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1 Introdu ction

The West Midlands Economic Strategy(WMES) Connecting to Success reveals a £10
billion output gap between the region and the UK average, based on Gross Value
Added (GVA) per head. It goes on to identify some of the key challenges which
contribute t o that gap:

. Skills
o Enterprise
o Innovation

. Economic Inclusion
. Transport

Although its main focus is on closing the output gap, the WMES aims to do so in a
way which respects environmental limits. Therefore, a further key challenge is
identified relating to th e desire for a Low-Carbon Economy.

In response to these challenges, Advantage West Midlands commissioned the
Observatory to develop a three year programme of work around the other
challenges identified in the WMES, to complement the existing programme of w ork
on skills. Work began in June 2008 and by the end of 2008-09 a significant number
of outputs have been delivered.

This report summarises some of the main findings from the work undertaken during
2008-09. The majority of the analysis was prepared using data refering to the period
before the current recession. The changed situation will obviously have a signficant
impact on all of the areas covered by the research programme and over the coming
year, we will be carrying out work to get a better understandi  ng of this. A detailed
work plan has been produced for 2009-10, which will also provide more evidence in
relation to many of the issues covered in this report.
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2 Main Findings

The output gap identified in the WMES is influenced by a wide range of different
factors, including those covered in this report . The sections which follow highlight
some of the main findings from each of the strands of work during 2008 -09.
However, the issues are interconnected and addressing any one of them in isolation
will have only a limited effect on the output gap.

Estimates show that around 80% of the output gap is due to the collective

productivity of the r egi ocauSesl bylthe elatueyytowes . | n part
level of employment in the most productive sectors. The m ost important sector in

this regard is the financial services sector, one whichisd omi nat ed by Londonds
position as a global financial centre. Nearly half of the  West Midlands output gap is

due to the strength of Londonodancidsewices my and ar ou
alone.

However, whilst structural issues influence the output gap, more significant is the

relatively | ow productivity of the regionds firn
is influenced by a wide range of factors. Innovation is one such factor and we have

constructed a Regional Innovation Index which compares our performance with both

the UK and EU avearges. This shows that in most respects we are below the national

average, although the region matches the national figure for applicatio ns of

innovation, covering sales of new products and employment in high -technology

businesses. More encouragingly, we generally outperform the EU average, although

we fall below it in relation to intellectual property driven by low levels of patent

applications.

The most recent data , published since we constructed the Index, suggests an
improvement, with the share of turnover attributed to innovation activity rising
against the national trend. Evidence around enterprise also shows the region lag ging
behind the rest of the country , with low levels of business start -ups for example.
These issues will be examined in more detail over the coming year.

Another factor influencing low productivity is the share of managerial and

professional jobs. The region has the second lowest share of jobs at this level in

England and they are the jobs which generate most innovation and yield the

greatest value for businesses. This mix is reflected in the low levels of graduate

empl oyment in the regi on.0Thismeanstha theeregoe ct or busi ne
has had difficulty retaining graduates from its  universities.

Nevertheless,t he r egi onds gener dlhaspnprovedinrecanhce on s ki |l
years. This has been driven by increased investment in training by employers,

notably via Train to Gain and Apprenticeships and by improving levels of

qualification attainment by individuals
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However, many challenges remain. Leadership and management skills, which are

crucial for driving enterprise and innovation, need greater investment  from both

employers and training providers. At the same time, overall s kill levels in the

working age population remain lower than most other regions, with more people

without any qualifications than anywhere else inthecoun t r vy , l'imiting the regi
ability to improve produc tivity levels.

Low skill levels are also one of the main factors linked to worklessness. Over half of

people with no qualfications are not working, compared to  around a quarter of the

population as a whole. It is one reason why in2007t he r egi onds empl oyment
was 2 percentage points below the national average, equivalent to 64,500 people.

Around2 0% of the regionds output gap is due to | ow
groups with very high levels of worklessness are those with a li miting iliness or

disability and certain ethnic groups, notably those of Pakistani or Bangladeshi

origin.

Levels of worklessness are particularly high 1in
centres dnotably Birmingham, Sandwell and Wolverhampton. Birmingham a lone

accounts for over a quarter of workless people in the region. Research in the coming

year will identify whether these patterns are due to the demographic make up of

local populations or whether there are other place -based factors involved.

Since these urban areas are also major employment centres, the issue lies in the
types of job available rather than their location. This highlights a tension between
the desire to increase the number of high productivity (and generally high skill) jobs
and the need to provide opportunities for the many low -skilled people amongst the
workless population. Both may be needed, along with up -skilling across the entire
workforce, to help close the output gap.

Around half the workless population are claiming the main out -of-work benefits. Of
these, over half were claiming Incapacity Benefits (IB), more than double the

number of Jobseekersd All owance cl aimants. By f a

were those suffering from mental or behavioural disorders. This group alone
amounts to nearly 100,000 people.

For some workless people, such asthose with health -related problems, transport

may be a barrier to accessing work. This is one
transport infrastructure impacts on the economy. Others include journey times and

reliability, agglomeration benefits and access to markets. Transport also plays a

role in quality of life and perceptions of place, which are important in encouraging

people and businesses to locate in the region.

We are developing an approach to assessing the economic benefits of transport
schemes. So far we have reviewed five of the most important schemes in the region ;
this has shown that they have the potential to yield economic benefits of £140

million per annum, cumulatively wo rth £1.3 billion by 2023. Work will continue in
the coming year, including looking at the remaining regional transport priorities.
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| mproving the transport infrastructure
towards a low-carbon economy. We have egdimated that the region has a 1.75
million tonnes carbon gap between what existing policies will deliver and targets for
2020. This is equivalent to 330kg per person, the amount of CO , generated by
driving 1250 miles in a Ford Fiesta or taking one return f light from Birmingham to
Rome. Reducing transport emissions will be an important contribution to closing this
gap, and positioning the region to meet the much more demanding targets for 2050.

Our analysis shows that most low-carbon indicators are moving in the right
direction. However, the West Midlandsis well behind the best performing regions
for most indicators, so more needs to be done. Action will be needed across all
sectors, including housing and transport as well as industry and commerce.
However,r e s ear c h s h o wmoretsigndicant duysinesssectsrs are not
amongst those most likely to be adversely affected by the move to a low -carbon
economy.

Moving to a low-carbon economy will also bring opportunities, such as the
development of new envi ronmental technologies. The region has some strengths in
this area but taking advantage will need improvements in innovation levels and
skills. Work over the coming year will help understand the route to developing a
successful low-carbon economy and the challenges to getting there, challenges
which are likely to include many in the areas covered by this report.
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3 Enterprise

3.1 Overview

The over-arching objective of this strand of the programme is to identify the degree
that relative regional performance int he different aspects of enterprise o
productivity, new business formation, business growth, enterprise culture and
strategic positioning dhave on the output gap.

To guide the detailed research programme a data and strategy sub -group of the
Enterprise Board has been established. Chaired by Prof. Stephen Roper, it includes
representatives from the Centres of Expertise as well as AWM and Norman Price as
Chair of the Enterprise Board. This group has agreed a series of reports to be
completed by the end of 2009 -10 which will look at 4 broad themes:

e A detailed analysis of industrial structure and how it can explain the relative
economic performance of the region;

e An assessment of the socic-demographic profile of new business start -ups

e Areview of the typology of existing businesses and an assessment of the
contribution of fast and high growth businesses

e Areviewofthevalue-added strategic positioning of the
firms

The first of these research reports, The Influence of industrial structure on
economic output , has been completed and presented to the Enterprise Board. The
key findings from this report form the bulk of the material reported below.

3.2 Headline Enterprise Performance

An initial assessment of the relative performance was commissioned as part of the

evidence base underpinning the AWM chairmands sp
indicated, at a headline level, the scale of the challenge facing the region to close

the gap in enterprise performance to the national average. Some of the key

messages ae:

e To bring us in line with the national average, the region needs to generate
1,900 extra new businesses per year
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Our urban areas have particularly low levels of new businesses so we need to
focus growth there, with a third (600) of the extra businesses setting up
within our most deprived areas

The survival rates of new businesses are also low in our more deprived urban
areas although overall the region matches the national average

Despite these figures, the number of SMEs in the region rose by 5,700 in the
decade to 2007, and they employed 15,000 more people

We need to encourage our businesses to invest for the future in order to
make themselves more productive. Investment will need to cover new
capital, new processes, new skills and new products and se rvices

We need to encourage a further 8,000 women to start a business to bring us
in line with the national average.

3.3 Economic Output and Productivity

Between 1998 and 2007, GVA per head in the West Midlands grew by 4% on average
each year; however, with th e UK growing on average at 4.7% over the same period,
relative living standards in the region fell from 8% to 14% below the national

average. If factored over the West Midlands population in 2007 a GVA per head of
just over £17,000 in 2007 is the 3rd worst performing among the nine English regions

By the Government & PSA target measure of GVA per capita the West Midlands
has fallen further back against the UK average since 1998

Index of WM GVA per Head to .
Index of regional GVA per Head, 2007
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Source: Regional Gross Value Added, ONS Source: Regional Gross Value Added, ONS
West Midlands Regional Observatory2009
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Levels of GVA per headare influenced by issues such ascommuting, differences in
the labour market structure and varying economic activity rates , as well as the
productivity of businesses. O ther productivity m easures provide more direct
methods for making regional comparisons of business performance.

Regional Indices of GVA, 2007

GVA per hour worked
and per filled job show s

less variation between
regions than GVA per 150 |
head; however the
West Midlands region 125
is still below the UK UKIGB = 100
average and placed
either 7" or 8" out of

the nine English
regions

GVA per Head B GVA per Filled Job ™ GVA per Hour Worked M GVA per Employee

West Midlands Regional Observatory2009

I n order to judge the cost to the betgaenon t he 6O0u
the current economic output of the region and what would be achieved if GV A per

head matched the national average. Latest estimates show the gap is around £15bn

per year, a higher estimate than the one in the WMES, largely due to changes in the

methodology used to calculate regional GVA.

Regional differences in GVA per head from national average, 2005

London I
South East .
East of England
South West | I
East Midlands ]
West Midlands [ | Productivity
North West I I | . E::ll:lf::; IRF::S
Yorkshire and the Humber I = Activity Rate
North East . I

03 -02 00 0 01 02 03 04 05 06

GVA: divergence from national average

Source: Wosnitza and Walker (2008) Economic & Labour . .
Market Review, Vol2, No5, pp40-53 West Midlands Regional Observatory2009

GVA per head can be decomposed into four explanatory factors: Productivity,
Employment rate, Commuting rate and Activity rate . The chart illustrates that
productivity is by far the largest factor in the West Midlands, contributing around
80% of the gap. Economic activity accounts for most of th e remaining gap.
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High

National GVA growth
1998-2006
Medium

Low

3.4 Industrial structure and regional economic growth

Of the productivity measures, GVA per employeeis the best for understanding the
productivity of individual sectors. Among the five sectors that have the highest GVA
per employee, four are highly capital intensive sectors, natural monopolies that
would be inefficient to compete with due to the huge amount of capital

expenditure required on infrastructure or R&D (dark green).

Sectoral productivity groups (Great Britain)

Utilities

Chemical

products

Financial
intermediation

Fuel

manufacture

Mining

High GVA

Business

Paper
& printing

services

Construction

per employee

Source: ONS Regional Accounts; ABI

Vehicles

Food &
tobacco

Equipment

Machinery

Misc. non-
metallic

Rubber

& plastic

Basic

metals Misc.
other

manuf.

Public
admin.

Textiles
Transport & wood

& comms.

Other
services

Health

Wholesale
& retail

Education

Agriculture &c.

Hotels &
restaurants

& social

work
Medium GVA
per employee

Low GVA
per employee

West Midlands Regional Observatory2009

In contrast financial services have grown significantly in impor tance since 1998, and
GVA per employee has almost doubled between 1998 and 2006 to £86,000 per
employee, more than 10% higher than mining. Property and business service is an

important sector; in addition to the high relative productivity, this sector repr
over 17% of total national employment.

employee for both financial services and property and business services was well

esents
However, in 2006 West Midlands GVA per

below the UK average.

@ Financial .
intermediation
.Constuctlon
Real estate
& business
services ' 8
.
[ ] . ~
regl onos
.
.
Chemlcals. o
.Utllltles
Mining . Food & Misc non-metallic
tobacco @ © @ manufacture T h e
Fuel. @raper ° [ ] ()
fact & printing
manufacture Vehicles @etal
” products
Equipmen
o
Low Medium High

Regional share of
total National output

The chart shows thatt h e

regionos

high growth sectors is poor, particularly in
those sectors with the higher levels of
productivity . This is partly offset by the

advantage 1in

within manufacturing, albeit ones where
output is growing slower than average

presence

s ome

r e g i ogmavesof fihamamakintermediation

and property and business services accounts for over
70% of the overall GVA per employee difference
between the region and the national average

Scale of the Challenge d Annual Summary Report
West Midlands Regional Observatory

Page 11 of 55

prod



. . . . . Sectors in London 2006
London is a historic centre for financial

activities and this competitive advantage =

represents the largest contributory factor in
the differences in
performance in GVA per employee.

construction @

nat. A |

>

Excluding London from the analysis reduces

and, Wg'®t

| Financial .
\intermediation
Real estate
& business —

andsad

Chemicals

. Utilities

the regi on 0 sgapoy avaed athird i v i b
o O

and the output gap by nearly half. Just

excluding financial services reduces the manticurs @
productivity gap by around a fifth and the s
output gap by nearly a third.

<

UK GVArgrowth 1998-2006 0
Medium

. Paper

& printing

Low
Low

Medium

Regional share of total UK output

The regionds jobsd profiles may

al

so be a

employee in these key sectors: the share of total sector employment in the higher
value-added senior managerial positions is lower in the West Midlands than the
average nationally and second from bottom for managerial positions overall.

Regiond employment in key sector made up of fewer managers and senior
posts

60% -
50% -
40%
30% -

20% -

10%

0%

Percentage of total Financial services employment

London
South East
Eastern
South West
East
Midlands
North East
North West
West
Midlands
Yorkshire &
Humber

Managers and Senior Officials - Male
B Managers and Senior Officials - Female

M Professional occupations - Male
Professional occupations - Female

West Midlands Regional Observatory2009

High

factor

The contribution of key sectors in terms of employment and GVA has changed; business
and financial services have been the main drivers of growth nationally and regionally.

However, the regional output per worker in these sectors has declined

national average. So, as the share of output grows, so the gap i ncreases
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3.5 Industrial structure and sub -regional economic
growth

Within the West Midlands sub-regions there are wide variations in the performance.
In terms of GVA per head, in 1998 Solihull, Telford and Coventry all had higher
output per head than the England average but by 2006 only Solihull exceeded the
England rate

Whil e Solihuldl is the regi
Jumeu | growing sub-regional, an estimated
B e two thirds of that growth is from just

financed and O6public admi

Commuting also has a significant
impact on wealth generation as
wealth is generated in places where
people work rather than where they
live. Staffordshired sout-commuters
generate an estimated output of
£2bn for other areas

. . . ~ Empl i
Hi gh productivity 6Knowl Khededon enaivi WaiiHed
. ~ . . LU0 10 25,000
Int ensi vebod industries =§§§§§4§E§
- .| 10 |
concentrated in urban areas and B 420000 +

rely on large amounts of in-
commuting due to low urban
economic activity levels and lower
basic skill levels.

However, average earnings are
lower in the West Midlands than
nationally so the capacity o f the
region to retain or attract workers

with higher level qualifications,

high skills, graduates and those in
productive occupations into the
region is reduced
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In terms of jobs, whilst manufacturing employment has fallen by over 200,000
between 1998 and 2006, employment in banking & finance and public
administration has increased by approximately the same amount in the same period.

Areas such as Worcestershire Netemployment change - banking & public admin v manufacturing, 1998-2006
and Walsall & Wolverhampton
have benefited from these new

) 60,000 -
jobs however some areas such
as Dudley & Sandwell and Stoke %]
on Trent have lost 20,000 -
manufacturing jobs but not o
replaced them from these re—
growth sectors
-40,000 -
-60,000 -

Worcestershire
Walsall and
Wolverhampton

Shropshire
Herefordshire
Solihull
Warwickshire
Birmingham
Staffordshire
Telford and
Wrekin
Coventry
Dudley and
Sandwell
Stoke-on-Trent

O Manufacturing @ Banking and public admin

West Midlands Regional Observatory 2009

In summary &

e The output of the West Midlands has grown year on year but at a lower rate than
the national average

e The contribution of key sectors in terms of employment and GVA has changed;
business and financial services have been the main drivers of growth nationally
and regionally. However, the regional output per worker in these sectors has
declined. So, as the share of output grows, so the gap increases

e National average productivity is hugely skewed by the positive competitiveness of
London due to the nature of the large fin ancial services businesses located there

e The regionds reduced share of financi a
services accounts for over 70% of the overall GVA per employee difference
between the region and the national average

e lLowaverageskil s | evel s and earnings is nega-
to attract and retain highly productive businesses and individuals

e Commuting has a strong negative productive effect in sub -regions where many
people travel from their homes to a place of work, usually into urban areas.

e Whilst some sub-regions have benefited from jobs created in these new growth
sectors some subregions have not replaced those jobs lost from manufacturing
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3.6 Policy Responses

The key elements of the research findings will be used to assist the West Midlands
Enterprise Board in advising the Agency on areas of activity that the region needs to
focus on over the next few years. This research together with the four additional
projects over the next 12 months will help the Enterprise Board in developing an
action plan to ensure that business support is fo cused on developing interventions
which will result in reducing the output gap.

Further research in the coming year will help the Agency in identifying the socio
demographic profile of new business starts, the typology of existing businesses, the
contribu tion of high growth firms and the how to develop a more enterprising
culture which underpins all activity.

The majority of the responses to the issues will be addressed through mainstream
business and enterprise support activity such as West Midlands Busness Link and the
Manufacturing Advisory Service as well as other initiatives which will focus on

promoting enterprise to the regionds most
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4 Innovation

4.1 Overview

The over-arching objective of this strand is to identify the degreet hat relative

regional performance in the different aspects of innovation contributes to the

regiond6s output gap. The pr orgseascm&ne wi Il | cover ar
development, new product and process innovation, product improvement innovation

and increased output generation from innovation activities.

Results from this strand of work have been presented to the Innovation and
Technology Council on a regular basis. In order to ensure that future work is focused
on the needs of the ITC, we are in the process of setting up an advisory sub-group to
steer the future work plan. The sub -group will mainly consist of ITC members from a
business background to ensure that the work is focused on those innovation

activities which will have the most significant impact on  closing the output gap.

4.2 Headline Innovation Performance

As with enterprise our initial work as focussed on using a set of agreed measures to
assess the relative performance of the region against a national average. Amongst
the key messages were:

e Interms of our medium to large companies, we need to encourage more to
innovate. The challenge is to get a further 300 firms to begin to innovate to
bring us into line with the national average.

e Out of the existing innovative businesses we need 300 more firms to br oaden
collaboration networks with organisations outside the region.

e If our businesses could match the national average in effectiveness of
converting new innovations into turnover, there would be the potential to
add nearly £10 billion to total turnover i n the region.

e Beyond the need for new products and services the region needs 500 more
firms to increase the level of innovation of their organisational processes
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4.3 Regional Innovation Index

One key area of work undertaken this year was to apply the methodo logy behind the
European Innovation Scorecard (EIS) to regional data. While the EIS uses national
datasets we were able to source regional level data for 20 of the 25 measures.

Where we were unable to source accurate regional data we fixed the regionstot he
UK average and then undertook some sensitivity analysis to assess how variations
between regions would impact on the overall index performance.

R
g
e West Midlands

The region is outperforming the EU average,’:
but not the UK

Regional
Observatory

WIWWWIMIO.0g

West Midlands performance in the five European Innovation Scoreboard
innovation domains, compared to EU and UK average performance

EU baseline
innovation drivers
, UK performance relative to EU

— West Midlands performance
relative to EU

intellectual property ~ __ knowledge creation
D

\ innovation and

applications .
pp entrepreneurship

In comparison, the West Midlands &

e Matches the UK as a whole in terms of applications of innovation, cov ering
sales of new products and employment in high -technology businesses

e Outperforms the EU but lags behind the UK level for innovation &
entrepreneurship , knowledge creation and innovation drivers

e Underperforms the UK and the EU in terms of intellectual p roperty

A broad definition of innovation identifies 5 main themes -

e new products and processes

e new techniques for production

e the implementation of new organisational frameworks
e creation or diversification of new markets

e new sources of supply
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The Community Innovation Survey (CIS) is abiannual survey of a sample of
busines®es in the UK collecting quantitative and qualitative information on a range

of innovation -related activities. It is undertaken by the ONS on behalf of the
Government and is the most important source of evidence about the innovation
performance of businesses at a regional level. We have conducted an analysis of the
findings from the latest CIS and trends over time.

F;"- ‘West Midlands
¢ selected indi FA S,
Summary of selected indicators X o0 The proportion of firms

engaged in innovation-related

Indicator WM CIS3 WM CIS4 WM CIS5
(1998 1 2000) (2002 i 2004) (2004 7 2006) has increased from 55% to 64%.
Innovation active firms 52% 55% 64% This increase however should
Skills i employees to be treated with caution as
degree level or above 9% 11% 15% .
much of the increase can be
Turnover from innovation - 36% 38% attributed to an increase in the
Cooperation agreements - 11% 11% number. b Commltteq
expendlture on Innovation
Barriers to innovation - £ ££

activities which may include
upgrades to equipment
currently in use.

In more detail -

e There was an increased number of firms spending money on the acquisition of
new machinery or software (from 40% to 61%).

e Increased number of firms spending money on marketing their products (21% to
37%).

e New product inn ovation has remained static at 24%
e New process innovation has declined slightly from 16% of firms to 14%

e On average, the percentage of firmsd employees
above has increased from 11% to 15%. The percentages are twice as high in
innovation-active firms than in non -innovation -active firms: 14% against 7% for
CIS4 19% against 9% for CIS5.

e The increase in graduate employment tends to be in subjects othe r than science
and engineering.

The survey also looks at barriers to innovation:

A Fewer firms reported difficulties accessing knowledge and skills as barriers to
innovation
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