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e GDP growing but still 1.3% below pre-crisis peak.
e Services sector recovering faster under current Government than under Labour.
e Productivity still 4% below pre-crisis peak and underperforming internationally.

e Labour party has been wrong about the economy.

7 pledges Labour should make to reverse its anti-business agenda.

1. GDP AND EMPLOYMENT ACCELERATE

Recently released data on GDP and employment continue to show improvements in economic
conditions. The preliminary estimate for Q4 2013 released by the Office of National
Statistics shows that GDP rose in volume by 0.7% over the previous quarter. This translates
into:
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e a19% increase for 2013 over 2012
e an acceleration of year on year quarterly growth to 2.8% in Q4 2013.

Output increased in three of the four main industrial groupings within the economy in Q4 2013
compared with Q3 2013.

e Agriculture: 0.5% increase

e Production: 0.7% increase

e Services: 0.8% increase

e Construction: 0.3% decrease

However, in Q4 2013 GDP was estimated to be still 1.3% below the peak in Q1 2008. Labour
market conditions have continued to improve with a fall in the unemployment rate to 7.1% and
a very strong increase in employment of 280,000 in the three months to November.

2. RECOVERY STILL HAS FAR TO GO

Yet despite the good news how fragile is the recovery? We can get an indication of this by
looking at the relative performance of the main components of output — such as production
and services — over time in previous economic downturns. This analysis shows that despite
the encouraging news from the latest GDP estimates, there is more work to be done to secure
the recovery. Moreover, productivity remains a source of concern and is underperforming
internationally. What the economy needs is a series of pro-productivity measures rather than
the uncertainty arising from the anti-business agenda currently espoused by Ed Miliband’s
Labour party.

The UK has experienced at least four recessions over the last forty years. The path of real
chained output shows that the period 1973-75 witnessed a double-dip recession. This
experience has been averted in the latest downturn but what is clear from the data and the
subsequent quarters of GDP volume following the recessions is that not only was the 2008-09
downturn deeper than the others, but the recovery has been the weakest of all in comparison.
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Chart 1: Real GDP volume — Quarterly (Pre Crisis Peak = 100)
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In fact after 24 quarters real GDP as of Q4 2013 still remains 1.3% below its pre-crisis peak in
Q1 2008. Even after the double-dip recession of the mid 1970s, real GDP was 8% above its
level in Q11973 after an equivalent six year period.

This picture of a slow recovery is confirmed by looking at movements in the index of
production. It is also possible from this data to identify the quarters when industrial production
reached its nadir in each recession, Q3 in 1975, Q1 in 1981, Q1 in 1991 and Q3 in 2009. Rebasing
the production index to 100 using this level as a floor permits the measurement of the path of
an economic recovery at a more disaggregated level than shown by total GDP.
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Chart 2: Index of Production Volume — Quarterly (Recession Floor = 100)
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This production data is more volatile than GDP data but in the case of the most recent
downturn the index of production rose for four quarters and then stalled in Q1 2011. Although
the UK avoided a double dip recession, in terms of the volume of production the evidence is
that production fell again after an initial recovery starting from Q3 2009 and did not begin to
rise again on a sustained basis until Q3 2012.

Since there was an election broadly separating these two periods we can split the current
weak recovery in GDP from the time of the financial crisis into two parts to consider the impact
of the change in the administration of the economy and the public sector in 2010. Using
monthly production statistics it is only possible to compare four output recoveries: from May
1981, April 1991, September 2009 and October 2012.
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Chart 3: Index of Production Volume — Monthly (Downturn Floor = 100)
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The evidence this time shows that the current recovery is weaker than the growth in output
after the trough of September 2009 and of May 1981. However, the production recovery is
certainly not the weakest in recent history and is stronger than that starting after April 1991.

Production and services constitute currently around 93% of GDP. While in Q4 the volatile
construction sector actually fell by 0.3%, this activity accounts for only 6.3% of GDP. Applying
the same split period analysis to the important services sector which has a 77.8% weight in
GDP volume shows that the economic recovery in this sector has been consistently stronger
under the current Government than during the Labour recovery period. This is based on the
monthly index of services volume data, although using the production recession trough
periods September 2009 and October 2012 as the base months for comparative purposes.

The services index figures for November 2013 show a 2.6% increase over the year.
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Chart 4: Index of Services Volume — Monthly (Downturn Floor = 100)
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The relative strength in the volume of services output growth under this Government
compared to under Labour must be partly due to the necessary rebalancing of the economy
between the public and private sectors that has happened since the election. During the
financial crisis and its immediate aftermath, public sector employment rose 5% from 5.99
million in March 2008 to 6.31 million by March 2010 which would have produced an
unsustainable rise in the public sector wage bill. In sharp contrast, the number of employees
in the public sector was down to 5.67 million as of September 2013. At the same time the rate
of unemployment stayed stubbornly high at 7.9% through the first twelve months of the first
recovery period while during the second it has fallen from 7.7% to 7.1% for September to
November 2013.

3. PRODUCTIVITY STILL WEAK

A return to long-term growth in the British economy and future rises in living standards
depends ultimately on rising productivity. It is well documented that while unemployment has
been falling and output rising in the current economic recovery, labour productivity has not
improved and it remains 4% less than the pre-crisis peak in Q1 2008. In 2013, productivity
seems to have edged up slightly but it fell again in Q3 2013.

But there is more to productivity than output per hours worked which will rise or fall in any
industry as a consequence of the quantity and efficiency of capital employed per worker. A
Bank of England paper has demonstrated that future low inflationary growth requires more of
the ‘secret sauce’ that fuels growth, a rise in the effectiveness with which all factors of
production are utilised. The amount of this sauce, known as Multi-Factor Productivity (MFP) or
Total Factor Productivity (TFP), in an economy is complex to estimate, but there is an
extensive international effort to calculate it across countries and over time. The concept is
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based on the work of Nobel Laureate Robert Solow who showed that the growth in economic
output can be decomposed into contributions from growth in labour inputs (in terms of both
its quantity and composition) and from growth in capital services. The residual output growth
remaining unaccounted for by growth in labour and capital inputs is an estimate of MFP or the
‘Solow residual’. This residual can be thought of as capturing technological progress, including
the effect of changes in management, business processes and the impact of supply-side
reforms.

The bad news from the perspective of the UK economy is that the most recent evidence up
to the end of 2012 suggests that the contribution of MFP to output growth has been negligible
or negative since 2007. This is the conclusion of the latest growth accounting exercise carried
out by the ONS for the years between 1998 and 2012.

Moreover, since 2007 the UK’s productivity has performed particularly badly compared to the
other G7 countries. Labour productivity has performed worse than every other country in the
G7 apart from Italy.

Chart 5: Labour productivity in the G7 (2007 = 100)
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In order to return to more robust productivity growth, we need a series of supply side reforms
to boost competition, encourage investment and reskill our workforce. However, policy
announcements from the Labour party to increase regulation and taxes have developed into
an anti-business agenda. Not only does this agenda pose a risk to the recovery if they were
enacted but it is creating difficulties for businesses now which need certainty to make long
term investment decisions.
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4. SEVEN PLEDGES LABOUR SHOULD MAKE

As CPS author Tim Morgan has written in a recent blog, “It's worth remembering quite how
wrong Labour has been about the economy”. The danger now is that its anti-business rhetoric
could, by undermining business confidence, cause real damage to the recovery. So here are
seven non-ideological pledges which the Labour party could make to show that it is fully
behind a sustainable recovery.

1.

Promise to match the Government’s plans to achieve a balanced budget by 2018-19
without making exceptions for “borrowing for investment”. This will give greater
confidence that the party won't embark on a debt fuelled spending binge.

Promise that it will introduce no further business taxes. Labour should say that in order
to boost investment, it would keep the corporation tax rate at 20%.

Pledge its complete support for the extraction of shale gas. There are no ideological
or practical reasons for the party not to support fracking and doing so will encourage
more energy investment now.

Openly declare its position on key infrastructure projects. In particular, whatever the
actual merits of HS2, the clumsy attempt by Ed Balls to look like a fiscal hawk may well
have caused delays in investment. Labour should end this prevarication now.

Pledge not to add any new costs or regulations to the Government’s planning reforms.
Building houses requires a long time horizon and pledging to keep slimmed down
regulations will provide greater confidence to builders right now.

Guarantee that free schools and academies would be allowed to continue functioning
without harassment and categorically rule out sacking teachers without the PGCE. Rule
out forcing teachers who are already good to take the PGCE. This is important for the
quality of current and future education.

Commit to outlining its vision for the UK’s relationship with the EU. Whilst the party may
not support letting voters decide in a referendum, consumers and businesses need to
know if and how Labour plans to bring about EU-wide reform as well as reform of the
UK’s relationship with it.

Labour's agenda has also covered many other areas such as transport and banking as well
as support for higher income taxes. However, by committing to these seven pledges Labour
might go some way to reducing the potential harm of these policies. The party might also
provide confidence to business and consumers that it will not damage some of the longer
term reforms made by the current Government.

5. MUST BE READ

Chris Giles: UK growth belies slip in productivity
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e ONS: An international perspective on the UK labour market performance

o The Economist: The effect of today’s technology on tomorrow’s jobs will be immense—
and no country is ready for it

Adam Memon and Tim Knox
Centre for Policy Studies

DISCLAIMER: The views set out in the Economic Bulletin’ are those of the individual authors only
and should not be taken to represent a corporate view of the Centre for Policy Studies
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