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Investment cycle will continue 
   

● Strong investment: The urban myth holds that Britain’s recent upturn has 
been driven by an unsustainable consumption splurge that will end in tears. 
Consumers did dip into their savings initially, but they have spent only the 
extra income they earned over the past year. Rising investment provides a 
more enduring theme. It accounts for one-tenth of UK spending but has 
contributed nearly a third of demand gains over the past five years.  

● Investment has further to rise: When something gets cheaper, people tend 
to buy more of it. Falling investment goods prices explain why capital 
spending rises as a share of total (real) spending over time. As Chart 1 
shows, investment has not yet reached a normal level. Moreover, investment 
moves in strong cycles, often exceeding normal levels for a while as firms 
either make up for previous under-investment or prepare for future growth. 
Given how long investment has been weak, businesses may have some 
catching up to do. 

● Volatile data: The UK recovery would face a challenge if falling investment 
in Q3 last year presaged further weakness. Fortunately, it was probably just 
due to the normal volatility of capital spending, or maybe a temporary 
response to the Scottish referendum. In any case, early estimates of 
investment get revised enormously. The statisticians will publish the fourth 
quarter figures next week. The data may bounce-back, but we should not 
throw in the towel even if those figures are poor.  

● Propitious conditions: Extremely low interest rates, entrenched growth and 
optimistic firms bode well for capital spending. Moreover, after years of 
firms making do with what they had, replacing clapped out machines will 
become an increasingly pressing issue as time goes on. Accordingly, 
investment intentions remain buoyant and firms have raised external funds 
for six months in a row now. Investment should keep rising. 

● Political risks overplayed but oil matters: None of the possible general 
election outcomes are appetising for firms. But keep that in perspective. Any 
impact from previous elections seems to have been overwhelmed by the 
broader cycle at the time, even in 1974 (though we must be careful with old 
data, which can be ropey). Labour’s policies would be more of an irritant 
than an investment block, and Brexit risks would be a slow burn drag. 
Remember, the Scottish referendum barely registered in firms’ decisions 
until just a few months before the vote. Falling oil prices matter, given that 
the North Sea sector and utilities together account for a fifth of investment. 
But that need not overwhelm the other four-fifths of spending, particularly 
as cheaper oil will boost profits in the non-oil sector and, possibly, 
investment too. 

Chart 1: Investment cycle has further to run 

 
ONS does not publish consistent long-run data so we have spliced old pre-1997 figures with 

current published data. We apply a price elasticity of -0.5 to the price of business investment 

relative to GDP to calculate a simple “equilibrium”. Source: ONS, Berenberg calculations. 
 

  Berenberg UK forecasts 

 2015201520152015    2012012012016666    

GDP 3.2% 3.0% 

Inflation 0.3% 1.7% 

U/e 5.3% 4.7% 

Fiscal deficit 4.1% 3.0% 

Next week’s key data 

(See p5 for more details) 

    

GDP, second release, Q4 

Published 09:30, 26 February 

Previous 0.5% qoq 

Berenberg 0.5% qoq 

Consensus 0.5% qoq 

 

Second releases of GDP rarely set the 

pulses racing, but there are genuinely 

interesting parts of next week’s 

release. Though we do not expect the 

statisticians to change headline Q4 

quarterly growth, upward revisions to 

construction growth through 2014 

should push up year-on-year growth a 

little. Aside from that, the first look at 

the expenditure details for Q4 will be 

important. We expect growth to have 

been driven by consumption, with the 

government detracting markedly. The 

latter is the government’s own 

forecast. The key to watch will be 

whether investment rises after a blip 

in the third quarter. 

 

GfK consumer confidence, 

February 

Published 00:00,  27 February 

Previous 1 

Berenberg 2 

Consensus 2 

 

Despite theoretical hand-wringing 

about low inflation, in practice it 

provides a big boost to consumers’ 

spending power. Confidence jumped 

last month as petrol prices fell and will 

likely gain further in February for the 

same reason. Wage gains are 

gradually picking up too, which will 

help. 2015 should turn out to be the 

year of the consumer. 

20 February 2015 
Rob Wood 

Chief UK Economist 

+44 20 3207 7822 

rob.wood@berenberg.com 

  

 

7

8

9

10

11

12

1965 1970 1975 1980 1985 1990 1995 2000 2005 2010

Business investment, % GDP

Relative price of business investment, inverted



UK Economics update 

Economics 
 

 

2 

Are any labour market series not tightening?    

   

In light of the puzzling behaviour of the UK labour market since the financial crisis, 
there are some good reasons for partially discounting the signs of tightening. These 
signs have been – to greater or lesser degrees, depending on the indicator – evident 
for at least a couple of years now, and yet wage growth has not picked up. Still, this 
week’s labour market report was something of a watershed moment to our mind. It 
was pretty hard to find an indicator in the release that did not point to less slack in 
the market. Some of the possible causes of the puzzling lack of response in pay have 
passed. We feel increasingly comfortable in calling this year as the end of the great 
pay squeeze. 

Starting with the headlines, unemployment fell further than consensus expected, 
reaching 5.7% (Chart 1). Yet another big fall in jobless claims, the largest since June 
2014, points to further chunky declines in unemployment to come. On that indicator, 
at least, there are no signs of any let up in the pace of decline of unemployment. 
Indeed, if unemployment keeps falling as fast as it has on average over the last two 
years, the rate would reach 4.5% by the end of Q1 2016. Markets are not expecting the 
BoE to hike rates before that point, though if that unemployment rate came to pass it 
would be the lowest since 1975. 

Even the fashionable concept of underemployment has little to offer the dovish 
observer. The data here are a little lagging, but the Bell and Blanchflower measure 
for Q3 was published at the beginning of this month. That shows a sharp fall to 7.4% 
on the quarter, down from a peak of 10.3%. In any case, underemployment does not 
give a radically different steer on the labour market. Sure, it has a greater amplitude, 
rising more than unemployment during the financial crisis, but that means it has 
also fallen more than unemployment during the recovery. Adjusting the scales in 
Chart 2 to match up unemployment and underemployment, they tell almost exactly 
the same story: the labour market has been tightening fast. If one were to put that 
underemployment measure in a standard wage equation, it would predict almost the 
same wage growth as unemployment does now.  

Employment jumped a greater than expected 103k in the three months to December. 
Though that may seem disappointing given the 200k+ quarterly gains in the first half 
of last year, the 0.3% qoq growth was in line with the average in the 10 years prior to 
the financial crisis. There is nothing to worry about there, particularly as surveys 
signal that employment growth should remain strong.  

That jump took the employment rate to its equal highest on record (records begin in 
1971). Last time there was such a high proportion of people toiling away in jobs in the 
UK was January 2005. 

The employment rate has been able to rise to such levels without yet setting off wage 
growth in part because of the swelling numbers of older workers looking for jobs. 
Whether as a result of disappointing pension pots or legislative changes, those aged 
50-64 in particular have chosen to keep working for longer (Chart 4).  

   

Chart 2: Underemployment does not tell a different story Chart 3: Jobless claims points to further big unemployment falls 

  

Underemployment on the right hand axis. Source: ONS, The Work Foundation Change in thousands, three-month on three month. Source: ONS. 
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Chart 4: Surge in older workers ended? Chart 5: Short-term unemployment now below pre-crisis level 

 
 

Source: ONS. Source: ONS 

 

The latest data added to the evidence of a stabilisation of older workers’ inactivity, 
which has barely changed for 12 months now. The BoE last year used lower inactivity 
as a reason to expand its measure of slack in the economy, cut its inflation projection 
and thereby validate market expectations for lower rates. In its February report, it 
had to row back a little on that assumption and may have to do so again in time. 

Short-term unemployment has reached the lowest level since 2005. Fewer people are 
unemployed for 6-12 months than at any time since Lehman Brothers’ bankruptcy 
(Chart 5). There remains some academic disagreement about whether the short-term 
or long-term unemployed matter more for wage pressure. That argument will 
become more academic as time goes by, given that long-term unemployment 
numbers are dropping fast. The number of people who have been jobless for more 
than two years is down by 29% since May 2013. 

Vacancies reached a new record high, with unfilled job openings at small firms 
particularly strong. The economy may be performing better than we might think, 
driving that rise in labour demand, or there could be growing skill shortages. Either 
way, companies will increasingly have to raise wages to attract staff.  

Year-on-year growth in private sector pay, excluding bonuses, slipped a touch in 
December. But looking at a shorter-term run rate for pay, the six-month-on-six-
month change for private sector pay excluding bonuses reached its highest since late 
2008. Average total pay across the whole economy has risen by 2.9% since March. 

With average hours rising alongside employment, total hours increased by 0.8% qoq 
in Q4, faster than GDP growth of 0.5% (as currently recorded), suggesting yet 
another disappointing productivity performance. But we need to keep in mind how 
volatile qoq productivity growth tends to be. Between 1994 and 2007, the average 
absolute change in qoq productivity growth between one quarter and the next was 
0.9ppt.  

   

Chart 6: Vacancies hit new record high Chart 7: Pay growth strengthening 

  

Index, 2007=100. Small firms includes those with less than 50 employees, large 

firms is those with more than 2500 employees. Source: ONS. 
Source: ONS. 
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The change between one quarter and the next, then, tells us relatively little. 
Productivity per hour probably rose by 0.5% in total over the second half of last year 
(the ONS has not yet published productivity figures, but we can estimate them). That 
includes a quarter, Q4, where GDP growth was depressed by a freak fall in 
construction output. Moreover, next week’s GDP release could raise productivity 
growth a touch if already-published construction revisions feed through. 

As it happens, that 0.5% six monthly run rate for productivity is not far off the BoE’s 
forecasts. It looks for 0.75% growth in calendar year 2015.  

Now, keep in mind that so far we have highlighted the positives in the labour market 
release, because, as stated at the start, our main takeaway was how most indicators 
had improved. Indeed, it is hard to find a single labour market indicator that does 
not point to improvement. 

But it is also worth adding some perspective. While unemployment is down and 
falling fast, it remains above pre-crisis levels. Underemployment is further above 
pre-crisis levels than unemployment. Pay growth has picked up, but a chunk of that 
reflects developments in finance, which probably do not mirror economy-wide 
labour tightness and may, arguably, have something to do with regulatory changes. 
In any case, pay growth remains well below pre-crisis rates, and below rates that 
would be suggested by the current level of unemployment. Plainly, something has 
changed in labour market dynamics. 

What is that change? Across the economy caution still reigns to a degree. Workers 
are less likely to change jobs, which is one way they can get a pay rise, than they 
were before the crisis. Potential immigration from the continent could be a more 
significant factor now than before the crisis, given the relative economic 
performance of the British and Eurozone economies over the past few years. That 
could also be worrying UK workers. Despite some tentative signs of improvement, 
productivity growth, which ultimately determines how fast real pay can rise, 
remains relatively weak. 

So, notwithstanding all the positive signs, pay growth will, in our view, increase only 
gradually rather than sharply. We look for average earnings to be rising 3% yoy by 
the end of 2015. The risks, though, must lie to the upside of that judgement, given 
the latest labour market movements. 
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Economic calendar    

   

GDP, second release, Q4, GDP, second release, Q4, GDP, second release, Q4, GDP, second release, Q4, published published published published 26262626    FebruaryFebruaryFebruaryFebruary    

An erratic construction fall accounts for the UK’s slowdown in Q4 last year, and the 
statisticians will not revise that away in next week’s second attempt at estimating 
growth. Services, as always, provides something of a wildcard, given that published 
data are so far available only up to November and are sometimes revised 
significantly. Still, we look for no revision to quarter-on-quarter GDP growth. But we 
do expect year-on-year growth to be raised on the basis of the stronger construction 
growth through 2014 that was published by the statisticians last week.  

Ignoring volatile construction, the big picture remains one of the UK economy 
ploughing ahead. Manufacturing lost momentum through the year, but that seems to 
be turning round now the Eurozone is improving too. The CBI manufacturing survey 
showed orders growth at a six-month high in February. 

More interesting than the GDP headline will be the spending breakdown. Given 
extremely strong retail sales in the fourth quarter, we look for consumption to have 
supported growth. The government should have detracted from growth while 
business investment may bounce-back. But the enormous volatility and estimation 
error in initial investment figures mean we cannot be too confident in anything the 
ONS publish. 

   
GDP, second release, Q4, January 

Previous 0.5% qoq 

Berenberg 0.5% qoq 

Consensus 0.5% qoq 

 
 

 

GfK consumer confidenceGfK consumer confidenceGfK consumer confidenceGfK consumer confidence, , , , February, February, February, February, publishepublishepublishepublished d d d 27272727    FebruaryFebruaryFebruaryFebruary    

Shock, horror: consumers like cheaper petrol prices. As our chart shows, falling 
inflation has boosted consumers’ spending plans. With price rises probably slipping 
even further in February and wage gains gradually picking up too, we look for 
consumers to become a bit sunnier again. Along with very cheap credit, those wage 
gains and low inflation should make 2015 the year of the consumer. We look for 
consumption to rise the most in a decade. 

Chart 8: Low inflation should boost consumer confidence 

 
Net percentage balances of consumers saying plans/prices rose. Source: EC. 

 

   
GfK consumer confidence, February 

Previous 1 

Berenberg 2 

Consensus 2 
 

 

      Forecast Consensus Last 
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09:30 GDP, second estimate qoq Q4 0.5% 0.5% 0.5% 
09:30 GDP, second estimate yoy Q4 2.8% 2.7% 2.7% 
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Disclaimer    
 
This document was compiled by the above mentioned authors of the economics department of Joh. Berenberg, 
Gossler & Co. KG (hereinafter referred to as “the Bank”),. The Bank has made any effort to carefully research and 
process all information. The information has been obtained from sources which we believe to be reliable such as, for 
example, Thomson Reuters, Bloomberg and the relevant specialised press. However, we do not assume liability for 
the correctness and completeness of all information given. The provided information has not been checked by a 
third party, especially an independent auditing firm. We explicitly point to the stated date of preparation. The 
information given can become incorrect due to passage of time and/or as a result of legal, political, economic or 
other changes. We do not assume responsibility to indicate such changes and/or to publish an updated document. 
The forecasts contained in this document or other statements on rates of return, capital gains or other accession are 
the personal opinion of the author and we do not assume liability for the realisation of these. 
This document is only for information purposes. It does not constitute a financial analysis within the meaning of § 
34b or § 31 Subs. 2 of the German Securities Trading Act (Wertpapierhandelsgesetz), no investment advice or 
recommendation to buy financial instruments. It does not replace consulting regarding legal, tax or financial 
matters. 
 
Remarks regarding foreign investors 

The preparation of this document is subject to regulation by German law. The distribution of this document in other 
jurisdictions may be restricted by law, and persons, into whose possession this document comes, should inform 
themselves about, and observe, any such restrictions. 
 
United Kingdom 

This document is meant exclusively for institutional investors and market professionals, but not for private 
customers. It is not for distribution to or the use of private investors or private customers. 
 

United States of America 
This document has been prepared exclusively by Joh. Berenberg, Gossler & Co. KG. Although Berenberg Capital 
Markets LLC, an affiliate of the Bank and registered US broker-dealer, distributes this document to certain customers, 
Berenberg Capital Markets LLC does not provide input into its contents, nor does this document constitute research of 
Berenberg Capital Markets LLC. In addition, this document is meant exclusively for institutional investors and market 
professionals, but not for private customers. It is not for distribution to or the use of private investors or private 
customers. 
This document is classified as objective for the purposes of FINRA rules. Please contact Berenberg Capital Markets LLC 
(+1 617.292.8200), if you require additional information. 
 

Copyright 
The Bank reserves all the rights in this document. No part of the document or its content may be rewritten, copied, 
photocopied or duplicated in any form by any means or redistributed without the Bank’s prior written consent. 
 
© May 2013 Joh. Berenberg, Gossler & Co. KG  
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