3. The Productivity Puzzle revisited:
why has UK productivity lagged
behind other advanced economies?
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Labour productivity in the UK has
consistently lagged behind a number
of other advanced economies
including France, Germany,
Sweden and the US.
Our analysis shows that this cannot
be explained by the UK having too
small a manufacturing sector, with
the partial exception of comparisons
with Germany.
Instead it seems to reflect lower
average UK productivity levels within
a number of major industry sectors,
including retail and wholesale,
where it may have made sense for
UK companies to pursue a more
labour-intensive business model
than in other advanced economies.

Figure 3.1 – Growth in UK output per worker
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Introduction
Over the last ten years the UK has seen
much discussion of the ‘Productivity
Puzzle’. But really, there are two such
Productivity Puzzles: a ‘growth’ puzzle
and a ‘levels’ puzzle. These puzzles
could equally be called a ‘slowdown
puzzle’ and a ‘gap puzzle’.

Increasing output per worker
to German levels would boost
UK GDP by £180bn a year.

•

This is partially offset by sectors
where UK productivity is higher than
most other advanced economies,
such as financial services.

•

Higher investment levels, a stronger
education and skills strategy and
improved adoption of existing
technologies could all help the UK
to close the productivity gap with
other leading economies.
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This article was written by Alex Tuckett and Thanh Dinh.
We use output per worker as the measure of productivity in this article. Other measures are available; for instance, Total Factor Productivity (TFP) takes account
of how effectively both capital and labour are used. However, comparing TFP across countries is very difficult, and for many questions – such as how an economy
delivers living standards – output per worker is more relevant.

The first ‘puzzle’ is that UK productivity
has grown more slowly since the crisis
than before. Figure 3.1 shows that in
the ten years prior to 2008, output per
worker in the UK grew at an average
annual rate of 2%2. In the crisis years
(2008-10), productivity actually fell.
But more importantly, it has grown only
slowly in the recovery, averaging just 0.6%
growth since 2011. Although the extent of
this differs, most advanced economies
have experienced a similar slowdown
relative to pre-crisis growth rates.
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Long tail of relatively low productivity
businesses
The importance of diffusion of ideas
and techniques for productivity has been
highlighted by analysis from the OECD19
and the Bank of England20. In this narrative,
the problem with UK productivity is not
the lack of high productivity firms: the UK
is home to many world-beating companies
in sectors like finance, technology,
aerospace, pharmaceuticals and
business services that have high levels
of productivity. Rather, the problem is
that the diffusion of ideas, technology
and best practice from these ‘frontier’
firms to the rest of the private sector
(and arguably also parts of the public
sector, such as the NHS) is too slow.
The result is a ‘long-tail’ of firms with
relatively low productivity, which drags
down the UK average. This ‘long-tail’ exists
in every economy, but based on analysis
of firm-level data, Haldane (2017)21 finds
it to be more acute in the UK than in
France or Germany.
In this analysis, the problem is not so
much that firms lack the capabilities to
create new innovations, but that firms
are not effective enough at adopting
innovations created by others. R&D
spending and innovation tend to be
concentrated in a few firms, while most
companies undertake little or no R&D
activity. The importance of diffusion for
productivity can also be seen at the
country level; a small country of 10
million people or less is unlikely to
account for a very large share of global
innovation, but there are small countries
– for example Switzerland or Denmark –
which have very high levels of productivity.
Productivity growth at a global level
|must ultimately rely on technological
innovation; but the relative level of
productivity between firms (or countries)
may be driven more by who is better
at adopting these innovations.

What would help UK firms adopt
technologies and best practice more
quickly? Workforce skills are an
important factor. Part of this is about
educational standards, which give
workers the core skills they need to
adapt to new technologies. But it is at
least as important to have a system that
supports and encourages workers to
gain new skills throughout their career.
School and university age education
is important, but 80% of the workers
who will be in employment in ten years’
time are already in the workforce.
Professor John van Reenen and other
researchers have drawn attention to
the importance here of management
practices, and how much these can vary
across firms and countries22. On their
measures, UK firms in manufacturing
lag behind their counterparts in the US,
Germany, Sweden and Canada. They also
find that management practices are
positively correlated with worker skill
levels, suggesting that improvements in
these areas can be mutually reinforcing.
If managers can make better use of
information to target efficiency gains,
and adopt new techniques and
technologies, the benefits in productivity
for their firms – and the wider economy –
can be substantial. Many important new
technologies also cut across sectors,
and the UK lags behind adoption of
technology for enterprise resource
planning, supply chain and customer
relationship management23.

Regional disparities
The UK’s aggregate productivity gap can
be re-cast in regional terms. Productivity
in London is around 40% higher than
for the UK as a whole, making it more
productive on average than any of the
comparator countries examined in
this article. In contrast, productivity in
Yorkshire and Humberside is around 16%
below the UK average. Differences at
the regional level become even greater at
lower levels of disaggregation. The next
section of this report explores these
differences in regional productivity and
what causes them, concluding that if areas
with productivity below the UK average
could close half of that gap, this could
boost UK productivity by almost 4%,
closing around half the gap in aggregate
output per worker with Germany.

19 For example Andrews, Criscuolo and Gal (2015), Frontier Firms, Technology Diffusion and Public Policy.
http://www.oecd.org/economy/Frontier-firms-technology-diffusion-and-public-policy-OECD-productivity-working-papers.pdf
20 Haldane (2017) ‘Productivity Puzzles’. https://www.bankofengland.co.uk/speech/2017/productivity-puzzles
21 Ibid.
22 Bloom et al (2012), ‘Management practices across firms and countries’, NBER Working Paper 17850. https://www.nber.org/papers/w17850.pdf
23 See https://www.kcl.ac.uk/ifis/assets/gearing-up-for-digital-transformation-web.pdf
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3.3 – Conclusions and
implications for policy
and business
The UK has a persistent productivity
shortfall relative to other leading advanced
economies such as the US, Germany,
France and Sweden. Our analysis shows
that the industrial structure of the UK is
not the primary reason for this shortfall,
and strategies that seek to close this gap
by promoting any one sector are unlikely
to be successful.
A horizontal strategy, which attempts to
improve productivity performance across
a range of sectors, is a more promising
approach. This needs to have a number
of elements:
•
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Higher standards in the formal
education system, and a lifelong
upskilling strategy that supports
workers to acquire new skills –
particularly digital skills – throughout
their career, both in and out of
employment. AI and other new
technologies are likely to transform
the workplace in coming decades
and having an adaptable workforce
will be key if UK firms are to reap
the potential productivity rewards
of these technologies.
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•

Firms themselves can upskill,
investing in digital transformation and
making greater use of data to improve
management practices, allowing them
to adopt new methods more quickly
and bring their products to market
more effectively.

•

A better investment environment,
with government ensuring the country
has the modern infrastructure it needs,
and a financial system which supports
private investment by firms of all sizes.

Together with more regionally balanced
growth, these could all help the UK reduce
or close the gap with other advanced
economies. In the next section, we look
further at how this could be achieved
through policies aimed at closing regional
productivity gaps across the UK.
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