N
- \

HOW WILL THE EFFECTS OF COVID-19
ON MACROECONOMIC DEMAND AND
SUPPLY AFFECT FIRM-LEVEL
PRODUCTIVITY?

PIN WEBINAR:
THURSDAY 23" July 2020

nnnnnn




About Us

Economic 13 UNIVERSITY OF <c(,m.a,(,oC SQ RS SCEs
Resesreh Council CAMERIDGE bl W UNIVERSITY
The CARDIFF -] | A Uni " —
University  UNIVIRGITY | " Dlll’ham W University of | _n‘lvt‘rsny UNIVERSITYof "W}_;-
o 4 PRIFYSGOL —— o
@ Sheffeld. CERDYD University . Q7 o of Glasgow STIRLING &7

The Productivity Insights Network was established in January 2018
and is funded by the Economic and Social Research Council.

As a multi-disciplinary network of social science researchers engaged
with public, private, and third sector partners, our aim is to change the
tone of the productivity debate in theory and practice.

productivity
insights
network




Our Speakers

Prof Gary Dymski Prof Don Webber
(University of Leeds) (University of Sheffield)

« productivity
L insights
network



Our Chair

Prof Andrew Henley
(Cardiff University)

productivity

insights
network




Next Webinar

For more details please visit www.productivityinsightsnetwork.co.uk

A productivity
L insights
network
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macroeconomic demand and supply
affect firm-level productivity?

Don Webber & Garfpymski
University of Sheffield University of Leeds



Background #1

ASince 2010, the macroeconongolicy debate in the&JKhas centrecn
two Issues:
1. the failure of UK productivity to keep pace with other economAssgd
2. whether austerityfiscalpolicies helpedr hindered economigrowth (AggD



Background #1

ASince 2010, the macroeconongolicy debate in the&JKhas centrecn
two Issues:
1. the failure of UK productivity to keep pace with other economAssgd
2. whether austerityfiscalpolicies helpedr hindered economigrowth (AggD

AThe UK lockdown spurred by the CogRl pandemic hasavedives, but
also knocked these two debategieways.
AProduction of many goods/services has ground to a halt

A Skyrocketingpublic expenditureso support furloughedvorkers(9.5million
workers acrosg.2 million employers, costing £29.8bn; ONS, 2020)

AExpanded healtlare, together with declinintax revenuescaused government
debt to exceed national GDP for the first time since 19&i86,2020



Background #2

AThe debatearound restarting the pos€Covideconomy appears to involve three
iIndependentchallenges:
1. reopen supply side
2. renew fiscal discipline to bring the public sector deficit under control

3. redoubleefforts to enhanceroductivity,guided by science policy and the industrial
strategy



Background #2

AThe debatearound restarting the pos€Covideconomy appears to involve three
iIndependentchallenges:
1. reopen supply side
2. renew fiscal discipline to bring the public sector deficit under control

3. redoubleefforts to enhanceroductivity,guided by science policy and the industrial
strategy

ADominantviewpointfor the pathway torestore UKgrowth:
A improvingglobally competitive supply side
A fiscal discipline

Areduce firm failures and job losses. But use pahdjatives that support the growth of
high-productivity firms in keygectors (especiallhose with strong exporpotential)

AWe challenge this viewpoint



1D

ATheapparently clean separation betwe@¥.S side policig Erogic ity
on productivity analyses is an unintentional-psoduct of |
the current metric used to measure firproductivity.

AWhen productivity is measured for an economy as a whole, using purely aggregated
macro data, we tend to ignore the interplay of D&S forces affecting firms.

AA more nuanced picture emerges when measurement starts withlésral data.
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1D

ATheapparently clean separation betwe@¥.S side policig Frofcivity
on productivity analyses is an unintentional-psoduct of
the current metric used to measure firproductivity.

AWhen productivity is measured for an economy as a whole, using purely aggregated
macro data, we tend to ignore the interplay of D&S forces affecting firms.

AA more nuanced picture emerges when measurement starts withlésral data.

AEstmate2 ¥ I FTANNX Q& ftendt@bdzbmpuited® R dzQid WO RA & I |
value added (GVA) by its ftiline equivalentworkers (or worker hours).

AFirmlevel accounting data is collected for tax collection purposes
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Moving from 1D to 2D

A GVA ji%lres are obtained_,_bKIsubtr@ctin the market value of goods and service
dza S dzLJ 2 NJ UNFYatF2ZNY¥YSR AY UKS FTANKQ
or intermediate inputs, from its total revenues.

A Note that the estimate of direct costs typically dotinclude particular production inputs
(such as indirect labour, capital, intangible knowledge, and R&D)
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and services used up or transformed in the production process is £40,000, ther
GVA Is £60,000; if this firm has five FTEs, thea\Wapwfigure is £12,000

A This approach is-dimensional.



Moving from 1D to 2D

A GVA ji%lres are obtained_,_bKIsubtr@ctin the market value of goods and service
dza S dzLJ 2 NJ UNFYatF2ZNY¥YSR AY UKS FTANKQ
or intermediate inputs, from its total revenues.

A Note that the estimate of direct costs typically dotinclude particular production inputs
(such as indirect labour, capital, intangible knowledge, and R&D)

AC2NJ AvaoalyoOoST AF | FANKXYQa G201t NBO
and services used up or transformed in the production process is £40,000, ther
GVA Is £60,000; if this firm has five FTEs, thea\Wapwfigure is £12,000

A This approach is-dimensional.

A Replacing this by a twdimensional (2D) model of productivity permits a richer
understanding of how shifts in macroeconomic policy (and in goods and money
flows more broadly) affect firalevel productivity estimates through finspecific
demand and supply factors
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the sales price$, multiplied by the number of units sol@*, so

A the total revenue area iIS*AQ*O, otherwise known as turnover.
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Think 2D
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Source: Webber (2020)
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production process is depicted by spreading those c&txqually across the number of
units sold,Q*, which is the rectangl€ BQO.

These costs include raw materials and intermediate consumption inputs, inclddeaily
incurred labour, machine hire costs (such as the hiring of an aeroplane by a carrier),
cost of stock purchased for resale, direct cosAs.
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Th | N k 2 D Calculations of firmtevel GVA figures subtract ar€aBQ O from
SAQXO, so firmlevel GVA data is a 1D of the 2D ag&*BA
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How do we increase this area?
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Think 2D
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Think 2D
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ACKS H5 I LIINRIFOK KAIKfAIKOIAEA GKNBS |
otherwise be overlooked:

1. 5SLIAOCGAY3T GKS FANNYQa dG20Fft NBGOSydzS | &
Importance of the demand for firm output.
A Its revenue derives from its sales, not from the value of what it produced

2. Costs can be distributed across the units sold, but only some costs that are linearly
associated with output; other costs exist independent of output, and as such their
relative weight as a share of costs depends on quantity sold in a given period.

ds seholds, other firms

on haus
FyYRaE FT2NJ GKS TFA
SFad Ay LI NI Ad

3. Revenue depends on demandevenue flow dep nds
' YRK2NJ I320SNYYSYyuQa RSY
AlyR A0a O2aia NBFESOOGz KO f

AThe 2D approach encompasses the interplay of demand and supply; the 1D
F LILINZ F OKE o60é& 02y uididlisell & dalIJtRead 02 Y



Covidl9

Monthly GDP grew by
1.8% in May 2020 (but
remained 24.5% below
its February 2020 level)

UK economy grows 1.8% in May 2020
Monthly GDP growth, %

2000 2005 2010 2015 2020
» May 2020
1.8%
0% WMWWMWWWMMW%L
-5%
During the Great Recession,
UK GDP shrank by no more
-10% than 1% in a single month
-15%
-20%

Source: Office for National Statistics B|B|CH



Covidl9

Savings habit rebounds

Percentage of households’ disposable income saved
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12%

107 8.6%
8%
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0% | | |
2010 2015 2020

Source: Office for National Statistics B|B|C]
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ONS (2020) reports:

A Thenumber of paid employees dowby 650,000 compared with
March 2020

A This is before further recent reports of job losses.

A Job vacancies at lowest levsince the survey began in 2001, at ar
estimated 333,000

A Both tax and survey data show thember of new starters has
fallen sharply

A The average number @fctual hours worked felby a record 5.5
hours per week on the year to an-filine low of Z26.6 hours in
March to May 2020

A Pay fellaccording to most measures in API‘” 2020, declining more
In industries where furloughing was most prominent (e.g.
accommodation and food():I

AgtlLée Aa_ y2¢ FLEfAy3I, 2 Y2aid YSI &
KFE@Ay3d GKSAN ¢l 3Sa G2LIISR dzZLJ o6é

A There is a large number of people who report working no hours
and getting no pay.

A But on Tuesday th€ovt announced thaQOQ,OOOCPuinC sector
workerswill Tgetan aboveinflation pay rise, including doctors and

teachers, of up to 3.1% 5



. ONS (2020) reports:
Covid19 (2020) reports: L
ATheSO2y2Yé Aad aAy (0KS R2fR

A

AThe volume ofetail sales increased by 12.0% in May
2020 (sales remained 13.1% down on February 2020)
Ad ¢ K S-ufisoGtput in May is more likely to
reflect the partial release of pentp demand as
restrictions began to loosen rather than evidence of
I 3ASYydzZA Yy S NHWR BridiErRambed dz
of Commerce)

S* A

Price

C* B
ANearly half of businesses (48%) in the arts,
entertainment and recreation sector were temporarily
closedbetween 15 and 28 June and did not intend to
R restart trading in the next two weeks (the highest of any

0 Ouantity o~ iIndustry)
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There are differences between the 1D
and 2D models of firAevel productivity:

A Suppose that all firms in a region can
be divided into three groups:

1. hightech firms highlighted in the
national industrial strategy

2.FANXAEA LINPYARAY3I Wi Seé aSNBBAOSAQ
(health care, food supply, etc.)

3. and all other firms, i.e. those not
singled out in industry strategy
discussions

A Assume highiech firms have higher
revenues per worker

Al NBIAZ2YyQa D! A& (0KS aAYLX S adzy 27
0KSaS GKNBS INRdzZLJAQ D=! &



There are differences between the 1D From the 1D perspective,mstCovid19 recovery efforshould:
and 2D models of firdevel productivity: A protect cashlows ofhightechfirms, sothey survive the

. _ _ lockdown
A Suppose that all firms in a region can A g AA e A A : .
be divided into three groups: 9y a dzN&d S NIP 5 eateustainetliiagthe lockdown

1. hightech firms highlighted in the A Whetheror not the third group of firmsurvivess a matter of
national industrial strategy policy indifference. Their supply is included in GVA calculatior

2.FANXA LINRPGARAYS3 t IS pot vievied g5 difyggaguctivity higher. If these firms

el care, (o suppy tc) 1 e o1 worers,andorhave overpcicionn

3. and all other firms, 1.e. those not -, 4 i T 6 2 dzNJ LINR RdzO G A GA G & A4
singled outin industry strategy | jyA 2 NA G& FANY A Ad WOdA f SROQ
discussions

A Assume highiech firms have higher Whatthe 1D approach misses, of course, is the fact that the
revenues per worker RSYlIYR FT2NJ SI OK T A Nhstflows gaimrdiddz

Al NB3IA2yQa Dx! A a byitkednterplayvol dengandaggipply ¥
UKSasS UKNBS 3INZ dzLIJA Phepdstlockdown disappearance of any firms will reduce the

number of workers, their wages, and hence demand, and thu:
pull regional GVAownward



Afterf 2 01 R26YV S K-fun perohidarRe depeSiRin dzy 4\

part on its own actions. Can it: \)c\\“"d
0 =
A comply with new government regulations and reopen safely Qf? -~
Implementing distancing at work and shifts to more hemerking ’ ..l

A manage the costs of restarting of machinery and production lines :
g g y and p it

A re-recruit and remotivate furloughed workers with firaspecific
knowledge

A control its variable costs & restore production efficiency

Butthe firm does not fully control its mediurman prospects. Among these:

A How interfirm cash flows will be affected.

A How territories of consumption and the geography of supply will change
(both within and across national borders)

A Whether its customers are willing and able to spend again, which depends
on endogenous (and uncertain) preference shiftsith some consumers
downscaling, others transferring spending to more saatalities
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Space matters more in Pdeckdown outcomes

AThe clustering of households along see@mnomic lines, and of firms by
iIndustrial clusters, will tend to widen income/wealth gaps:

Aenclaves of loweincome households are more likely to lose jobs, to miss housing
payments, or to have precarious conditions of work worsen;

AEnclaves of uppek Yy O2YS K2 dzaSK2f Ra KI gS | KA3IK
g2N]J SNEQ YR 220a UKFEUO FNB aSOdz2NB | yF
ALY GKS YARRES IINB WwWiSeé 92NISNBQ SELIR:Z
having precarious employment status and lovmeiddle-income jobs.
AEvery household and firm is located in a bounded spatial area, with a
definitive current and capital account balance with the rest of the world.

AAreas in current account deficit must attract investment or transfer payments from
external sources to make the needed payments; if these options are foreclosed,
then expenditure levels within the area must be reduced.

ASo any postockdown reduction in income and credit support for households and
businesses, plus changes in local public services, can widen ineguality across spa

APrivate investment tends to follow, not leadurther widening inequality.



Lockdown/postockdown outcomes are sensitive to preference and policy shifts

—y Supermarkets
(overall)

Local butchers, etc,

GVADw

Steady-state
level P i
i _a MNon-essentials

%
» Supermarket

[in store)

5 T

Time

A Endogenous preferences shifts: wide variation even within sectassin retail food (above)
A Prices for computer games and consoles have risen; and a pickup in retail was led by record

online sales.
A Policy shifts: The selective reopening of some sectors (manufacturing, construction, DIY retailers and

garden centres) led to May's modest morth-month expansion.
A Normal seasonal patterns are not materializing this year (for example, clothing).



The problematic postCovidrecovery of firrao-firm
linkages: the challenges

A So what peoplevantOK | y3AYy 3> | YR Lzt A0 LIR2tAOCe Aa
had, prepandemic, the challenges of climate change and houselesiel/regional
Inequality before us.

A Manager/owners will need to consider reshoring and onshoring to strengthen firm
resilience, while doing what is possible to sustain their dashs and service their debt
(and shareholders) This means sustaining valdded, whichg as notedg depends on
adzLJLl & YR RSYIl YR T OG2NAY YR 2y (UKS TFAl

A Strategic flexibility is important for successful small and medium enterprises (SMEs), which
accounted for 99.9% of the business population, thfit@s of employment and about
half of the turnover of the UK private sector in 2019 (ONS, 2020). But, as for strategically
protected larger firms, SMEs will need time and financial resources to create pathways to
their sustainability.

A{2 OFly ¢S YIylI3aS G4KAa UNIXyardAzy (2461 NR |
more circular, sustainable economies, building in a role for SMEs committed to local
economies?



From lockdown to a sustainable, localized economic future:
a speculative scenario of how we might get there?

The dynamics of reaborld firm-level productivity are convoluted and complex, and involve

an interweaving of economic forces that can be traced independently to aggregate demand as
well as supply. We have shown that the future of UK productivity depends on how these
macro-scale dynamics and mictmkages ceevolve.

A Phase 1: Initial shocKnitial shock and the stockpiling of toilet rolls, hand sanitisers,
personal protection equipment (PPE), and food. Demand for other goods falls.

A Phase 1.1Some return to regular shopping but long queues and worry encourage
switching to online purchases.

A Phase 1.2The pandemic breaks the habitual consumption of &ssentials (e.g. take
away coffee on the way to work). The focus on local shopping spills over to other local shops
as the economy reopens, reinvigorating the high street.

A Phase 2A prolonged reduction in wealth and greater unemployment further discourage
conspicuous consumption and social positioning. Instead, leisure and experedates o
F OUABAGIASE AYONBlIA&ASE gAUK a20AFf AYGSNI Ol
consume is replaced by their capacity to participate and contribute to their local community
and local economy



From lockdown to a sustainable, localized economic future:
a speculative scenario of how we might get there?

A Phase 2.1The reshoring and onshoring of production, with shorter, more resilient supply
chains, enhances localism and reduces amad-miles in transport, strengthening local
economies and local production networks. Local consumers become more aware of local
multiplier effects from local spending. Local firms concomitantly put pressure on their local
services to do more to help local firms.

A Phase 2.2Government encourages a reduction in wasteful consumption and greed,
replaced by socially benevolent socioeconomic engagements. This supports a movement
towards local sustainable development, with more organic and local/seasonal food
production and consumption.

A Phase 3Government links firm rental char(tges to turnover, kick starting local companies
and benefiting the high street at the same time. Government also rewards companies that
make a positive contribution to the environment or the local community, such as by
reducing their tax rates or by providing preferential rates on investment loans.

This scenario suggests that using the postidrecovery to create a more sustainable,
resilient economy will, in the first instance, require planning and policy sp#uoe resources
to create the space for change.

A Given that some consumptijon habits have already changed, and some@hyaqi)iass have
already fractured, the possibilities for change are clear. But turning this speculative
scenario into reality requires a longarm plan and are timesensitive.



Conclusions

A The UK policy consensus prior to the pandemic was that deramiedand supphgide
policies can be pursued independently: restoring the economy to health means disciplining
demand, while investing in and promoting high productivity firms.

A The 2D model of productivity suggests, to the contrary, that dersupbly linkages
permeate economic activities and outcomes at both firm and macro levels. Ssigply
measures of economic efficienawisibilisedemand; but it is always there.

AThe 2D lens reveals a picture that is neither simple nor homogenous across space; the
Interplay of firmspecific demand and supply factors is ungeneralizable, depending on
linkages with consumer markets, supply chains, and financial intermediaries.

A Both productivity outcomes and demasstipply balances are densely interwoven at the
firm, regional, and national (macroeconomic) levels.

A A policy focus restricted to further fiscal discipline and preferential support for high
productivity firms will thus not solve the UK productivity problem; indeed, productivity
offers an unstable policy target.

A{ SOdzZNA Y3 GKS ! YQa SO2y2YAO TFdzi dzZNB NI Ij dzA NF
Indicatorsg stronger levels of social cohesion, reduced inequality, wellbeing, social and
ecological sustainability into the decisioamaking framework guiding postovid19
planning.
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