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OUTDATED MEASURES MASK TRUE 
UK BUSINESS PERFORMANCE
Amid long-standing worries about the UK’s labour and total factor productivity performance as compared with the United States, ESRC funding enabled Professor Jonathan Haskel and colleagues at Queen Mary, University of London, to investigate the situation through an Advanced Institute of Management Research (AIM) Fellowship. 

As a result of their work - supported also by HM Treasury and the Office for National Statistics - Chancellor of The Exchequer, Alistair Darling, was able to tell MPs that, in fact, the UK could now be investing as much in intangible assets as the US.  He said that almost £250 billion a year – up to a quarter of today’s income – was going into the priorities essential for future prosperity.

About the project
Concern had heightened in recent years as US productivity accelerated, driven to an extent by information communications technology (ICT), whilst the UK’s performance appeared to have slowed down, even when such advances were apparently available to British firms.  So a key area of the work was to get a better understanding of the impact of innovation on productivity in the UK economy. 
Spending on tangible assets, such as computers, is treated as investment and so appears in Gross Domestic Product (GDP).  But spending on intangibles, such as Research and Development (R&D), is treated as an expense - not as an investment into a knowledge asset for the future - so does not appear as part of GDP. 
The first part of the project, therefore, examined what would happen to GDP and its growth if R&D was treated as investment.  

The second part started from the observation that firms are asked to return R&D data on activities related to science.  Many have argued that the knowledge economy involves investments that are broader - such as design, marketing, training and software.  However, by convention, almost all of these are counted not as investments but as costs. 

So the researchers collected data on these investments and recomputed GDP to include them as such.
They analysed both micro and macro data from the Office for National Statistics (ONS) and constructed new productivity and total factor productivity (TFP) measures using the Annual Respondents Database (ARD), Employer Skills Survey (ESS) and the Annual Survey on Hours and Earnings (ASHE). . They produced data in a way consistent with the US and Japan, to compare with these economies.
What the researchers found
The key finding is that the way productivity performance has been calculated in official statistics may be selling UK businesses seriously short.  When ‘intangible’ spending of modern business, such as design, training and marketing are included as investment, UK productivity rises. 
GDP, and therefore total labour productivity, went up by about 10 per cent for 2004.  In addition, the labour and multi-factor productivity growth looks quite different from 1990-2004. 

For example:
· In 2004, business investment of £120 billion - or about 15 per cent of gross value added in the market sector of the economy –  went on intangible assets such as software, research and development, design, training and branding. This sum equalled UK companies’ total investment in ‘tangible’ assets such as machinery.
· When intangibles are brought into the equation, the level of nominal market sector gross value added in 2004 rises by about 13 per cent, and the share of nominal investment in GDP rises from 22 per cent in 1970 to 25 per cent in 2004, rather than remaining constant at about 16 per cent. 
· About half of intangible investment went on advertising and market research to support brands, training employees and boosting management expertise, and 32 per cent on design.  The remaining 18 per cent was spent on computerised information. 

Professor Jonathan Haskel said: “When our economy was based mainly on investments in tangible assets such as machinery, the methods used for calculating GDP were broadly fit for purpose. 

“But in an economy increasingly investing in intangibles, we could be missing some key aspects of economic activity.

“The research funding enabled us to examine their contribution to productivity and its growth.  Using a blend of micro data and macro data the results were striking. Our findings suggest that, in recent years, traditional measurement techniques may have considerably underestimated the importance of science, innovation and knowledge-based industries to the UK economy.”
Further developments

The research has been cited in successive Budgets and Pre-Budget reports, in the Leitch Skills Review, the Barker Planning Review and elsewhere.  For example, Chancellor of the Exchequer Alastair Darling, in his Pre-Budget report to Parliament in October, 2007, told MPs that “Britain’s future success will depend not just on investment in physical capital, but also skills, innovation and intellectual property”, going on to cite the findings. 
The OECD, the House of Lords Economic Affairs Committee, the Foundation for Science and Technology, the US Council of Economic Advisers, and the EU ECFIN branch, have been briefed on the findings, along with UK Government departments, the Bank of England and the US Federal Reserve.  Follow-up work has been funded by the Department for Business and Regulatory Reform (BERR) and will feed into the NESTA Innovation Index commissioned by BERR in the Innovation Nation White Paper in March, 2008.  The work was presented in June, 2008 in Washington DC at a conference organised by the US Congress, the National Academy of Sciences, National Science Foundation and the Commerce Department.  
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Further Information

The full report ‘AIM Fellowship: what can management do to enhance productivity and performance? Evidence from large-scale micro-data sets’ and related  research: 

www.esrcsocietytoday.ac.uk

Or the website of the Centre for Research into Business Activity:
www.ceriba.org.uk
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