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The apprenticeship 
levy
The apprenticeship levy was introduced 
in April 2017 and represents a significant 
increase in the level of government 
intervention in the financing of training. 
It is a controversial policy that has 
proved unpopular with some employers. 
What is the economic rationale for 
introducing the scheme, how does it 
work and what impact will it have on the 
training market? Jon Guest explains

The government argues that without this 
intervention employers’ spending on training 
will continue to fall below optimal levels. In 

other words, training is an area that suffers from market 
failure. Why is this the case?

The economic rationale
Employers will finance training if they are able to 
obtain a return on their investment. These returns are 
the greater profits that can be generated by retaining the 
trained employees at wage rates below their increased 
productivity. The longer the trained employees stay with 
the employer and the larger the gap between wages and 
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productivity, the greater the extra profits. Therefore, 
employers will be more reluctant to contribute towards 
the costs if their employees are likely to leave as soon as 
the training is completed.

If trained employees join other firms for higher rates 
of pay that are still below their productivity then this is 
a clear example of a positive externality in production. 
One firm has incurred the costs while others have 
captured the extra profit the expenditure generates. 
This is often referred to as the ‘poaching’ problem. 

How does the levy work?
The apprenticeship levy is a payment that large 
employers have to make into an online service account. 
It is calculated as 0.5% of that part of the employer’s 
annual wage bill that exceeds £3 million.

The government estimates that in 2017–18 
approximately 19,000 employers will have to pay this 
new levy. Although this is only a small proportion of 
all employers (less than 2%), it will have a big impact 
on the labour market. Some estimates suggest that 60% 
of employees work in an organisation that will have to 
pay the levy.

Employers can reclaim their levy payments plus a 
10% government subsidy towards the costs of training 
employees who are participating in an approved 
apprenticeship — known as Apprenticeship Standards. 
Each Apprenticeship Standard is allocated to one of 15 
new funding bands by a new body called the Institute 
for Apprenticeships. Each of these funding bands has 
an upper limit ranging from £1,500 to £27,000. As 
long as any course fees for Apprenticeship Standards 
are below the upper limit, the levy money and subsidy 
can be used to contribute towards its costs. Any part of 
the course fee that exceeds its upper limit has to be paid 
separately by the employer.

The impact of the scheme
In theory those large employers who benefit from 
recruiting trained employees from other firms will now 
pay the levy but will be unable to reclaim any of the 
money, i.e. they are not paying any training costs. To 
some extent this could help to correct for the positive 
externality in production.

What is the impact on smaller employers who 
do not pay the levy — those with annual wage bills 
below £3 million? These businesses are able to claim 
large government subsidies towards the cost of 
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Large subsidies should encourage more small 
firms to invest in training staff on approved 
apprenticeships
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Questions
1 Clearly define what is meant by a positive 

externality in consumption.
2 Draw a diagram to illustrate how training 

might be an example of a positive externality 
in production. Clearly label the socially efficient 
level of training and any resulting deadweight 
welfare loss.

3 Illustrate how the wage elasticity of demand 
and supply determines the incidence of a 
payroll tax, such as the apprenticeship levy, on 
a perfectly competitive labour market.

4 The government subsidises the off-the-job 
course fees for training that is undertaken as 
part of an Apprenticeship Standard. However, 
these course fees only represent one element 
of the costs of training a worker. What are the 
other economic costs?

Weblinks

Telegraph report on the apprenticeship levy at 
‘breaking point’: www.tinyurl.com/y9rsjlo7

Guardian story on declining take-up of 
apprenticeships: www.tinyurl.com/yaudeuac

BBC account of the government’s apprenticeship 
levy: www.tinyurl.com/yaj33g9b

Apprenticeship Standards. The employer pays 10% of 
the course fee, while the remaining 90% is financed 
by the government. Once again, any part of the course 
fee that exceeds the upper limit of the funding band for 
the Apprenticeship Standard has to be paid separately 
by the employer.

The large subsidies should encourage more small 
and medium-sized firms to invest in training their 
staff on approved apprenticeships. However, the pay-
offs for those that recruit trained workers from other 
employers remain the same. Therefore the policy does 
not address this part of the externality.

Other potential impacts of the 
scheme
Wages and profits
If the available Apprenticeship Standards are not 
suitable for the training requirements of the employer, 
the levy will simply be an additional cost that reduces 
its profits. Recently, the skills adviser for the British 
Retail Consortium stated that some retailers are 
‘writing the levy off as a tax.’ However, as with other 
taxes, firms may be able to pass some of the costs on 
to their employees in the form of lower wages. The 
extent to which they can do this depends on the wage 
elasticity of demand and supply. In 2015, the Office for 
Budget Responsibility forecast that by 2020–21 most of 
the economic incidence of the levy would be passed on 
to employees. This would lead to a 0.3% fall in average 
earnings over the period.

Deadweight effect
Some employers may respond by slightly altering and/
or retitling existing training schemes so they meet 
the criteria of an Apprenticeship Standard and so 
are eligible for public funding. In this case taxpayers’ 
money is used to finance training that employers 
would otherwise have funded.

Conclusion
The early impact on the behaviour of employers has 
not been promising. In the first quarter following 

the introduction of the levy (May to July, 2017), the 
number of apprenticeship starts was 59% lower than 
the same period the previous year. The figures for the 
following quarter (August to October, 2017) were also 
disappointing — down 27%. At the moment it looks 
like the government will miss its target of 3 million 
apprenticeship starts by 2020.
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