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Return to growth
Summary

As the year draws to close, there are some very positive signs about the Island’s economic performance.  There was a welcome return to growth in Jersey last year and the latest data suggests that the economy has maintained this momentum into this year.  The Jersey economy expanded by 2.8% (real terms) in 2005 and for the first time since 2000.  It was equally encouraging that growth was supported by increased activity in both the finance and non-finance sectors. 
Profitability in the finance industry rose last year and firms in the industry expect profitability to grow at a stronger rate this year.  If the non-finance part of our economy performs as well as it did in 2005 then there is every indication that we will see further real economic growth in 2006.
This likelihood of continued economic growth is supported by the fact that there was a further increase in employment in the twelve months to June 2006 for the second year running.  The finance and construction industries accounted for a large share of the increase, with the increase almost entirely made up of locally qualified people.
One of the most important determinants of our economic performance is trends in productivity.  The fact that labour productivity (as measured by GVA per FTE) increased in 2005 for the second year running is another factor boding well.  The challenge now is to maintain these productivity improvements as the economy continues to expand.

Underlying inflation edged up during the year from an all time low to just above the States 2.5% target.  The increase was mainly as a result of higher oil prices caused by increased demand and supply side disruptions.  Jersey is not alone in experiencing these trends and inflation has been pushed higher across the globe as a result of the increase in oil prices.  The fact that oil prices have eased more recently has helped to reduce underlying inflation in Jersey in September.

So far trends in average earnings growth have been encouraging.  Earnings growth in June fell to 3.3% in line with inflation and over the last two years housing has become slightly more affordable.  It will be important that earnings growth does not pick-up again as a result of the increase in inflation due to higher oil prices as this could mean the Island gets trapped in a cycle of rising costs and inflation.
Jersey’s fortunes are linked to the rest of the world economy and the global outlook remains robust with growth expected to fall ever so slightly next year.  Of great importance to Jersey is that growth is expected to increase slightly in what have traditionally been our two most important export markets – the UK and Eurozone.  However, significant imbalances still remain in the global economy, particularly in relation to the US economy which the recent weakness of the dollar has illustrated.  
Economic conditions in the Island are the best since the late 1990s and all the indicators are suggesting that we experienced further significant growth in 2006.  The Island still faces key challenges in building on the recent improvements to ensure that future economic growth is based on improved productivity and that inflation is kept in check.  Further implementation of the Economic Growth Plan will help build on these foundations as would adopting the Minister for Treasury and Resources recommendation for a new Fiscal Framework including a Stabilisation Fund.  This will ensure the Island is best placed to ride out any turbulence in the global economy.
Key points
· The Jersey economy returned to real growth in 2005 at 2.8%.
· Real growth in the finance sector was 2.5% and the first for five years.  The industry expects profitability to rise again in 2006 and at a slightly faster rate.
· The rest of the economy also performed well growing at a slightly faster rate of 3.2%.
· June employment was up by 1.5% (770 people) and for the second year in a row.
· Employment of locally qualified staff was up by 780, while that of non-locally qualified was down and J-category up by 110 over the last year.
· Productivity (as measured by GVA per FTE) increased by 2.4% in 2005.
· Underlying inflation edged above 2.5% target mainly due to higher oil prices.
· World economy remains robust, with growth in the UK and Eurozone expected to remain steady at about 2.75% and 2%.
Return to growth in 2005
After several years of decline, economic activity in Jersey (as measured by GVA) grew by 2.8% in real terms last year, which is the first time the economy has seen real growth since 2000.  Between 2001 and 2003 GVA fell by 3%-4% in real terms each year and 2004 saw a 1% real fall.
The chart below shows how the finance industry, the largest sector in the Jersey economy, is a key driver of overall economic performance.  In previous years, when the finance sector has performed strongly (as it did in 1999 and 2000), so did the economy overall; but the converse also applies.  The non-finance sectors have displayed less volatility and their success is partly linked to that of the finance sector.  

Last year, the non-finance sectors made in total a larger contribution to economic growth than the finance sector, the successful sectors being ‘other business activities’ (including architects, cleaning services, advertising, security and personal services), construction and wholesale & retail.  
Chart 1:  The economy returned to growth in 2005
% change in GVA in constant prices
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Source:  States of Jersey Statistics Unit

***********************************

Finance industry expects to build on profitability this year
The 2005 Survey of Financial Institutions (compiled by the States of Jersey Statistics Unit) reports that the Jersey finance industry increased its profits in 2005, which is the first annual increase in five years.  Finance firms’ improved expectations for 2005 expressed in the 2004 Survey and shown in the chart below were therefore borne out.
Looking at finance firms’ latest expectations for 2006, optimism has continued to grow with 87% of them (weighted by employment) expecting profits to rise.  In the 2004 survey, 75% of finance firms correctly predicted the direction of movement in profits.  So this is a good indicator of future growth in the largest part (50%) of the Jersey economy.
There is further evidence that the finance industry is continuing to grow this year.  Data published by the Jersey Financial Services Commission in its quarterly report for the period ended June 2006 shows :
· Bank deposits increased by £10.7bn (6.2%) over the year to June 2006.
· The value of collective investment funds managed in the Island increased by £47bn (41.8%) over the same period to a record high of £159.7bn.
· The growth in the number of funds managed is being driven by Expert Funds which have broken the 200 barrier, increasing in number from 79 to 214 over the year to June.
Chart 2:  An increase in finance firms expecting profits to rise

% of firms (weighted by employment) expecting profits to rise/stay same/fall next year
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Source:  States of Jersey Statistics Unit
***********************************
Strong performance by the rest of the economy
The combined performance of non-finance sector industries led to the first real growth in their GVA, of 3.2%, in 2005 since 1999.
Looking at the individual sectors (Chart 3) it is clear that some have been more successful than others.  ‘Other business activities’ including architects, cleaning services, advertising, security and personal services has been the most successful, increasing in real terms by about 30% since 1998.  9% of this growth was in 2005 alone, explaining a large part of the non-finance sector growth last year.
Another key contributor to growth last year was the construction industry.  Generally, the construction industry’s performance is more volatile than other industries reflecting its cyclical nature.  Indications are that levels of activity will continue at similar levels next year, as Waterfront developments continue to take shape.
Wholesale and retail activity picked up by just under 4% last year, reversing small falls in recent years.  The sector will have benefited from growth in fulfilment activity and the improved performance in other sectors.  If real growth persists in the rest of the economy into 2006, then that will provide a good platform for the sector as a whole.
The downward trend in the hotels, restaurants and bars sector continued and a decline of a little less than 3% was recorded in 2005, which is unsurprising as tourists are typically staying in Jersey for shorter periods of time.  The number of tourists has stabilised since 2003, with 2005 showing a slight increase of 1% helped by a rise in the number of conference visitors to Jersey.  There are signs of optimism for the future with significant investment expected in 2007.  There are new additions to accommodation forecast, with two new four star properties opening and there is evidence that other stakeholders have plans to develop new properties or redevelop and upgrade existing properties. The same is true for attractions, with more investment planned for 2007. Jersey Tourism is planning to increase its festivals and events offering and with new marketing initiatives for the year it is hoped that visitor numbers will grow. 
Agriculture is another sector that has not performed so well in recent years, its GVA declining by 21% in real terms since 1998, although last year there are initial indications that it has grown.  While the sector only makes up a small proportion (1.4%) of Jersey’s GVA it is nonetheless an important part of the social and environmental fabric of the Island.  The industry however, continues to face tough competitive conditions in its key markets.  The amount of potatoes exported increased by 5,500 tonnes (17%) in 2005 but the total value of them fell by £4 million to £20 million.  Tomato export volumes have fallen once more resulting in £2.1 million less exported.  
Chart 3:  Mixed performance for non-finance sectors

GVA constant prices, 1998=100
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Source:  States of Jersey Statistics Unit
***********************************

June employment up for second year, reaching similar level to June 2003
The latest employment figures suggest that the economy has maintained its momentum in 2006.  Total employment in June this year was about 770 higher than last June and was made up of an increase of 780 in the private sector and a decrease of 10 in the public sector.  The nature of this growth is such that the increase in the private sector was almost entirely made up of locally qualified staff, with an increase in the number of j-category employees being balanced by a fall in non-locally qualified staff.  In addition, the finance sector accounted for 430 and the construction sector another 270 of the increase in private sector employment.
Total employment in June of this year reached 53,560 which is close to the level in June 2003 when it was 53,260.  This is clearly well inside the Strategic Plan aim of limiting workforce growth to 1% per annum over that period.

Changes in employment tend to lag behind changes in economic growth, so the recent increase in employment is a welcome sign that there may be further real economic growth this year.  The rise in finance sector employment is another indicator that this sector has continued to expand in 2006.  Although construction activity can be very cyclical the growth in employment reflects the growing confidence in the strength of the Jersey economy and the increase in activity will bring important supply-side improvements.
Employment in the economy’s more traditional sectors has seen marginal improvements over the last year despite the tough conditions they face.  Agriculture and fishing returned a gain of 10 employees since last June, following a fall of 170 over the previous year.  Hotels, restaurants and bars grew by 50, after a fall of 20 in the previous year, showing some stability after 6 years of decline.
Chart 4:  Employment up once more in the private sector
Private and public sector employment in June of each year
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Source:  States of Jersey Statistics Unit
***********************************
Labour productivity grows for the second year running

The amount of GVA created per FTE is an important way of measuring labour productivity in Jersey and changes each year give a broad indication of whether the labour force has, on average, become more or less productive.

Labour productivity is a factor of many things – for example, the skill level and mix of the workforce, how well labour is organised and managed, the level of investment in technology and innovation, the flexibility of the labour market and the nature of the work done in terms of value added.  

The chart below shows real GVA per FTE for Jersey and the UK.  Jersey has seen labour productivity on this measure fall from 2000 to 2003 followed by some productivity growth in the two years after and by 2.4% in 2005.  This contrasts with the UK, which has seen year on year real labour productivity growth over the 8 year period.  

The significantly higher labour productivity levels in Jersey relative to the UK is heavily influenced by the fact that a large proportion (22% - Figure 3) of Jersey’s workforce works in the finance and legal services sectors which are particularly high value added activities.

Chart 5:  Labour productivity in Jersey and the UK

Real GVA £ per FTE (2003 prices)
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Source:  States of Jersey Statistics Unit; Office for National Statistics (ONS)
The improvement in Jersey’s overall productivity last year (as measured by GVA per FTE) was made up of productivity growth in the finance and non-finance sectors. The finance sector has seen productivity growth in last two years, but overall real GVA per FTE is still well below that in 2000 and 2001.

In the non-finance sector there is again a mixed performance, although overall productivity growth outstripped that of the finance sector.  There was strong productivity growth in other business activities and the utilities, with more modest growth in the other sectors except hotels, restaurants and bars where productivity actually fell in 2005.  The initial indications are that there was also significant growth in productivity in agriculture.  
Productivity improvements are generally easier to achieve in the early stages of an economic upturn as increased activity will initially absorb spare capacity in the economy.  The challenge for Jersey is now to sustain these productivity gains as the economy expands further and particularly if economic growth is to continue to be combined with minimal inward migration.  
***********************************
Inflation falls back in September
Last September, underlying inflation (RPI excluding the cost of house purchases - RPIX) fell to 1.9% - its lowest point on record.  Since then, inflation edged upwards to 3.1% in June this year before falling back slightly to 2.8% in September, remaining above the States 2.5% target level.  

High inflation undermines economic efficiency and international competitiveness, and as a consequence economic growth too.  It also has consequences which are inequitable, hitting those who have saved – maybe for retirement - more than those who spend.  It is vital that inflation is kept under control in any economy and especially in Jersey where over half of the businesses export goods and services.
Chart 6:  Inflation just above target
annual % change in RPI and RPIX and change in level of interest rates
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Source:  States of Jersey Statistics Unit
The chart shows how changes in the UK base rates clearly impact on headline RPI in Jersey (through house purchase costs).  Focusing on the underlying rate, there was a recent downward trend in RPIX in Jersey for 10 quarters.  This was helped by reductions in the price of food, clothing and footwear and leisure goods and by lower rates of price increase elsewhere.  Competition on the high street in a number of areas has clearly been an important factor in that success in bringing inflation down.  Since then, increases in the price of fuel & light, motoring, fares & other travel as a knock-on effect of increasing oil prices, have applied an upward pressure to inflation.

The chart below shows that Jersey has not been alone in seeing inflation rise as a result of higher oil prices.  Inflation in the UK and the US has been increasing in the last two years, strongly influenced by rising oil prices.  Between October 2005 and June 2006 the price of crude oil rose from $54 dollars a barrel to a peak of $70 per barrel.  Since June, the price has fallen back to $56 dollars per barrel.  

The future direction of the price of oil will depend on the willingness of oil-rich countries to expand production capacity and political, economic and environmental factors that will shape oil supply and demand.
Chart 7:  Rate of inflation increasing in the UK and US

annual % change in CPI (left axis) and OPEC spot oil $ per barrel (right axis)
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Source:  ONS; U.S. Department of Labor, EIA
***********************************
Earnings growth slows in line with inflation

In June 2006 the average weekly earnings of workers in Jersey was 3.3% higher than in June 2005.  This was made up of average earnings growth of 3.4% in the private sector and 2.5% in the public sector.  

Average earnings growth in the public sector was lower reflecting the effect of 2004 and 2005 pay awards, as the majority of workers in the public sector had not received a pay award for 2006.
Over the last three years the average annual increase in earnings has been 4% for all sectors – 3.8% for the public sector and 4% for the private sector – in line with the average increase of 3.8% in inflation.
Recent falls in the headline inflation rate seem to have been factored into wage negotiations, slowing the rate of earnings growth to an extent.  The chart below reveals that this has not always been the case and that earnings growth has tended to outstrip inflation when the economy has been performing strongly.  This sounds a note of caution going forward because unless pay awards are matched by productivity improvements there is danger that inflationary pressure will build up in the economy.  This will only serve to undermine the competitiveness of the Jersey economy, adversely affecting employment opportunities and eroding economic growth in the Island.
Chart 8:  Earnings growth follows falling inflation

Annual % change in RPI and average earnings index
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Source:  States of Jersey Statistics Unit

***********************************
Pick-up in house prices
House prices have fluctuated more than usual over the last few quarters and have increased by 6% so far in the year.  The trend for the past few years has been one of stable growth at about 2.5% per annum but recent figures suggest the rate of price growth may now progressing at a higher rate but still below that in other jurisdictions such as Guernsey and the UK.  This presents a huge contrast to the rates of house price growth witnessed in the late 1990’s (average 18% per annum 1996-1999).  Earnings growth has outstripped house price growth in the past few years at just under 4% per annum, pointing to some gradual improvements in affordability.  If house prices continue to rise above the trend, any recent improvements in affordability will be eroded away.

The house price to earnings ratio in Jersey fell from 12.7 in 2003 to 12.3 in 2006.  This is a slight improvement, but the figure remains high compared with the UK where the ratio is 6.  The best way forward for Jersey will be to ensure average earnings rise because of productivity improvements while house prices are kept in check by continuing to balance supply with demand.  House price stability helps to keep inflation low and therefore maximises the potential for economic growth. 

Chart 9:  House price increases and earnings growth
Annual % change in house prices and average earnings index
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Source:  States of Jersey Statistics Unit
***********************************
World backdrop remains robust
As with many other countries Jersey is dependent upon international trade for its economic success.  Global economic conditions therefore play a big part in determining how the Jersey economy performs through our trade with other countries and the impact on financial markets.
Global economic growth rose well above trend in 2004, but slowed to some extent in 2005 and is expected to remain strong this year at 5.1% before slowing slightly to a healthy 4.7% next year (the average for the last ten years is 3.9%). 
However, there are some risks to the global outlook that should be kept in mind.  Should oil continue to face increased global demand and further disruptions to the supply side (such as last autumn’s hurricanes and political tensions in the Middle East) then there would be continued upward pressure on the price.  This would be likely to have immediate and secondary inflation effects globally in the future, and weaken global growth.      
A sharp slowdown in consumer spending in the US would have negative repercussions on a global scale.  The risk of this grows if petrol prices rise.  The risk also increases if the very low household savings rate becomes unsustainable as a result of house prices (which until recently had been growing strongly for ten years) stagnating or falling.  The recent weakness in the US dollar shows that the situation remains fragile in the US and that changes there can resonate around the globe.
Chart 10:  Global growth remains robust

annual % change in real GDP
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Source:  National Institute of Economic and Social Research
Growth in the UK is estimated to be 2.5% this year and is expected to increase slightly to 2.6% in 2007 and 2008.  This robust outlook is supported by the strength of external demand and some improvements in the UK’s competitiveness.  On the supply side, strong labour force growth is central to the forecast.  The outlook for the UK is a positive sign for Jersey, as it is the main export market.
The Eurozone outlook as a whole is slightly less optimistic but still points to recovery.  As in the recent past, this cycle does not reflect balanced growth and is leaving the economy largely exposed to developments in global markets.  There is a strong outlook for investment, but structural factors, notably in Germany and Italy, continue to weigh negatively on output growth and private consumption.
Looking at our French neighbours, their economy should remain buoyant over the next few years growing at just over 2% per annum.  This will be driven by domestic demand mostly, despite high unemployment which is currently at 9.5% and is forecast to drop to 9% in the medium term.  

***********************************

Fiscal consolidation continues
For a small Island in a currency union there is a lot of emphasis on fiscal (tax and spending) policy to ensure that we do as much as we can to manage our economy and create the right conditions for economic growth with low inflation.  The fact that the Treasury and Resources Minister ran a budget surplus in 2005 and expects to run a larger one in 2006 shows that there has been some consolidation in States’ finances in recent years.  However, with expenditure set to increase by nearly 6% in 2007, the Minister expects to run a small deficit.

There is still therefore, much work to done in ensuring that fiscal policy acts in a more counter cyclical fashion, helping to contain inflation and create the conditions for economic growth.  The proposal by the Minister to set up a new fiscal framework, incorporating a Stabilisation Fund and an independent panel of expert advisers (the Fiscal Policy Panel) would be a significant step in the right direction, if agreed by the States.
Chart 11:  Balanced fiscal outlook
States financial deficit, £m
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************************************
For further information please contact:

Dougie Peedle, Economic Adviser, States of Jersey
Tel: 440446  Email: d.peedle@gov.je
Mark MacGregor, Assistant Economist, States of Jersey

Tel: 440432  Email: m.macgregor@gov.je
For further information on Jersey Economic Statistics please see the Jersey Economic Digest or contact Duncan Millard, Head of States of Jersey Statistics Unit on tel. no. 440418 or email: d.millard@gov.je
Jersey economic factfile
Figure 1:  The Jersey economy by sector
% contribution to GVA in 2005, current prices
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Source: States of Jersey Statistics Unit

Figure 2: Contribution per employee
GVA per FTE in constant 2003 prices
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Source: States of Jersey Statistics Unit

Figure 3: Employment by sector
June 2006 headcount, % of total (53,550)
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Source: States of Jersey Statistics Unit

Figure 4: Jersey and UK inflation 1950-2005
% change in RPI
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Source: States of Jersey Statistics Unit and UK National Statistics
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