CPRE South West

Review and comment on the SW RDA response to Matter 2/1

Part 1 - Economic assumptions
Chris Elton Consultancy





17 April 2007

1. The need for a review of the technical assumptions regarding future economic growth

The assumptions about the future level of economic growth provide the basis for policies relating not only to economic change but critically the level of employment and population growth, and the future provision of housing. It is vitally important therefore that there should be agreement within the region and especially among the key regional agencies about the future trajectory of economic growth. 

It is argued that the reason for the lack of a shared view of future levels of economic growth, and the RDA’s claim that ‘there is also an apparent contradiction in the approach of the RSS’, is a result of confusion and misunderstandings about the technical assumptions which the Regional Assembly has employed in its projections for the economy and employment. Moreover, it is contended that the RDA’s estimate of recent economic growth of 3.2% pa (over the 1994-2004 period) is not consistent with these technical assumptions, and cannot be used as a basis for projecting future growth rates. The RDA has not provided any technical justification for its estimate of 3.2% pa growth – either for the recent past or as a basis for projecting future change. 

It is argued that a longer term growth rate of 2.6% pa would provide a more sound basis for the RSS, and indeed for the RES.

2. Past rates of economic growth in the South West

One of the RDA’s Panel of economists – Peter Gripaios – in a recent article published in Regional Studies (November 2006) has pointed to the statistical deficiencies of the estimates of regional economic growth as measured by GVA. Moreover, the Treasury commissioned Allsopp Review of the quality of statistics for policy planning identified significant deficiencies in the estimation of regional GVA. 

Because of these statistical limitations including problems of allowing for variations in regional inflation, the Office for National Statistics does not publish trends in regional GVA in constant price terms. Therefore, any estimates of real regional economic growth are simply that – estimates. Different economists/economic organisations use different assumptions to generate estimates of regional growth which as a result may differ quite markedly.

What estimates have been made of real economic growth in the South West?
The Regional Assembly has based its projections of economic and employment change on the work of the respected economic consultants – Cambridge Econometrics (CE). Its projections are based on an historical series of regional economic data dating back to 1981, and consistent with national published trends. Their data indicate that real economic growth in the South West over the 1994-2004 period averaged 2.6% pa. 

This contrasts markedly with the RDA’s estimate, contained in the RES, of 3.2% pa. It is apparent that the RDA and Cambridge Econometrics have employed different methods which results in two estimates of growth rates which because of their technical differences cannot be compared. It means that the RDA’s estimate cannot be used as an input to the projections generated by the CE Model. 

3. Future trends in economic growth

The RDA contends that the RSS should be based on a future rate of economic growth at 3.2% pa – as ‘this represents no more than a continuation of the rate of economic growth that the region has witnessed over the last 10+ years’ (page 4). But as explained above, this estimate of recent economic growth is not technically comparable to the CE Model and therefore cannot be justified as a basis for projections of future growth. 

Rather the projections of future economic and employment growth must be based on assumptions which are consistent with the past trends estimated by the CE Model – i.e. using a central growth assumption of 2.6% pa. Alternative economic scenarios should then have been variations around this trend growth – say, 2.4% pa and 2.8% pa. There can be little justification in exploring a growth rate of 3.2% pa which according to Cambridge Econometrics estimates is well outside any regional experience over the past 25 years. 

In a separate report (Review of Regional Economic Trends published in February 2006) on regional economic growth over the period 2007-2020, Cambridge Econometrics forecast that economic growth in the SW will be 2.5% pa, comparable to the trend level of growth but well below the 3.2% pa advocated by the RDA. 

The RDA’s contention that a 3.2% pa rate of growth should be adopted would represent a significant step change in economic growth, one which would assume the region grows faster than all other regions in the UK – including London and the South East. There is no evidence to suggest that the region can make such a step change in growth. Indeed CE’s forecast of long term growth implies that the region will struggle to maintain its recent growth path, and could fall further behind the faster growing economies in the East of England, London and the South East. 

A growth rate of 2.8% pa would match the forecasts for the East of England region, but remain below the rates of growth in London and the South East. Such an increase in economic growth both absolutely and relatively could be seen as a target, but would need to be justified in terms of the particular steps which would need to be taken to achieve it. Such steps have not been effectively established and are certainly not reflected in the RSS. 

4. Implications for the RSS 

The RDA has tacitly accepted that assumptions about future growth rates should reflect the trend of recent growth, which based on the CE Model would be 2.6% pa. Even if no higher a level of growth than 2.8% pa can be justified, even in aspirational terms, what implications would this have for the employment growth and by inference the level of population and housing? 

Raising the trend level of economic growth would require an increased emphasis on productivity-led growth. This would probably require much increased innovation and the greater adoption of new technology within business, greater entrepreneurialism/enterprise, and developments in human capital and especially a growth in high level skills – indeed the key components of a more sustainable economy. But it should be remembered that all other regions will be pursuing similar paths to growth, there is therefore a need to justify why and how the SW can deliver faster growth and a closing of the gap in performance. Assumptions about the level of productivity in the CE Model show that the trend averaged 1.85% pa (GVA per employee) over the period 1994-2004, and which is projected to grow at 2.0% pa over the period to 2026.  

With growth at 2.8% pa, the numbers of additional jobs is projected by CE Model to be 365,000 over the period to 2026. This would reflect the aspirational level of economic growth and could be considered a maximum level of increase in employment. But it would be substantially below the RDA’s estimated increase of 535,000 jobs (page 14). Such a significant difference clearly has major implications for the assumptions in the Draft RSS. The lower level of growth which can now be justified should be reflected in lower levels of employment, population and housing. 

However, the relationship between job growth and population and housing change is not linear. The relationship between labour markets and housing markets is complex and varies from one locality to another. Some localities have the ability to absorb job growth through increases in activity rates, while in others it results in an inflow of population and workers. This complex relationship has not been effectively modelled by the Regional Assembly and will need to be debated more thoroughly under Matter 2.2.
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1 Purpose

1.1 The South West Regional Development Agency (RDA) has submitted a response (Ref. 1) to Matter 2/1 of the examination in Public (EiP) on the South West Regional Spatial Strategy Revision (RSS).

1.2 Matter 2/1 concerns the Level of Economic Change. It is not the purpose of this current paper to comment on the economic aspects of Ref. 1, the emphasis is on those parts that address the issue of housing numbers.

2 Projections

2.1 It is emphasised in Ref. 1 that the analysis is based on projections rather than assumptions. Chart EP1, reproduced here, shows two such projections for the alternative scenarios of S1 (GVA growth at 2.8% per annum) and S2 (GVA growth at 3.2% per annum).

Figure 1
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2.2 Although the recent trend in GVA is downward, both projections assume a level GVA into the future. This may be correct, statistically, as the downward trend may be non-significant, but it should be clearly stated why a ‘trend-based’ projection does not extrapolate the trend.

2.3 Exactly the same point could be made about the next chart, EP2.

Figure 2
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3 Population Projections

3.1 Under the heading Population Projections in Ref . 1, the first paragraph states:

Between 1992 and 2003, population growth averaged 0.57% per annum in SWE, accelerating to over 0.75% in the last two years of this period. 

3.2 This statement is true, as far as it goes, but it is very disingenuous to quote figures up to 2003 when the published data exist for two further years and show a different trend.

3.3 Figure 3, reproduced from Ref. 2, shows that the Net Inward Migration (NIM) from other regions of the UK reduced considerably after 2003. 

Figure 3

Net Inward Migration to the South West 

from Other UK Regions – Data up to 2005
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As the negative natural change in the South West’s population (births-deaths) was, for several years up to 2003, greater than the positive international NIM, (Ref. 3), it is reasonable to suppose that the population growth in the South West has decelerated since 2003. Thus the recent (1998-2005) NIM and also the long-term NIM (1971-2005) show no upward trend and an average below 31,000 per annum, as detailed in Ref. 2.

3.4 This, therefore, casts immediate doubt over the economic deductions in Ref. 1 that are based on an assumption of an increasing rate of population growth.

4 Housing Projections

4.1 The section in Ref. 1 with this heading addresses the question of projecting the household formation rate forward to 2026. In order to support the case for a higher projection, the first two paragraphs read:

S1 assumes a higher rate of new housing supply than in recent years. This largely follows DCLG household projections and a constant “dwellings per household” ratio (1.04 – this ratio has moved from 1.03 to 1.05 and back to 1.04 since 1991). 

It also reflects employment trends and various trends in household structure – later marriages, fewer children per household, more living alone. Accordingly, the “persons per dwelling” ratio falls from 2.23 to 2.03. This change is in line with the trend of recent history (2.38 in 1991 to 2.24 in 2005). Some commentators argue that social trends to smaller households will accelerate in the future. Therefore, the balance of risk may be that this ratio decreases more than assumed here and demand for new homes is even higher.

4.2 There are a number of highly questionable values quoted here without proper support. The first paragraph refers to the ‘DCLG household projections’. This may mean the projections (Ref. 4) published in March 2006 by the Office of the Deputy Prime Minister (ODPM), which later became the Department of Communities and Local Government (DCLG) or those published (Ref. 5) by the DCLG in March 2007. The confusion arises because Ref. 1 has internal references to February 2007, i.e. before the latest DCLG projections were published.
4.3 This is significant on two levels:

a) The figures quoted above are inconsistent with both sets of DCLG projections.

b) There is a later reference in Ref. 1 to ‘a relatively conservative assumption’ that the persons per dwelling ratio might ‘drop a little further to 2.00’, which is contradicted by a comparison between Refs. 4 and 5, as explained in Ref. 6.
4.4 Specifically, the paragraphs quoted above refer to the value of the “persons per dwelling” ratio falling from 2.23 to 2.03. No dates are given, but the assumption must be that this refers to the 20-year period from 2006 to 2026.
Ref. 4 has values for persons per household of 2.25 in 2006 reducing to 2.05 2026. If a conversion rate of 1.04 dwellings per household is used then these DCLG projections become 2.16 (2006) to 1.97 (2026) persons per dwelling. There is therefore a peculiar inconsistency in the quoted numbers; 2.03 in 2026 is either slightly too low or far too high. (NB If, however, the numbers have been misinterpreted in Ref. 1, then the difference between projections of 2.05 and 2.03 is over 24,000 households.)
4.5 The second point above, in 4.3b), is that this ratio might drop even further, to 2.00 persons per dwelling. It was shown in Ref. 6 that the DCLG projections have, in fact, trended slightly in the other direction in the last year.
5 Examination of Chart EP3
5.1 The third chart in Ref. 1 needs specific analysis.
Figure 4
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5.2 The paragraph under this chart states:

Chart EP3 shows the growth of dwellings consistent with the macroeconomic outlook from previous sections and the relevant demographic assumptions.

5.3 Given the extraordinarily abrupt change shown in this chart for the year 2007 the initial conclusion must be that the macroeconomic outlook from previous sections and the relevant demographic assumptions must be incorrect.
5.4 It is difficult to find the right words to critique a chart that blandly ignores a downward trend over 12 years with a ‘projection’ of this kind. The simplest and most logical conclusion is that the alternative scenario of an economic growth rate of 2.4% per annum (which was dismissed early in Ref. 1) is actually the most probable.
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