen public understanding, as the Bank of England has been trying
to do.”” We see particular potential in citizens’ deliberation processes,
such as recently piloted by the Royal Society of Arts, and would like to
see further exercises of this kind.*®

Second, we believe that a much wider range of voices needs to be
involved in national economic policymaking. It is no longer sufficient
for the Westminster government to seek to manage the economy on its
own: this should be a process of partnership with the devolved nations
and regions of the UK, and with the interests of businesses, trade
unions and civil society.

We therefore propose the establishment of a National Economic
Council (NEC) as a forum for economic policy consultation and coor-
dination. We see this being chaired jointly by the Chancellor of the
Exchequer and Secretary of State for Business, Energy and Industrial
Strategy, and to comprise in addition the economy ministers of the
devolved nations, the leaders of the four economic executives in
England, and the leaders of major business, trade union and relevant
civil society organisations.

The NEC would have two principal roles. It would advise on economic
policies. And it would draw up and agree a coordinated ten-year plan
for the UK economy. The plan would provide a coordinated framework
for the management of economic policy, with clear targets and specific
commitments made by each tier of government and by the social partner
organisations. Such a plan would be widely consulted upon, and progress
against it would be reported to the UK Parliament and the devolved
Parliaments and Assemblies. It would be updated every three years.

The old centralised methods of making economic policy will no
longer do. We believe our proposals for devolution and partnership

offer a better way to achieve prosperity and justice together.
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