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Introduction  
Recovery in Investment … 
In the first quarter of 2014, investment increased by almost 10% compared to the 
first quarter prior year. The recovery is heralded as a welcome step to rebalance 
the economy from a consumption based economy, to an investment led economy. "
But is this realistic? According to our forecasts, the strong rally in investment is 
expected to continue. Nevertheless, by the end of 2015, investment will account 
for just over 15% of GDP compared to 61% for household consumption. The rally 
in investment is welcome but investment remains some way off the highs of 2007. 
We have to be realistic about the targets we set for the UK economy. 
"
It isn’t always about capacity … 
Investment isn’t always about productive capacity. In 2007, the largest share of 
investment in the economy was property related. Over 70% of investment is 
explained by dwellings and commercial real estate investment. Machinery and 
Equipment, areas of investment we tend to associate with “productive capacity” 
within the economy, account for just 20% of total investment spending. "
It isn't about the cost of capital 
The recovery in investment is a function of the recovery within the economy. The 
forecast horizon is clearing. Businesses can be more confident about the returns 
and payback calculation over the years ahead. Low interest rates of themselves do 
not stimulate investment. The cost of capital is a relatively low element in the return 
on investment model. Recovery is the key to unlocking the growth in investment. "

Summary  
In this analysis, we explain our modelling process for 
UK investment based on a disaggregated model.  "
Forecasts are generated from survey data on 
capacity and investment intentions utilising the 
Manchester Index™. Our capital stock model 
suggests there is no real loss of productive capacity 
within the UK following the recession but neither is 
there rebalancing.
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2 Property Accounts for 70% of total investment … 
When modelling investment, it is important to remember that over 70% of 
investment, identified in the National Accounts, relates to property i.e. dwellings 
and commercial real estate. "
The largest component in investment is commercial real estate. Accounting for 
35% of total investment activity, a further 27% relates to investment in dwellings 
both public and private sector.  "
Given the collapse of the property market in 2008, we still estimate some 20% of 
the commercial real estate market was “under water” in 2013 on a LTV, loan to 
value measure. A further 30% of the property market is above a conventional 65% 
LTV ratio. "
Other sectors  
A further 14% is classified as intangible fixed assets and 5% as transport 
equipment. Approximately 20% is defined as plant and machinery, the major 
contributor to the concept of “capacity” within the economy. "
The fall in investment within the UK economy, is largely explained by the fall in 
property spending, transport and corporate finance activity. "
The actual fall in investment plant and machinery impacting on the loss of capacity 
tends to be over stated as our capital stock model (section 3) suggests.  "

70% of investment relates to the property, 
dwellings and commercial real estate … 

 Data Average 1997 - 2012



 The Saturday Economist - Modelling UK Investment

""
Page �4The Saturday Economist Guide to Modelling UK Investment  July 2014

100,000

110,000

120,000

130,000

140,000

150,000

160,000

170,000

180,000

190,000

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015

3 Productive Capacity .. back to normal by the end of the year … 
Our capital stock model suggests productive capacity within the economy will return to normal by the end of 2014. We identify productive 
capacity as investment in plant and machinery with a four year capital stock model. The model assumes an aggressive four year lifespan of 
assets, with a four year rolling total identified in the data. Our 10 year model is even more positive about capacity retention. 

UK Four Year Capital Stock Model £m
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4 Growth in investment and GDP … 
From 2000 - 2008 investment increased rapidly at an average growth 
rate of 3.6%. The average growth rate in the economy as a whole was 
3.0%. The investment surge was driven by an large increase in 
commercial real estate and “other property” interests.  "
We are forecasting an increase in investment of 7.4% in 2014 and 6.5% 
in 2015. Our forecasts for UK growth overall are 3% in 2014 and 2.8% 
in 2015. "
The investment share of GDP is set to increase as a result. This 
represents recovery rather than re balancing of the economy. 

5 Investment share of GDP … 
Between 2000 and 2008, investment averaged between 16% and 17% 
of GDP, rising to almost 18% in 2007. In the recession, the investment 
ratio fell to almost 14% in 2013.  "
A large proportion of the fall is explained by the collapse in real estate 
and property investment. The fall in productive capacity was not as 
severe as we explain in section 3. "
We expect a rally in investment expenditure accounting for over 15% of 
GDP by 2015. Despite the increase, household expenditure will continue 
to dominate economic activity in the UK economy.  "

5 Investment - share of GDP
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6.1 Business Investment Total £ m  6.2 Plant and Machinery Investment 

5,000

10,000

15,000

20,000

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015

6,000

10,000

14,000

18,000

22,000

26,000

30,000

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015

6.3 Commercial Real Estate £m  
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6.4 Private Sector Dwellings £m  
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7 Disaggregated model … 
Plant and Machinery … 
Our disaggregated model assumes significant growth in plant and machinery 
investment, (6.2). This is mirrored in the forecast model using capacity and 
investment intentions model derived from survey data.  "
Housing and Commercial Real Estate …  
The strength of the housing market suggests significant growth in private sector 
dwelling investment (6.4) but more modest recovery in commercial real estate (6.3) 
over the short term.  "
Transport … 
Transport is set for a strong recovery given the under investment over the past 
three years (6.5). Investment in transport equipment averaged £3.5 billion per 
quarter in the period 2001 to 2010. A recovery from the low in Q3 2012 is evident. 
We are projecting a strong rally to pre recession norms over the forecast period. "
Corporate Finance ..   
The significant advance in corporate finance activity at present, (IPOs, M&A) 
suggest growth in ownership transfers and intangible fixed asset investment will 
increase over the next two years. Given the strong performance in Q1, we may 
have under forecast growth in this sector (6.6). The rally in the corporate finance 
market may lead to greater growth in investment over and above the levels 
currently within the model. ""
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6.5 Transport Equipment … 

6.6 Corporate Finance Related … 
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8 Capacity and Investment Intensions … The Manchester [Investment[ Index™
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Using data from GM 
Chamber of Commerce 
QES data, we model 
investment as a function 
of capacity utilisation and 
investment intentions. "
We lag capacity by 4 
quarters and investment 
intensions by 2 quarters. "
Highest cor re la t ions 
ident ified in the lag 
structure generate a R2 
value of 0.9122 for our 
model. "
T h e d i s a g g r e g a t e d 
model discounts the 
m o r e o p t i m i s t i c 
Manches te r Index™ 
model. 
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9 Conclusions   
1 Investment is increasing but the economy is not rebalancing … 
In the first quarter of 2014, investment increased by almost 10% compared to the first quarter prior 
year. The rally in investment is welcome but investment remains some way off the highs of 2007. By 
the end of 2015, investment will account for just over 15% of GDP compared to 61% for household 
consumption. The economy is not rebalancing "
2 Investment isn’t always about productive capacity …  
In 2007, the largest share of investment was property related. Over 70% of investment is explained by 
dwellings and commercial real estate investment. Machinery and equipment, areas of investment we 
tend to associate with “productive capacity”, account for just 20% of total investment spending. "
3 There has been no significant loss to productive capacity …  
Our capital stock model suggests productive capacity within the economy will return to normal by the 
end of 2014. We identify productive capacity as investment in plant and machinery with a four year 
capital stock model. There has been no significant loss to productive capacity and output potential "
4 Low interest rates of themselves do not stimulate investment …  
The cost of capital is a relatively low element in the return on investment model. Recovery is the key to 
unlocking the growth in investment.  "
5 Investment will assist not lead the recovery … 
We are forecasting an increase in investment of 7.4% in 2014 and 6.5% in 2015. Our forecasts for UK 
growth overall are 3% in 2014 and 2.8% in 2015. The investment share of GDP is set to increase as a 
result. This represents recovery rather than re balancing of the economy. Investment will assist, not 
lead, the recovery.  
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10 Detailed Forecasts - June Economic Outlook  Updated (July) 

Data Source :  Throughout ONS :"
Gross fixed capital formation by sector and type of 
asset (£million at current prices seasonally 
adjusted)



11 Notes on investment models 
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