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. L@ 25, - %'V FROM: MISS C EVANS
DATE: 26 October 1987

c.c. Mr Scholar

MRS RYDING

AUTUMN STATEMENT: PRICE AND COVER

HMSO propose a cover price of £5.10 - 6 per cent more than last year's price of
£4.80. The document is priced well below its cost to HMSO - the above inflation
rise is another step in the catching up process. (Last year the price increased by
14 per cent). We recommend agreeing to £5.10.

2. We propose that the cover should be the same as last year.

3 Is the Chancellor content please? (It would be helpful to know by tomorrow

if possible).

wa»\( er~—

MISS C EVANS
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PS/CHANCELLOR

cC:
Sir Peter Middleton
Sir Terence Burns
Mr F E R Butler
Mr Odling-Smee

Mr Peretz

Mr Sedgwick

Mr Scholar

Mr Purnbul 1

Mr Gieve

Miss O'Mara

Mr R I G Allen

Mr McIntyre

Miss C Evans

Mr Cropper

Mr Tyrie

Mr Call
AUTUMN STATEMENT: ORAL STATEMENT

The Chief Secretary had the following comments on the Public
Expenditure section of the draft attached to Mr Scholar's minute

to the Chancellor of 21 October.

Paragraph 17

The Chief Secretary thought that the reference to the income
generation scheme should be softened. In cash terms it is much
less significant than the cost improvement programmes. He would
therefore put this third and do it in a way which raises less
of | the 'spectre' of  ‘charging for hospital 'visits. eta; perhaps
Mr Scholar could liaise with Ms Boys to find a suitable formulation.

Paragraph 19

Redraft: Provision has also been made for the substantial
increase and acceleration in the prison building programme which

the Home Secretary announced to the House in July".
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Paragraph 21

Again the Chief Secretary thinks that we should refer back
to the RSG announcement to make clear that these are the same
numbers as announced by Mr Ridley in July. Therefore redraft
the start of that sentence: "As My Rt Hon Friend the Secretary
of State for the Environment announced in July, the provision

for local authority current spending ...... ek

Paragraph 23

The Chief Secretary did not 1like the reference to "higher
than planned" capital receipts. He would replaced with "more

buoyant".

o,

JILL RUTTER

Private Secretary



CE2
SECRET

AUTUMN STATEMENT 1987: ORAL STATEMENT: DRAFT OF 21 OCTOBER

With permission, Mr Speaker, I should 1like to make a

statement.

2% I am laying before the House today an Autumn Statement
which [brings together the Government's outline public
expenditure plans for the next three years] [gives details of
the expenditure plans which I announced in aggregate last
Thursday], makes proposals for National Insurance
contributions next year, and sets out the forecast of economic

prospects for 1988 required by the 1975 Industry Act.

Public Expenditure in 1987-88

3. I turn first to the expected outturn for the current

financial year, 1987-88.

y, The public expenditure planning total now looks likely to
amount to £1471 billion, or around £1 billion less than was
allowed for in last year's public expenditure White Paper.
The underspend on the planning total mainly reflects higher

capital receipts of local authorities and new towns. é?iékher

E falesr togetias
J/' respeets spending/is expected to be in line with plans.
M A ACS\ Cpugm l,i,z) I wda~ihed Yo ol fAISINg
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5. “to—tire

orecast made at the time of theBudget;—se—that the total

shortfall on the expenditure side is a+se about £y hi Tl ons
o

1987-88 Revenues

6, On the receipts side non-oil revenues are benefitting
from the strong growth of the economy and seem likely Lo be
about £fﬂ billion higher than I expected at the time of the
Budget. Corporation tax has risen strongly following the
surge in profits in recent years. Income tax, national
insurance contributions and VAT are also buoyant. North Sea
revenues are 1likely to be £% billion higher than expected
largely because the o0il price has been above the $15 assumed

in the Budget forecast.

1987-88 PSBR

i
T With this increase of £2§pillion in tax revenues,
on 2 side
together with the reduction of £}Ibillion jn[fxpenditurig I
2
expect the PSBR for the current financial year to be about
£1 billion in total, about £3 billion less than was forecast
at the time of the Budget. This estimate is subject to the

normal margin of error at this time of year.

S
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Public Expenditure Plans

8. I turn now to the public expenditure plans for the next

three years.

9. Since 1982-83 public spending, both before and afler
deducting the proceecds of privatisation, has been declining as
a proportion of national output. There is likely to be a
further substantial fall  this year, . the  fifth "1n--all,
producing the 1longest sustained fall since the war time

economy was unwound.

10. In July, the Cabinet reaffirmed the objective of ensuring

that public spending deedinged as a share of national output,
ok or befas e Tahog
atnJedst—as fast _as—envisaged. in the last White Paper. The

plans that I am about to announce will not only secure that
objective but will produce a share even lower than we set

ourselves last year.

11. New planning totals have been set at £a billion for
1988-89 and £b billion for 1989-90, increases of £c billion
and £d billion over the totals previously published. For

1990-91 the planning total has been set at £d billion.

12. The totals incorporate the proceeds of privatisation, the

plans for which are unchanged at £5 billion a year.

13. I have also thought it prudent to set aside within the

planning totals larger Reserves than in previous years. These
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I
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S/Chief Secretary
Sir P Middleton
Sir T Burns
Mr Cassell
Mr 0Odling-Smee
Mr Sedgwick
Mr Turnbull
Mr Burgner
Mr M Call

AUTUMN STATEMENT : ORAL STATEMENT

I suggest adding a sentence about the growth of non-oil business investment in
1988 to paragraph 34. This would help to answer the kind of. lobbying about
investment which Ministers ran into at NEDC earlier this month. The extra sentence

could be inserted before the present last sentence an the following lines:

"Within total investment I ekpect non—-oil business investment to rise

by about 5% per cent."

2. I don't see that this will lead critics to arrive at any embarrassing figures
by subtraction from the total fixed investment increase of U% per cent. . The
table at the back of Mr Sedgwick's submission of 19 QOctoher shows that the other

components of investment all rise by 3 per cent or more in 1988.

M

N MONCK
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Mr F E R Butler
Mr Odling-Smee
Mr Peretz
Mr Sedgwick
Mr Scholar
Mr Turnbull
Mr Gieve
Miss O'Mara
M:r RI G Allen
Mr McIntyre
Miss C Evans

Mr Cropper
Mr Tyrie
Mr Call

AUTUMN STATEMENT: ORAL STATEMENT

To remove the point of difficulty on paragraph 17, identified in
Miss Rutter's minute of 26 October, I propose revising the second

sentence of that paragraph to read:

" On top of this there will be additional resources from

Cmmxk aaj cost improvement programmes Efs/and from land sales."
ook |
0 - I :

A1WG It is difficult to find a short form of words that describes the

X;CS7' new programme for income generation without triggering fears that

Sk hospitals will be charging patients for clinical services, or for
W

MmﬂpA . food or accommodation expenses.

@r‘i QWX

FJ{ P A BOYS
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FROM: CATHY RYDING
DATE: 26 October 1987

MR GIEVE cc PS/Chief Secretary

AUTUMN STATEMENT CHAPTER 2
The Chancellor was grateful for your minute of 23 October.

2. I attach a copy of the text incorporating the Chancellor's
amendments. With these amendments he is then content, subject to
the Chief Secretary's views. The Chancellor is content with the
graphs.

3.4 On the tables, the Chancellor has only checked table 2.4 which
does not seem to add up. He would be grateful if you could check
the other tables.

CAC

CATHY RYDING
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PUBLIC EXPENDITURE PLANS

MAIN POINTS

Public expenditure will continue to fall as a proportion of the nation's income over
the next three years. Before ﬁeducting privatisation proceeds, general government
expenditure is expect to fa%f : ercentage of GDP from 44 per cent in 1986-87
to 424 in 1987—88,an [¢) v‘per cent in 1990—9£)the lowest it has been since the
early 1970s. The new ratios are lower in each year thaﬁAenvisaged in the last public

expenditure White Paper (Cm 56).

25 The public expenditure planning totals have been set at £156.9 billion for
1988-89 and £167.2 billion for 1989-90 increases of £2.7 billion and £5.7 billion
over those published in Cm 56. A planning total of £176.6 billion has been set for
1990=91.

s In real terms, the average growth in general government expenditure before
deducting privatisation proceeds in the four years from 1986-87 to 1990-91 is expected
to be 1% per cent a year. This compares with growth averaging almost 3 per cent
in the decade uq&o 1978-79, around 2% per cent in the four years from 1978-79 to

1982-83 and around 1% per cent in the four years from 1982-83 to 1986-87.

4. The new plans include increased provision forzg;qflpriOtity services such as
health, law and order, defence, and education. Extra provision of some £1 billion
has also been made for capital spending in each year; this includes large increases
for the nationalised industries and housing, education, and roads. The plans include
substantial uplifts for 1local authority current and social security expenditure.

They also provide for larger uncommitted Reserves in the two later years.

gy

e ’ X
the House\ of Commons\pn Novewber 1

6. The trends of public spending in real terms and as a percentage o; GDP are
tails of

illustrated in Charts 2.1 and 2.2 and summarised in Tables 2.1 and 2.2.
the spending plans will be published in the forthcoming 1988 public expenditure White

Paper.
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1n the current year, 1987—8€)is

7% The latest forecast of

Tbﬁai-adJJ.%éﬂ £147.6 billion. This is £1 billion lower than
Cm 56. The reduction is attributable toEE?oupeahui increases in the capital receipts

published in

of local authorities and new towns.

CHANGES TO PLANS

8. Table 2.3 sets out the revised spending plans and the changes since Cm 56 for
each departmental programme. Tables 2.5, 2.6, and 2.7 show a breakdown of these
totals by three spending authorities: central government, local authorities, and

public corporations (including nationalised industries). The following paragraphs

e
Defence b g@"’@’”’ ‘\g )

1 'w‘;/////fk‘V" e
2 additions to provision for 1988-89 and 1989- 90

in 1990-91 is £610m higher than in 1989-90. The increase over plan in the current

G

briefly report the main changes.

Provision

year is a result of the carry forward of capital underspending from 1986-87 under

the end-year flexibility scheme.

Foreign and Commonwealth Office (Diplomatic Wing)

05 A net reduction on this programme has been made possible largely by a fall
in the estimated cost of the FCO's overseas operations resulting from movements in
overseas prices and exchange rates. The revised provision includes additions for

the current expenditure of the BBC External Services for the next three year period.

Overseas Development Administration

P MO“) (=Y

3 B (8 The increases to the net overseas aid programme provide for[growth in real

terms over the next three years.
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European Communities

12 The latest projection of the United Kingdom's net payments to the European
Community Institutions"h assume’ a continnance of the 1.4% var cem
profile shows a drop in payments in 1988-89 followed by an increase in 1989-9(rmainly
because the UK is expected to benefit from an exceptionally large abatement (£1750
million) during 1988. The revisior_ls to the projectionS since the White Paper result
from a fall in our projected share of agricultural receipts and an increase in our
share of gross contributions)reflecting higher customs duties and levies and a revised

forecast of the UK's VAT base.

Ministry of Agriculture, Fisheries and Food ﬁv{v«v&f?\

135 Small additions to provision have been made in a number of areas, in partlcular

on the/a‘/arm1ng andﬁral )i‘nterprlse ol initiative (announced in February). These

are more than offset by a reduction in the estimated cost of market support under

the Common Agricultural Policy, including savings arising from policy reform. Most

of the market support expenditure is ultimately financed from wimg Commumty Budget /

receipts which are reflected in UK's net contribution to the EC. / fncludmg
expenditure by the Intervention Board for Agricultural Produce, the Scottish, Welsh

and Northern Irish agzlcu tug: deﬁartme%ts, and the Forestry Commission W
=

ﬁ170 million and £140 million respectively in 1988-89
and 1989-90.

Trade and Industry

iy 135 Increased provision is made for launch aid for the new Airbus (as announced
in July), for revised estimates of the costs of commitments under demand-determined

schemes of industrial assistance, and for the expansion of some advisory services.

Export Credit Guarantee Department

15, The changes to the plans reflect the latest estimates of the cost of interest

support and tender to contract cover.



.;

Energy
16. The departmental totals include both departmental expenditure and the external
finance for the energy industries (which is negative in some years). 'nere are

increascs to reflect growth in essential safety related work by the Atomic Energy
Authority on decommissioning and nuclear waste management and the costs of moving
to new accommodation and changes in estimates of payments under the redundant
mineworkers' payments scheme. There are also increases in the external financing

requirements of the electricity industry in England and Wales (see paragraph 39).

Employment
ALz There are a number of broadly balancing increases and reductions within the
new totals. There is increased provision for support for tourism, Jobclubs, the

Health and Safety Executive, adult training (as a result of the employment measures
announced in January) and the Youth Training Scheme (reflecting the withdrawal of
income support for school leavers). The Job Release Scheme and New Workers Scheme

will be closed for applications from 31 January 1988.

Transport

18 : Additional provision has been made for expenditure on national roads,
particularly for a programme of bridge renovation and repair, and for gross capital

expenditure by local authorities.

Hous ing
197 Provision for gross capital expenditure on housing has been increased by £380
million in 1988-89 and £280 million in 1989-90. This will enable the Housing

Corporation to provide substantial extra aid for housing associations and will make
available resources for the setting up of Housing Action Trusts. It will also provide
for increases in planned spending by local authorities and New Towns. The continuing
success of the Government's right to buy policy is reflected in further significant

increases in the forecast level of capital receipts.

Other Environmental Services

20, Higher receipts for New Towns and Local Environmental Services will provide
for substantially increased expenditure on Urban Development Corporations and on

countryside, recreation, heritage and environmental research programmes. In addition



£20 million of extra funds has been provided to the National Heritage Memorial Fund
in 1987-88.
Home Office
2T Provision in all years has been increased to finance an acceleration and
expansion of the prison building programme. Provision for local authority expenditureJ

principally on the police has also been increased substantially.

Legal Departments

22 Provision has been increased mainly to cover the cost of a larger court building
programme and a permanent {payments on account) scheme for lawyers; the plans also
cover the increased costs of the Crown Prosecution Service and the cost of setting

up the Serious Fraud Office.

Education and Science

Adodkonsd

23% AP!’.‘OViSiOD has been made for the implementation of the Government's education

reforms, including the introduction of the national curriculum; and for universities,

malnly for a proygramme of restructuring. The science budget is being increased.
/ SRR —

Provision has also been ébstantlally 1ncreased,,{for current and capital expenditure

by local authorities.

Arts and Libraries

24. Additions have been made for incentive funding and for increased estimates
of the cost of the British Library new building project. Increased provision has

also been made for local authority expenditure on museums, galleries and libraries.

Health

25% Additional provision has been made for the hospitals and community health
services. In addition, health authorities will have available exttﬁscash generated

by a new programme for increasing hospital ipcome t
v'\/‘\/\_—___/»—\

~SSEIDeE ., DSt @ddn, Héalth authorities will/have available extra cash released by

]:;d\/sales and by their continuing cost improvement programmes. The latter are
expected to yield £150 million in 1987-88 (on top of the £500 million achieved prior
to that). Provision for the Family Practitioner Services allows for higher forecast
demand and for further service improvements. There is also increased provision for

local authority spending on personal social services.



Social Security

26. The new plans reflect the latest estimates of benefit expenditure over the
Survey period. They reflect the decision announced last May to include within
income-related benefits the average cost to claimants of paying 20 per cent of rates.
The provision also takes account of the statement on benefits by the Secretary of
State on 27 October 1987 and allows for further upratings of benefits in April 1989
and April 1990. For the purpose of these estimates, the number of unemployed (GB,
excluding school-leavers etc) is assumed to average 2.7 million in 1987-88 and 2.6
million in 1988-89, 1989-90, and 1990-91, The RPI is assumed Lu rise by 4.75 per
cent in the year to September 1988 (for the uprating in April 1989) and by 3.25 per
cent in the year to September 1989 (for the upratings in April 1990).

Scotland, Wales and Northern Ireland

275 The net changes in these programmes mainly reflect the effects of changes in
comparable programmes in England. The Secretaries of State will allocate this
expenditure taking account of local factors. The breakdown of figures between central
Government, local authorities, and public corporations, is based on previous patterns

of expenditure and may be varied.

Chancellor's Departments

285 Additional resources have been provided for the Revenue departments to deal
with increases in workload and to strengthen controls against drug smuggling. A
third of the overall increase reflects changes in the estimates of relief on life

assurance premiums and mortgage interest to non-taxpayers.

Other departments

29 ¢ This line in the tables covers a miscellany of minor departments and programmes,
civil superannuation costs, and- the Property Services Agency. The revised plans
provide for additional expenditure‘ on maintenance of the Government estate which

should enable the PSA to reduce the present backlog of major repairs over the next

g ; - o Lciﬁpj
Science and Technology ; . ,C(/w“l“’ Nl Z;pl o~ ”,"/,'*} 4‘ w%{,{ |
WMJ / 5Vt~ /g: yu-oLlD A il be ™ ¥ T“"' iy

308 Among the increases in provision are additions for universities, Research

A
Councils, launch aid, and other science and technology programmes. éﬁ?&t&#ﬂdEtﬁf_

three years.
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end i ' Spending on civil science and technology

will rise by over £200 million a year, including increases already announced,

compared with the plans in Cm 56.
LOCAL AUTHORITIES
Relevant

31.{,”“ Local authority relevant public expenditure accounts for over three quarters

o_f<i’0’€3‘l) authorities'chpenduure. It comprises current spending on

a wide range of services, and contributions to housing revenue accounts in England

)

and Wales.

32. It is forecast to exceed provision in Cm 56 by £1.2 billion in 1987-88. From
the estimated outturn for 1987-88, the provision set for the three forward years
shows annual increases of 3.9%, 3.2% and 3.0%. The allocation to services is based

on local authorities' budgets for 1987-88.

333 R@ DeFrGieirEe
l: A
WAggregate Exchequer 2 whi.aghas been set at £17.4 billion, as announced

A
by the Secretaries of State for the Environment, Scotland and Wales on 23 July. 7’{(”(

Other Current IF;\MWJ‘\ g’ 5C8 (,('\\4\9\ &WM O~ b 5[6

-
34. e Jocal authorities\ other current expengit%:e consis;s largely of Housing

Benefitx and Student Awards ,h which are supported g/ over 90% /Specific grants from

)
central Government&mmwg.
355 The plans reflect revised estimates of the costs of Housing Benefit. They

take into account the proposed changes in benefit entitlement announced by the

Secretary of State for Social Services on 27 October.

Capital

36. Local authority gross capital spending in Great Britain - 'in 1987-88 is forecast
to be £7.1 billion. After allowing for capital receipts, the net cost of programmes

is forecast to be £3.7 billion.

37 Gross provision for spending in 1988-89 has been increased by £0.6 billion

to £7.0 billion and gross provision of £6.7 billion has been made for 1989-90 and



1990-91. Within this provision the amount issued as allocations will take account
of the expected use by local authorities of the spending power available to them

from other sourceﬁlnotably capital receipts.

38. For the main local authority capital cash limit in England, allocations of
over £2.6 billion will be issued in 1988-89. Of the total, housing authorities will
receive £1.3 billion. Education allocations will rise to £372 million in 1988-89,
25 per cent higher than in 1987-88, increasing the scope for work on school

improvements.
NATIONALISED INDUSTRIES

39, External financing limits for nationalised industries in 1988-89 are listed
in Table 2.4. In total there is an increase of £340 million from provision in Cm
56. This reflects a number of changes but the main additions are for the electricity
industries in England and Wales and Scotland. Investment plans have een
s%kiéigyially increased, particularly in the electricity industry, which is whaskiey C»,
a @r gramme of building new capacity, and the water industry. The plans also allow
for additional ingestment by British Rail, London Regional Transport and the Post
Office to imprové?%g:;lity of service. Total nationalised industries investment is
expected to rise from about £43 billion in 1987-88 to around £6 billion in 1990-91.
This figure includes provision for a number of industries which are candidates for

privatisation.

40. Despite the substantial level of investment planned, total provision for
nationalised industries' external finance is expected to decline in 1989-90 and
1990-91, with net repayments of debt overall by the end of the decade (Table 2.3).
This trend is in line with the Government's objective of minimising the burden which
the industries place on the taxpayer, and strengthening them as businesses earning
an adequate rate of return. External finance for nationalised industries has already
been significantly reduced, from nearly £3 billion in 1979-80 to an estimated
£590 million in 1987-88. The Government will continue to require improvements in
the industries' profitability and further progress in reducing costs and increasing

productivity by setting demanding financial targets and performance aims.
OTHER PUBLIC CORPORATIONS
41. Provision is included under this heading for a large number of public

corporations including Urban Development Corporations (UDCs), the Scottish and Welsh

Development Agencies, the Northern Ireland Electricity Service, New Towns and the



Northern Ireland Housing Executive. Substantial increases to provision have been
made for UDCs. These and other increases are offset in the 1988-89 by increased

estimate of receipts by New Towns.
RESERVES

42. The plans include Reserves of £3.5 billion in 1988-89, £7 billion in 1989-90,
and £10.5 billion in 1990-91. These will be available to meet unforeseen requirements
including estimating changes. The Reserves for the two later years are higher than

in any previous White Paper.
PRIVAPISATION

43. The estimate of net proceeds from the privatisation programme is £5 billion
a year, the same as in Cm 56. These proceeds are netted off the planning total and
general government expenditure. However, in order to show the underlying trends
in expenditure more clearly, charts 2.1 and 2.2 show growth rates and ratios to

national income both including and excluding privatisation proceeds.



I =
Ceolw)

o -

bo—
38

L3 -
b1

S8 =
TBwi

€3 -
T
|

18 —
Clw!

ol —
8L

-




NOEXII

(@ =R g [

lo —~ o3— Le— S&— £8— 18 — oL —
LY 88 o We 86! T8 o8bi 8L bi
| | | | I | | | | | | | |
oe! - » = ov!
Ohf - - OM

- o9

o8

<—arv-:9 Qa;) —rirq J

‘M-’ roa~ ‘T‘WMMQWS PP"’"’“O



Table 2.1

Public Expenditure Trends

£ billion
General government
General government expenditure (excluding :
Planning Total expenditure privatisation proceeds ‘
Cash Real terms?2 Cash Real terms? Cash Real terms? ;
1978-79 65.7 127:.9 74.€ 145.5 74.8 145.5 ;!:
1979-80 77.6 1293 89.8 149.4 901 150.0 ;
1980-81 92526 130.1 108.4 1522 108.8 15228
1981-82 104.0 M3330 12055 154571 121.0 54 .7
1982-83 31355 135.4 13255 X585 Y3340 1586
1983-84 12053 13752 140.1 159257 141.2 161.0
1984-85 129.8 141.8 150.1 164.0 522 166.3
1985-86 13 35 137.8 15853 16 370 161.0 k65,8
1986-87 139.4 13954 116551 165,71 169.5 169.5
1967-88 147.6 141.6 1728 165.8 177.8 170.6
1988-89 1569 144.0 118851 168.1 188.1 17226
1989-90 1857/ 8 148.4 1935’5 171.6 1985 176.0
1990-91 176.6 152.1 202155 174.4 20755 178.7

3 Estimated outturn for 1987-88; plans for 1988-89 onwards.

25 Cash figures adjusted to 1986-87 price levels by excluding the effect of general inflation as measured
by the GDP de=flator at market prices. The GDP deflator is assumed to increase by some 4% per cent in
1987-88, and by 4%, 3%, 3 per cent respectively in the years 1988-89 to 1990-91.
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Table 2.2

Public expenditure as percentage of GDP

General government expenditure General government expenditure
(excl privatisation proceeds)

1978-79 43% 43%
1979-80 g 43% ’ 43%
1980-81 . 45% 46
1981-82 46% 46%
1982-83 46% 46%
1983-84 45% 46
1984-85 45% 46%
1985-86 43% 44%
1986-87 c 42% 44
1987-88 41% 42%
1988-89 40% 41%
1989-90 40% 41%
1990-91 ; 40 41
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External Finance Limits for the Nationalised Industries 1988-89

£million
British Coal 670
Electricity (England and Wales) -1040
North of Scotland Hyro-electric Board -2
South of Scotland Electricity Board 131
British Steel Corporation -100
Post Office -97
National Girobank -8
British Railways Board 753
British Waterways Board 47
Scottish Transport Group 2
British Shipbuilders 80
Civil Aviation Authority 21
Water (England and Wales) 10
London Regional Transport 221
Total 1599
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tFor nationalised industries and most public corporations the planning total includes their external finance.

external finagcing liaits for 1988-89, see table 2.4.

For nationalised industries’
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MR 3/32
CONFIDENTIAL

L

CATHY RYDING
26 October 1987

MR SCOTTER

cc: PS/CST
PS/FST
Sir P Middleton
Mr Cassell
Mr Scholar
Miss O'Mara
Mr Riley
Miss Sinclair
Mr Hibberd
Miss Evans
Mr Eason - IR
Mr Allen - C&E
Mrs Hamill - C&E

AUTUMN STATEMENT: CHAPTER 4

The Chancellor was grateful for your minute of 21 October.vg
a8

2% The Chancellor has queried whether the titlerhThe revenue

effects of illustrative tax changes" is the same as usual - he

recalls it being "Revenue ready reckoner".

3 The Chancellor also suggests redrafting paragraph 4.01 as
follows

"The tables below show the effects of various illustrative tax
changes on tax receipts in 1988-89 and 1989-90."

4. The Chancellor was otherwise content.

o

CATHY RYDING



004/3295
CONFIDENTIAL

FROM: JILL RUTTER
DATE: 26 October 1987

MR F E R BUTLER

cCis

PS/Chancellor (Mrs C Ryding)
Sir Peler Middleton
Sir Terence Burns
Mr Anson

Mr Turnbull

Mr Sedgwick

Mr Odling-Smee

Mr Gieve

Mrs Butler

Mr Mowl

Mr Pratt

CURRENT YEAR OUTTURN: PRESENTATION IN THE AUTUMN STATEMENT

The Chief Secretary has seen Mr Pratt's minute of 20 October and
the Chancellor's comment recorded in Mrs Ryding's minute of
21 October.

2 The Chief Secretary would wish to see the 1lowest possible
underspend consistent with control gross expenditure. This implies
an underspend of £1 billion and is consistent with the Chancellor's
note of 21 October.

JILL RUTTER

Private Sccrctary

B T N T v T W P Ve o Y T R Y T R B R R e R et s et R P Ll SR TR S



. CONFIDENTIAL S v o
WL’ From: I SCOTTER
\fﬁ Date: 27 October 1987
4\”’ -
MRS RYDING \

cc: Mr Scholar
c s Mr Riley
/LLkJCAA +ﬁ+ta,uad\&yax_pmﬂﬁz) : Miss Sinclair

Miss Evans

CJZ&"—}/,O Mr Eason - IR

AUTUMN STATEMENT: CHAPTER 4

The Chancellor asked about the title of Chapter 4 (your minute
of 26 October).

2. Between 1982 and 1985, Chapter 4 was titled "The revenue cffcct
of illustrative tax changes". 1In 1986 the title was changed to "Oil
taxation and revenue ready reckoner" because of the announcement of
the APRT changes. For 1987 we had reverted to the traditional
title.

B T think that the alternative title would be "Tax revenue ready
reckoner".

4. Could you let Carys Evans know in the course of tomorrow morning
(28 October) whether the Chancellor wishes to change the title, as
the chapter has to be returned to the printers by lunchtime? (T
shall be working at the Revenue again).

IAN SCOTTER
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CONFIDENTIAL

FROM: MRS T C BURNHAMS
DATE: 27 OCTOBER 1987

MR SEDGWICK cc Mr Scholar
MR TURNBULL Mr A C S Allan
MISS PEIRSON Miss Rutter
MISS O'MARA Mr RIG Allen
MR SCOTTER Mr Saunders
MR DYER Mr Rawlings
MR FLITTON Mr S J Davies
MR FRAY Mr Mclntyre
MISS TITMUSS Mr Gieve
MISS CRANG Miss Walker
Miss Evans
Mr P Allum
Mrs Rydng
Mr D Savage
Mr Tyrie (for backbench
brief)

AUTUMN STATEMENT
I attach a revised aide memoire which takes account of comments now received.

2. It has been confirmed that there is no need for a Treasury Press Notice this year and

the necessary amendments to the Aide Memuvire reflect this.

i e

MRS T C BURNHAMS
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AIDE MEMOIRE

Tuesday 27 October

(16) Final version of arranged PQ to Chancellor. GE
(16a) Secretary of State for Social Services announces uprating
(17) Briefing and speaking note for Cabinet submitted to Treasury Ministers. FP/EB/GE

(18) GE sends first draft of Chapter 2 to FP for delivery to printers by 6pm. GE/FP

Wednesday 28 October

(19) Chapters 3 & 4 revised and returned to FP who return them to printers by

midday. ST/ETS/FP
(19a) Arranged PQ tabled. BD
(19b) FP provide line to take for PM questions and LPS Business Statement. FP/BD
(20) Printers return Chapters 1 & 2 to FP by 6pm. FP submit to Chancellor. FP

(21) Conservative Backbenchers' brief drafted. To be decided if brief should be
included in AS package for Cabinet Ministers. AT

Thursday 29 October

(22) pm. Treasury 1st Order Questions.

(23) Chapters 1 & 2 revised and returned to FP who send them to printers by
4pm. EA/GE/FP

Friday 30 October

(24) Printers send book proofs (all chapters) to HMT by 6pm. FP
(25) Chancellor's Office send OS to PM if necessary. AA
(26) EB submit draft AS briefing to Chancellor. GE/EB
(27) Chancellor confirms which Radio/TV interviews he and other Treasury

Ministers will undertake. AA/IDT
(28) FP inform IDT of the number of OGDPNs. TB

(29) Letter sent to Deliverer of the Vote, Clerk of Printed Papers and
Librarians in Commons and Lords establishing arrangements for release of
AS to MPs and Lords at end of OS. BD

(29a) Table "Notice of Motion of unopposed Return" for printing order and
arrange for Government Whip to nod through. BD

(31) Conservative Backbenchers' brief submitted to Chancellor. AT
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(32) QT issue operational note to the press inviting them to briefing and

(33)

(34)

(35)

finalise arrangements for issuing OS pack.

IF write to Embassies and Iigh Commissions confirming copies of AS
material will be available for collection on AS day after OS.

Chancellor's Office contact C&E, IR, BRank of England, NEDO, CBl,
Couservative Research Department, Nationalised Industries Chairmen's
Group, about arrangements for delivery/collection of AS packages. Check
with FCO despatch arrangements for overseas copies.

Chancellor's Office arrange preparation of addressed envelopes/labels for
those on Annex B.

Saturday 31 October

(36)

am. Book proofs checked by authors and returned to printers by midday.

Monday 2 November

(37)
(38)
(39)

(40)

8am. AS read at press.
OS finalised and sent to CRU far copying.

Copies of OGDPNs to Chancellor's Office (FP to chase if not received from
Departments).

Chancellor returns Conservative Backbeuchers' brief and Office Services
check with AT when it will be ready for copying and numbers required.

(40a) AS brief to CRU for copying - overnight work may be required.

Tuesday 3 November

Autumn Statement Day

(41)

(42)

(43)

(44)
(45)

(46)

(47)

8am. EB distribute copies of AS brief to No 10, Treasury Ministers,
Lord Young, and selected Treasury officials.

LH to give NF 9 copies of AS brief to include in package B for British
Embassy Washington, UKREP Brussels, BIS New York, British Embassy
Paris to be despatched as at Annex B.

Chancellor's Office confirm length of OS with IDT to guide Radio/TV, and
with BD to enable him to inform Speaker.

10am. CRU deliver copies of OS for distribution. See Annex A.

FP authorise HMSO to deliver printed Autumn Statement to the House.

HMSO deliver 735 copies of printed AS to HMT by 10am to be distributed
as at Annex A. Recipients to collect from post room.

Official Box List for Statement and Allocation of Gallery Seats to be given
to BD by 10.30

IDT

DS

NF

NF

FP/GE/EA/
ST/ETS

EA/GE/FP

AA/CRU

FP/NF

RR/AT

EB/RR

EB

LH/NF

AA/BD
CRU/RR

FP

RR

CR
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(48) Copies of Autumn Statement package distributed as at Annex B. BD
collects 5 packages - for Speaker (1) and Lords' Whips (4) when notified by
NF to be delivered by 12.30 and 2pm respectively; BD also to collect

23 copies of OS to be distributed as at Annex C. NF/BD
(49) CR to arrange for copy of OS to reach Official Report. CR
(50) EB to ensure all officials in Official Box have copies of AS brief. LH
(52) AA to notify PS Lord Young of any changes to AS briel. AA

By 2pm
(53) BD delivers 6 copies of OS to Commous' Government Whips and 8 copies of

OS to Lords' Government Whips for Opposition BD
(54) Chancellor's Office to deliver remaining copies of package A to PPS

Chancellor's room in House (see Annex B). NF

OS started
(55) IDT collects copies from CS and deliver to Lobby for distribution (see

Annex D). IDT implement page by page release to Reuters/Telerate. JF/BC
(56) 2 copies of AS formally laid on the Table of each House. BD

After OS
(57) Release AS package for press, to departmental press officers and to press

callers at Main Door. JF
(58) IDT distribute remaining AS package as at Annex D. JF
(59) NF to deliver copies of package B to be collected from Enquiry Room. NF
(60) 8 copies of OS and AS sent to House Libraries. BD
(61) IF to collect 16 copies of package B from Chancellor's Office. DS/NF

(62) Final proofs of Winter Supplementaries sent to Departmental Select
Committees in Confidence. GE
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ANNEX A
SOURCE AND INITIAL DISTRIBUTION OF AS MATERIAL

Aide Memoire
Reference 44, 46

A/S o/s OGDPNs

Source
HMSO 675
CRU 648
OGDPs 100
A/S

120 to Library

170 to Chancellor's Office

350 to Committee Section

15 to Parliamentary Branch

20 to FP
0/S

193 to Chancellar's Qffice

455 to IDT
OGDPs

100 ta Chancellor's Office
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DISTRIBUTION BY CHANCELLOR'S OFFICE

Aide Memoire Y2

Reference 35,,48, 54
A/S o/s OGDPN's
Received from
HMSO 170
CRU 170
OGDP's 100

Distributed to

PACKAGE A (A/S, O/S, OGDPN's)

Prime Minister The Speaker* By 12.30

Chancellor

Chief Secretary By 12.30 Mr A C S Allan )

Financial Secretary e Taylor Lon
Mrs Ryding )

Paymaster General
Economic Secretary

Sir Peter Middleton

Chancellor of the Duchy of Lancaster ) To be
Secretary of State for Trade & Industry ) delivered to

Sir Terence Burns Leader of the House of Cuwmmons ) PPS CX room
Sir Geoffrey Littler Leader of the Lords ) at House

Mr F E R Butler Leader of the Opposition ) by 3pm

Miss Mueller Shadow Chancellor ) AA to advise
Mr A Wilson Mr Steel ) on exact time
Mr Anson Mr Maclennan ) of release
Mr Cassell Mr Molyneux

Mr Kemp Chancellor's PPS

Mr Monck Chairman of Conservative Finance Cttee

Mr Byatt Chairman PAC

Mr Scholar Chairman TCSC

Hon Mark Lennon-Boyd
(Treasury Whip)
ASAP Mr McKay (Cler}t TESE)
Vice Chamberlain of the Household
(Tristan Garel-Jones MP)

Mr D J L. Moore
Mr Sedgwick
Mr Peretz

Mrs Lomax

Mr Odling-Smee

e e e N N e e e e S

Mr Turnbull Leader of Opposition (Lords)* ) BD to take
Miss Peirson Leader of Liberals (Lords)* ) to Lords

Mr RIG Allen Leader of SDP (Lords)* ) Whips Office
Miss O'Mara (3 copies) Government Chief Whip (Lords)* ) by 2pm. AA to

Mr Gieve

Mr Gilhooly

Mr M G Richardson
Mr Easton

Miss Evans

Mrs Burnhams

) advise on
) exact time
) of release

N N N N N N N o N N N N S S i N ) Nl S S P S i i i i P i i i P P P St

Mr Cropper Total No of AS Package A - 62 copies
Mr Call
Mr Tyrie

*BD to collect Speaker's package and 4 for Lords' Whips
Office - see reference (48)
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Aide Memoire
Reference 42, 48, 59, 61

ANNEX B (cont)

PACKAGE B (A/S, 0/S)

Mr Unwin (C&E)
Mr Battishill (IR)

Customs & Excise - 2 copies
Inland Revenue - 4 copies
Bank of England - 6 copies
NEDO - 3 copies
CBI - 3 copies
TUC - 3 copies
NICG - 3 copies
CRD - 3 copies
Diplomatic Missions - 16 copies

British Embassy Washington - 3 copies

UKREP Brussels - 4 copies
British Embassy Paris

BIS New York

Principal Finance Officers - 25 copies
Other Cabinet Ministers - 25 copies

Total Number of AS Package B - 102 copies

A/S

Remaining copies
despatched to

Parliamentary Branch¥*

IDT

Official Report

Chancellor's Office spares 6

*To be collected (see 48)

)
) to be collected by C&E, IR and

) B/E messengers fram Chancellor's
) messengers' lobby at 2pm

)

)

) After O/S to be collected from

) Enquiry Room by own messengers
) or despatched as requested

)
After O/S to be collected by IF

) After OS to be sent via
) FCO

After O/S to be sent via FCO by
6pm bag

) After O/S
After O/S
Oo/s OGDPNs
23
30
I
5 8
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ANNEX C
DISTRIBUTION BY PARLIAMENTARY BRANCH
Aide Memoire
Reference 42 Sk Lo
A/S (043 OGDPN
Received from
HMSO 15
Chancellor's Office 5 28 5
Despatched to
Speaker* 1 1 1 by 12.30
Govt Whips (Commons) 6 by 12.30
Govt. Whips (Lords) 4 12 4 by 2.00
House Libraries 8 8 after O/S
Formal Presentation to
Commons/Lords 4 during O/S
TOTAL 17 Zh 5
Spares 3 1

*BD to collect from Chancellor's Office
(see reference (48)
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ANNEX D
DISTRIBUTION BY IDT
Aide Memoire
Reference 58
A/S 0/s OGDPN's
Received from
Committee Section 350 455
Chancellor's Office 20
Despatched to
Press Gallery Lobby 130 1155 During O/S
Press 90 170 )
Deptl Press Officers 40 40 )
Specialist briefing 40 40 12 ) After O/S
Treasury Mailing list = = )
IDT + spares 30 30 18 )
FFJIG 20 20 )

Total 350 455 30



RCE.D1 CONFIDENTIAL

FROM: CATHY RYDING
DATE: 28 October 1987

MR SCOTTER cc Mr Scholar
Mr Riley
Miss Sinclair
Miss Evans
Mr Eason - IR

AUTUMN STATEMENT: CHAPTER 4

The Chancellor has seen your minute to me of 27 October and would
prefer the title of Chapter 4 to be "Tax revenue ready reckoner".

s

CATHY RYDING



ps2/78R CONFIDENTIAL

cc PS/Chief Secretary
Mr Scholar
Mr Turnbull
Mr Dyer
Miss C Evans

A

Treasury Chambers, Parliament Street, SWIP 3AG
01-270 3000

28 October 1987

Steven Wood Esqg
PS/Leader of the House
Lord Privy Seal's Office
Privy Council Office
Whitehall

LONDON SW1lA 2AT

Dearr EEﬁTEVGUWJ

TIMING OF THE AUTUMN STATEMERT

Subject to Cabinet's agreement tomorrow the intention is for the
Chief Secretary to announce during Treasury Questions tomorrow
afternoon that the date of the Autumn Statement will be 3 November.
This will be in response to a question from Mr Terry Patchett, to
be taken with a question from Mrs Joan Ruddock.

In the unlikely event that neither of these Members are present to
ask their questions the Chancellor would be grateful if the Leader
of the House could make an announcement as part of his Business
Statement tomorrow along the following lines:

"Following the decisions taken by Cabinet this morning, my
Rt Hon Friend the Chancellor will be presenting his Autumn
Statement to the House on Tuesday."

Copies go to Nigel Wicks at No.1l0 and to the Private Secretaries to
the Lord President and Chief Whip.

Yo stwaaxeuij
Costhy IGydny

CATHY RYDING
Private Secretary



FROM: MISS C EVANS
DATE: 28 OCTOBER 1987

MRS RYDING ce PS/Chief Secrctary
Mr Scholar
Mr Turnbull
Mr Dyer.—

DATE OF THE AUTUMN STATEMENT
Mr Dyer has suggested that we need to provide the Leader of the House

with a form of words announcing the date of the Autumn Statement
against the (unlikely) contingency that the questions tabled on

public expenditure by M@gssrs Patchettgv-Medttisom,—Livingstone—or
Mrs Ruddock are not in fact asked. I attach a draft.

CE

MISS C EVANS
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C ORI D ERST VA
To be dated 28 October

DRAFT LETTER FROM PS/CHANCELLOR TO PS/LEADER OF THE HOUSE

Steyen W | Essﬁj,
PS/ koo clar of He Hosos-
TIMING OF THE AUTUMN STATEMENT

Subject to Cabinet's agreement tomorrow the intention is for the
Chief Secretary to announce during Treasury Questions tomorrow
afternoon that the date of the Autumn Statement will be 3 November.
This will be in response to a question from Mr Terry Patchett, to be

[/ 32
taken with questions®”’ from Mrs Joan Ruddock, Mr_John McAllison and

>%
Mr Ken Livingstone.>¥

wwdﬁme
2ie In the unlikely event tha%&these Members are wet-present to ask

their questions the Chancellor would be grateful if the Leader of the
House could make an announcement as part of his Business Statement

tomorrow along the following lines:

"Following the decisions taken by Cabinet this morning, my
rt hon Friend the Chancellor will be presenting his Autumn

Statement to the House on Tuesday."

Copies go to Nigel Wicks at No 10 and to the Private Secretaries to

the Lord President and Chief Whip.



CONFIDENTIAL

FROM: P N SEDGWICK
DATE: 28 OCTOBER 1987

CHANCELLOR e Chief Secretary Mr S Davies
Sir P Middleton Mr Hibberd
Sir T Burns Mr Matthews
Mr F E R Butler Mr Mowl
Mr Anson Miss O'Mara
Mr Cassell Mr Allum
Mr Monck Ms C Evans
Mr H Evans Mr Owen
Mr Moore Mr Ritchie
Mr Odling-Smee Mr Cropper
Mr Peretz Mr Tyrie
Mr Scholar Mr Call
Mr Turnbull
Mr R Allen

Mr Bottrill
CHAPTER 1 OF THE AUTUMN STATEMENT: ECONOMIC PROSPECTS FOR 1988

Sir T Burns has held a series of meetings to assess the implications of
the recent fall in stock markets for the forecast to be published in
the Autumn Statement. The attached version of chapter 1 of the AS
includes proposed changes to the text and numbers agreed at these
meetings. The changes are marked in manuscript on a printed version of
Chapter 1 that already includes all the changes you had suggested
earlier. We have to send a corrected version to the printers by no
later than 4 pm tomorrow. I would be grateful if we could have your
comments on the attached text and numbers by lunch time. -

2. The main summary table (table 1.12) gives an impression of the
changes to the numbers for the UK. (Tables 1.2, 1.4, 1.5 1.6, and
1.13 show the more detailed changes.) Table 1.1 has the changes to the
forecasts for the world economy.

3. The main characteristics of the changes to the numbers are as
follows.

(a) The changes to world (major 7) and UK GNP/GDP are of the same
size, with % per cent off growth in 1988.

(b) This symmetry is largely responsible for there being no change
to the forecast UK trade balance in 1988. In view of the
uncertainties about the effects of recent developments on net
IPD earnings we have made no change to the forecast for
invisibles : the current account in 1988 is therefore

unchanged.
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(d)

(e)

(£)

4, J ) o
text.

(i)

CONFIDENTIAL

RPI inflation is slightly (%} per cent) lower in 1988(4),
mainly as a result of a change to the housing component.
(Following past practice we would not disclose the market
interest rate or mortgage rate assumptions underlying the
forecast. The change to the housing component of the RPI is
consistent with a % per cent cut in the mortgage rate from its
present level - which is possible if market rates stay at or
below current 1levels.) Factors other than the mortgage rate
affect the housing component of the RPI - eg the forecast for
rates and the past increase 1in house prices.

In table 1.13 we have adjusted the numbers for the three half
years to the second half of 1988 in order to produce GDP
growth on a year earlier of between 2%-2% per cent in the
second half of 1988. To avoid giving the impression that
there is a sharp slowdown in activity during 1988 we have
slightly reduced GDP in the second half of 1987.

Growth of money GDP is a little 1lower in both 1987-88 and
1988-89. (The small change to the figure for 1987-88 is the
result of the change to the second half of 1987 discussed in
(d).)

The published forecast for the world economy does not contain
specific numbers for individual economies. The discussion in
paragraph 1.17 of the US, Japan, and Germany implies that it
is growth in the US that is particularly likely to be hit by
recent stock market developments.

is worth noting some other points that relate mainly to the

There is nothing in the tables or text that might be construed
as a ready reckoner of the effects of falls in stock markets.
The recent fall in stock markets are presented as one amongst
a number of factors influencing prospects.



(ii) The level of the sterling index (though not the £/DM rate) has
begun to drift away from the level assumed when first
constructing the forecast. We have not altered the forecast
numbers on this account, but have slightly altered the text in
paragraph 1.21.

(iii) Given the enormous uncertainties involved in valuing assets
(particularly equities) we have deleted discussion in
paragraph 1.29 of <changes in the UK's net external asset
position during this year. Net external assets could
conceivably be lower by the end of the year than at the end of
1986. Figures for end-1987 will not be published until the
Pink Book next August, though we will probably have to hazard
a guess in the FSBR.

(iv) The text has an additional paragraph (1.53) which assesses the
impact of the fall in the stock market on monetary conditions
and mentions the fall in short term interest rates, The
argument is similar to that used in your statement to the
House of Commons yesterday.

5. There are two other changes that are not related even indirectly to
stock market developments.

(i) 1In table 1.8 we have deleted the productivity numbers for full
time equivalents because these hardly differ from the output
per head figures.

(ii) There is an additional sentence in paragraph 1.15 on the
national accounts adjustments.

-~ J

P N SEDGWICK



1 Economic prospects for 1988

Summary 2%

1.01 GDP is forecast to grow by 4 per cent in 1988, following growth of 4
per cent this year, ;Egadon is expected to remain low and there are good
prospects for a fall in unemployment.

Assumptions 1.02 The forecast assumes that fiscal and monetary policies are operated
within the framework of the Medium Term Financial Strategy (MTFS). [t
assumes that sterling remains close to recent levels, and that North Sea oil
prices will average $18 a barrel. The PSBR is expected to be about (1
billion in the current financial year, some /3 billion below the figure set in
the Budget. The forecast assumes a similar PSBR for 1988—89 the actual

PSBR for that year will as usua] be set m the Budgct cork doken accouat

6] ta weed Alocp Llbs ore, Qdcen fum..‘:u
D\emand and activity l%}Thhé"economy h‘m\)een growing st ongfy\ during the past year "GDP
growth in 1987 is likely to be about 4 per cent, with manufacturing output
growing by 5 per cent. Domestic demand has continued to grow at much
the same rate as in 1986, but with some change in its composition:
investment growth has been higher and consumers’ expenditure growth
lower than in 1986. Non-oil exports have increased strongly. In 1988 GDP is
forecast to grow by & per cent.
2

Labour market 1.04 Employment has also risen strongly over the past year, with

unemployment falling by 400,000; the largest annual decline since the war.

There are good prospects for a Gw fall.

Inflation 1.05 Inflation is expected to remain low. The annual increase in the retail
prices index (RPI) is forecast at 4 per cent in the fourth quarter of 1987, as
envmaged at the time of the Budget, and is expected to rise temporarily to
4} per cent in the fourth quarter of 1988. Unit labour costs have increased
very slowly over the past year, thanks to rapid productivity growth, and this
pattern is expected to contmue in 1988.

kX A
World economy 1.06 GNP in the main ind nal countries is forecast to grow by around
24 per cent in beth 1987 and/1988. World tragde in manufactures has picked
Cup this yeagand should grow at ,uu-&\fﬁ cent in 198§)m
m production in the industrial countries./Inflation is
expected to remain low, although there has inevitably been some rebound
from the very low figures produced by last year’s drop in the oil price.

UK trade and current 1.07 The UK current account is now estimated to have been in deficit by
account /1 billion in 1986 following the fall in the oil price. So far in 1987 it has
been particularly erratic. A current account deficit of £24% billion is expected
this year (about 4 per cent of GDP), in line with the forecast made at Budget
time. With the UK expected to continue growing faster than other main
industrial countries for a little while, a current account deficit of £34 billion
(about 3 per cent of GDP) is forecast for 1988.

_“tn‘ MM e Sx wasuns




Recent developments

World economy

1.08 The major seven OECD economies are now in their fifth year of
expansion. There was some weakening in the second half of 1986 from

around 3 per cent a year to just below 2% per cent, bui‘g‘f’é h new appears
to e strengthensag a little.

1.09 Thc weakuess in world growth was largely due to the difficulties of
adjusting both to the collapse in oil prices in early 1986 and to large changes
in exchange rates. Lower oil prices led oil exporters to cut back their imports
sharply. Moreover, with many non—oil commodity prices falling to their
lowest post—war levels in real terms, other primary producers also had to
restrain their imports severely. As a result, exports from the main industrial
countries were depressed, and industrial production rose by only 1 per cent
in 1986.

1.10 Domestic demand in the seven major countries grew strongly in 1986,
encouraged by substantial terms 0&5&; ins and lower interest rates,
though it f==s slowec y. THe slowdown was most marked in the
US, reflecting the effects of the dollar’s depreciation and some tightening of
policy. In Japan and Germany exports have weakened following the
appreciation of their currencics and this also produced some weakness in
business investment.

1.11 Activity in the seven major countries appears to have picked up
recently, helped by the greater exchange rate stability achieved by the
Louvre Accord and by some strengthening in the demand of developing
countries for their exports. Aggregate industrial production is now growing
by more than 3 per cent a year.

1.12 Consumer price inflation has increased to just over 3 per cent as a result
of some recovery in oil and commodity prices from the very low levels
reached in 1986. There has been no pick up in the growth rate of earnings
and domestic costs.

Chart 1.1
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1 Ecdio:.p’mpect: for 1988 :

1.13 The current account surpluses of Japan and, to a lesser extent, Germany
have now started to decline. In the United States, trade volumes are
responding to the decline in the dollar, but the current account is taking
longer to turn round.

1.14 Oil prices rose to aver $20 per barrel for a short time in the summer
before falling back a little to between 18719 per barrel as OPEC production
expanded. Real non-oil commodity prices have recovered somewhat from
the extremely low levels reached in the second half of 1986, but they remain
well below their historical average. Food prices are particularly weak.

Chart1.2 Real oil prices

1980 = 100 In relation to major seven GNP deflator
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Prospects 1.15 Table 1.1 shows the forecast for activity and inflation in the major seven
industrialised countries, and for world trade. The recent sharp falls in securities

o’:q thsd A Uowe o : e :
/ . » et T marketsfhave contributed to the uncertainties attaching to the forecast.
3 <

able 1.1 World economy

Per cent changes on a year earlier

Forecasts
1986 1987 1988

Major seven countries':

Real GNP 23 23 x2

Real domestic demand 33 23 22

Industrial production 1 3 3y

Consumer prices 2 23 2 23y
World trade, at constant prices :

Total imports 43 34 X35

Total trade in manufactures? 2 33 Ay

' US, Japan, Germany, France, UK, Italy and Canada.
2 Excluding trade of centrally planned economies.

1.16 The forecast assumes that North Sea oil prices average around $18 per
barrel until the end of 198?}('531 non-food commodity prices may-contintue

(Ve Sillir Tecovany in 7



-

demerch
HUowrund wecand o

eccnt ﬁscalpacage in Japan d the tax cutsplanned in Geay shod
help sustain the growth of their domestic demand.

é\ CONS sl

o US - 1.18 Industpial prqducgion gro :‘F)L‘gt e seven major countries should
e .,‘i-‘»tf-. slned B 5 ety i o s

EEOVE -th DOFLS.

: B ‘ SR - = s “a - - - e = - ' S < - -
e Q’)""hg {"<” 59*11.19 World import volumes are likely to rise by about 34 per cent in 1987.

w03 dome® <  [This is somewhat slower than in 1986 when oil trade was very buoyant
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Chart 1.3 Exchange rates
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1 Economic .specu for 1988

Trade and the balance of payments

Exchange rates 1.21 Exchange rates between major currencies have remmined-broadly stable
following the Louvre meeting of Finance Ministers of the leading industrial
. countries in February. Sterling has reflected this general stability, particularly
X : against the’deutschemark, moving within a narrow range for several
months. The forecast assumes that sterling remains close to recent levels.

Relative costs and prices 1.22 UK unit labour costs in the manufacturing sector have probably been
rising more slowly than those of other major industrial countries over the
past year. This has meant that the large gain in competitiveness in 1986 has
been sustained.

Trade volumes (goods 1.23 The volume of UK manufactured exports, which remained flat in the
other than oil) first half of 1987, has been rising again in recent months and this should
continue in 1988 as markets for UK exportyexpand. Total non-oil exports
are likely to increase by about & per cent in 1988 compared with a projected
7 per cent rise in 1987.

Chart 1.4 Export volumes (goods less oil)
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1.24 Chart 1.5 shows how the UK’s share of the volume of total world
trade in manufactures, which declined during the 1960s and 1970s, has been
broadly steady since 1981.

1.25 Non-oil imports, which fell sharply in the early part of this year, have
since risen again rapidly. The outturn for the year as 2 whole, however,
seems likely to be close to the Budget forecast in spite of the stronger than
expected growth of domestic activity. Non oil imports arc forecast to rise

b by # per cent next year compared to 8 per cent in 1987.
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Chart 1.5 UK shares of total world trade in manufactures

=15

$= -3
J ! ] | i ) ! I i ! 1 |
1964 1966 1968 1970 1972 1974 1976 1978 1980 1982 1984 1986
Chart 1.6 Share of imports of goods (excluding oil) in total domestic demand
Per cent
U= -2
2- -2
/ —
20— -20
18— -18
16— -16
7
s
“= ~~~"Volume =
12— . -12
//
10- Aremmnl -10
~ — ol -~
g -8
S e W e U T e s R e o M 1 i 1
1964 66 68 70 72 74 7 78 80 82 84 86

10




" 1 Economic @ spects for 1988

Oil trade 1.26 Net oil trade is likcly show a surplus of £4 billion in 1987—similar

Trade prices and the
terms of trade

to 1986. Lower North Sea/output has been offset by, higher oil prices and a
fall in domestic demand for oil. In 1988 production is likely to
decline again and be close to the centre of the range published in the
Department of Energy’s 1987 Brown Book. At the same time, domestic oil
demand is likely to rise somewhat in response to rising activity. The oil trade
surplus may decline by about £1 billion in 1988.

1.27 The terms of trade, which fell sharply during 1986 as a result of the tall
in oil prices and sterling’s depreciation, have recovered somewhat during
1987 as a result of higher oil prices, lower food prices and the rise in the

exchange rate in the immediate aftermath of the Louvre Accord. £ittle (3

sl

WQM ehange-in the terms of trade frem-the-presentdevel is forecast for 1988.

Table 1.2 Visible trade

Per cent changes on previous year

All goods Goods less oil

Export Import Terms Export Import Terms

volume volume of trade* volume volume of trade*
1986 34 63 5k E 5% =3
1987 Partly forecast 5% 7 1 7 8 1
1988 Forecast y 4 2‘/2 FSih 1 A 3y 5{ 1

* The ratio of UK export average values to import average values.

Invisibles and overseas
assets

Current account
Table 1.3

1.28 The substantial surplus on invisibles seems likely to be about the same

in 1987 as in 1986. The surplus on services should recover from last year’s fall
which was attributable partly to a decline in the number of tourists visiting

the UK. Net earnings from interest, profits and dividends are expected to be
higher despite some apparent narrowing of margins on banking business.

These improvements should broadly offset an increase in the deficit on

transfers, largely reflecting increased government contributions to the

European Community. The invisibles surplus should increase again in 1988

as a result of a higher net surplus from interest, profits and dividends, w%ﬁu*\««g
7 ?ou-& Lovres ‘ao..a,.-\u,..ks aormud by Notha Sas o panian

36

L 12
1.29/.1'\Z'he value of the stock of UK net overseas assets, whieh rose by £37
billion, te; 4dillion by the end of: i

’

Current account

£ billion

Non oil goods Qil e Cutizot

Manufactures Other ibles bal@ce
1986 ik =T 4 74 -1
1987 Partly forecast -7% -6 4 7} ~23
1988 Forecast -9 ik 3 8} ~33

11
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Chart 1.7

1.30 The current account was in deficit by £1} billion in the third quarter
of this year after a surplus of £ billion in the first half of the ycar. The
forecast for the year as a whole is for a deficit of £24 billion, in line with the
projection made at the time of the Budget. This is equivalent to about 4 per
cent of GDP. The forecast for 1988 is for a slightly higher deficit of £3%
billion, reflecting the fall in the oil surplus.

The current account of the balance of payments
(surpluses and deficits as a per cent of GDP)

Goods (other than oil)

Qil trade Invisibles Current account

12

Personal sector
expenditure

Demand and activity

1.31 The UK economy has been growing steadily at around 3 per cent a
year on average since early 1981, with only minor fluctuations. Over the
year to the first half of 1987 growth has been above this average rate, at close
to 4 per cent.

1.32 Ower that period output growth has been strong in all sectors of the
economy other than the North Sea where production has fallen. Output of
the service industries rose by 5 per cent between the first halves of 1986 and
1987, manufacturing output by over 4} per cent and construction output by
73 per cent. The recent rise in construction output has reflected not only
growing private sector housebulldmg, but also higher commercial building
activity. Results of the 1a8&st DTI investment intentions survey and the CBI
quarterly industrial trends enquiry, together with recent figures for
construction orders, suggest that commercial and industrial building is likely
to be an important source of further growth in construction output over the
next year or so.

1.33 Consumers’ expenditure is now estimated to have increased by 5} per
cent in 1986, substantially more than growth in real personal disposable
income. The personal savings ratio fell by about 14 percentage points
between 1985 and 1986, bringing it back to around the average level of the
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Chart 1.8

late 1960s and early 1970s. There are at least two major reasons why the
savings ratio has fallen in recent years. First, the decline in inflation has
reduced the extent to which households need to save simply to make good
the erosion of past savings. Secondly, employers’ contributions to pension
funds have been falling relative to personal disposable income in recent years
as companies have reacted to the surpluses that many funds have been
showing: these contributions are treated in the national accounts as part of
personal income and saving. This fall is unlikely to have had a large effect on
consumers’ expenditure and hence will have shown up as a fall in the
recorded personal savings ratio. Chart 1.8 shows the savings ratio and the
share of employers’ contributions to pension funds in personal disposable
income.

Personal saving

16—

14—

22—

10—

Per cent 6\ ?DJKO\N;&. M?d&&ﬂ* Lol .

Total personal sector saving

Employers pension contributions

Company incomes and
expenditure

1.34 For 1987 as a whole consumer spending may rise by about 5 per cent,
similar to the rise in real personal disposable income, In 1988 consumer

spending may grow by about 4iper cent, with little change in the savings
ratiC}f an Cowswmers wack Yo ta %an in @mand}& waalth .

1.35 The housing market remains very buoyant. Although private housing
starts have fallen back from their high first quarter levels, for the first eight
months of 1987 as a whole they were 7 per cent higher than the year before,
while private completions were 8% per cent higher. With investment in
improvements rising fast, private housing investment in 1987 as a whole
may record an increase only a little below the 12 per cent rise seen in 1986.
Housing investment is expected to rise further in 1988.

1.36 The rate of return on non-North Sea industrial and commercial
companies (ICCs) rose sharply again last year, and was back almost to the
level recorded in 1973; while the rate of return of manufacmring companies

12
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was more than 3} times th recorded in 1981. The sharp fall in North
Sea companies’ profits brou e net real rate of return earned by all ICCs
in 1986 to some 10 per ccnt,-bolow—net—esmg&a&? But North Sea
profitability appears to have improved this year as a result of the partial
recovery in the oil price while the rate of return of non-North Sea
companies has continued to rise, helped by strong growth in productivity.

Chart 1.9 Companies’ rate of return

nduseeial_and ymmg(&l ¢ es
Per cent Nek .
e zhen 6\ oA AL B QDV?H QMW = e
- All industrial and s
commercial companies o
10— -10
8 - -8
6= -8
oz s A Non-North Sea o
industrial and
s commercial =
companies
I I ] I i I 1 ! P
1970 1972 1974 1976 1978 1980 1982 1984 1986 1987
forecast
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1.37 Non-North Sea business investment has recovered strongly in the first
half of 1987. This follows a period of weakness in 1986, caused by bringing
forward of capital spending into 1985 ahead of the final stage of the changes
in capital allowances announced in the 1984 Budget. Manufacturing
investment, including assets leased from finance lessors, rose some 7 per cent
between the second half of 1986 and the ﬁrst half of 1987. The projections of
the DTT’s June investment intentions su Urve (4 per cent growth in
manufacturing investment 431987 and 8 per cent growth in investment on
average in all industries covered) now seem likely e exceeged gT he recent
performance of output and profitability suggesmh%%an dfactu

investment sould-well-accelerate next year. North Sea investment scems
likely to fall again this year, to less than two thirds of the 1984 level, but
may change little further next year.

1.38 Stocks fell in the first half of 1987. Given the sharp rise in sales, there
may have been some involuntary element in the fall in manufacturing
stocks. The full effect of the abolition of stock rehef in the 1984 Budget may
now have largely fed through,

. Thus while stock output ratios are expected to fall
further over the second half of 1987 and in 1988, the absolutc level of stocks
could rise. Stockbuilding is forecast
growth next-year but to remain on a modest scale compared with many
years in the 1960s and 1970s (see Chart 1.10).
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Chart 1.10 Stockbuilding
Aggregate stock ratios Stoc'k.building as a share of GDP
1979 Q% =100

110~

Manufacturers’ stock output ratio

-110
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forecast

Prospects for demand 1.39 Growth in 1987 is expected to be around 4 per cent, but in 1988 to fall

and activity

Table 1.4

back closer-to the average rate recorded since 1981. (See Table 1.4.) The
slower growth reflects a fall in North Sea oil production and therefore net
oil exports, and-also a smaller contribution from non-oil exports next year,
Growth in 1987 and-1988 cannot yet, however, be fully explained in terms | °
of expenditure because of the large discrepancy between the expenditure
estimate of GDP and the average estimate in the first half of 1987.

Arrinone A

1.40 North Sea output fell by some 2 per cent between the first halves of
1986 and 1987 and is expected to decline further in 1988. In 1988 declining
output in the North Sea may reduce GDP growth by a little over } pex
rather more than in 1987. Manufacturing output is forecast to rise faster than
total non-North Sea GDP in both 1987 and 1988.

e

Domestic demand and GDP

Per cent changes on a year earlier

Forecasts

1986 1987 1988
Domestic demand 4 4 A3
Exports of goods and services' 33 53 (63 2§ 3p
Imports of goods and services' 6(54) 63 (7) Bw'L
Domestic production: GDP!-2 303 4 4 %2 3P
Manufacturing production 1 5 £ 34
! Non-oil shown in brackets. 2 Average measure.

15
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Inflation

1.41 As forecast at the time of the Budget, the annual rate of inflation as
measured by the RPI rose slightly during the summer, reflecting the profile
of mortgage rates and petrol prices in 1986. (The national accounts measure
of consumer prices has been showing a markedly lower rate of inflation than
the RPI: it rose by under 2} per cent over the year to the second quarter of
1987.) It is likely to average 4 per cent in the fourth quarter of 1987, in line
with the Budget forecast. Producer output price inflation has been a little
higher this year than forecast at Budget time, and the rate of increase of costs
of materials and fuel has been rather faster than expected.

1.42 The underlying annual rate of increase in average earnings has risen
slightly from 74 per cent at the start of the year to 73 per cent in recent
months. This rise is more than accounted for by increased overtime
payments. Adjusted for changes in overtime hours the underlying growth in
average earnings has actually fallen over the last year, reflecting lower pay
settlements since the second half of 1986. However, there are signs that this -
downward trend in pay settlements has to some extent been reversed over
recent months. ’

1.43 Growth in unit labour costs has been kept down by the rapid growth
of productivity and by relatively slow growth in non—wage labour costs.
Indeed, unit labour costs in manufacturing may have hardly risen at all
between 1986 and 1987. For the first time since 1983, unit labour costs in

manufacturing in the other major industrial countries have on average risen
faster than in the UK.

Chart 1.11 Unit labour costs in manufacturing
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Prospects 1.44 The very low growth in costs over the last two years has not been fully
reflected in producer output prices. With the benefit of substantial gains in
competitiveness relative to producers overseas and fast growth in demand,
UK manufacturing industry has experienced large increases in profit
margins. Profit margins may continue to rise, if a little more slowly than in
recent ycars. Thus in spite of shghtly faster growth in total unit costs,
producer output prices are forecast to rise next year by about the same
amount as this year and last. (See Table 1.5.)

Table 1.5 Costs in manufacturing

Per cent changes on a year earlier

Unit labour Cost of materials Estimated total Output
costs and fuel! unit costs? prices!
1985 33 4 4 64
1986 ' 4 -11 - 3 44
1987 Partly forecast 3 54 13 44
1988 Forecast 13 /'2“& 2 4x
! Producer-prices excluding food, drink and tobacco Axn Arantrien . 2 Including costs of bought in services.

1.45 Retail price inflation is expected to fall below 4 per cent by the end of
the fourth quarter of 1987, but given the conventional assumption of a full
revalorisation of specific duties in the 1988 Budget, compared with the
standstill in the 1987 Budget, and the need for higher electricity prices to
finance the industry’s investment programme there is likely to be a
temporary rise in the annual rate of increase in the RPI after the first quarter
of 1988. In the light of this, the forecast is for the RPI to increase by 4* 67:}
cent over the year to the fourth quarter of 1988.

Table 1.6 Retail prices index

Per cent changes on a year earlier

Weight in Forecasts

1987 1986 Q4 1987 Q4 1988 Q4
Food 163 33 34 3
Nationalised industries 6 3} 2% 6%
Housing 15 7 74 K7
Other 624 2} 34 4%
Total 100 33 4 4f '/

1.46 The GDP deflator measures the price of domestic value added—
principally unit labour costs and profits per unit of output—and excludes
import prices. The GDP deflator at market prices is forecast to rise by 4} per
cent in the current financial year, just below the Budget forecast, following
an increase of 3 per cent last year. The higher rate of increase this year is
more than accounted for by a recovery in North Sea profits following their
fall of over 50 per cent in 1986-87. The GDP deflator is now forecast to rise
by 4} per cent in 1988-89.

17
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Productivity and the labour market

1.47 The growth in the employed labour force in Great Britain has been
gathering pace over the last year: in the twelve months to June 1987 it is
estimated to have risen by 372,000. Since 1983, there has been an increase of
over 1,350,000 in the number of jobs. The strong growth in manufacturing
and construction output this year has been reflected in particular in a rise in
male employees: the 86,000 rise in the six months to June was the largest half
yearly rise since the first half of 1973.

Table 1.7 Employment
Thousands, change in GB seasonally adjusted
Employees in Self- HM Employed
employment employed Forces labour force
Male Female
June 1984 to
June 1985 +82 +191 +115 0 + 387
June 1985 to
June 1986 =56 151 +17 -4 +108
June 1986 to
June 1987 +72 + 200 +102% 3 +372

* Figures for seif-employment over the last year are a projection based on self-employment growth over the previous five years.

18

Table 1.8

1.48 Productivity has been growing strongly, with manufacturing
productivity now estimated to have risen by 4 per cent a year on average
since 1979. Underlying growth in labour productivity in manufacturing
industry now appears to be if anything higher than the rate experienced in
the 1960s. This has been accompanied recently by a substantiamp ovement
in capital producg'_vity. Non-manufacturing output per ﬁiﬂ-umc-eqkﬁﬁ;u
has risen by about }£ per cent a year since 1979, and by about 2per cent a
year since 1983. Output per head has grown less than this as a result of the
large rise in part-time employment.

Output per head of the employed labour force

Annual averages, per cent change

1964-73 1973-79 197987
Manufacturing 33 i
Non-manufacturing'-2 3 4 Q{ 14
Whole economy? 23 108 2 (%
Non-North Sea 23 i@ 12
economy?

! Excludes public services and North Sea oil and gas extraction.
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fallen for fifteen months in succession, by some 437,000 in total; the number
of unemployed school leavers has also fallen, by some 48,000 over the last
year. The greater part of the improved trend in unemployment this year is
attributable to the strong growth of output and employment. The
remainder is duc to varivus government measures to provide training or
work experience for the unemployed, or to help them to find jobs. The
sncouraging prospects for the UK economy over the next year mean that a

M..r continued fall in unemployment is likely. The main danger to the chances of
further progress in reducing unemployment is of pay settlements being too
high.

Unemployment 1.49 Since June 1986 seasonally adjusted adult unemployment in the UK has |
1

Financial developments 1.50 The sterling exchange rate, as already noted, has been broadly stable
over the past eight months, following the conclusion of the Louvre
agreement. During that time there has been a substantial inflow into the
reserves amounting to some 49 billion. Shost-term-interest-rates-remain
- il b ] . l l | 14 whicl
‘\-ngmtn;m o1l in the-ea part-of-the-ye ere-edeing-up-again-until-the-stock-marke

e unkesoll i 1.51 The year-on-year growth of MO has been somewhat above the
| bhawe ‘ﬁ‘n"" and Qovaytov— | midpoint of its 2—6 per cent target range in recent months, in part reflecting
| wnken Wove also 2aned-On | earlier falls in interest rates. MO is expected to continue to grow quite briskly
' fa bolaw é\ e 2ndauwcs  in the immediate future before slowing down again.
maugkony Condudnens Teamo.ve
&-‘W* . e " 1.52 Broad money has continued to rise rapidly. This has reflected at least in
b MR e part increased deposits by companies and financial institutions. The strong
growth of broad money, which has been evident in recent years, is to a

considerable extent the consequence of financial innovation and

weron. ar

Fiscal developments 1.574-1' ables 1.9 to 1.11 show both the Budget projections and latest forecasts
for general government expenditure and receipts and public sector
borrowing in 1987-88. They show also the 1986-87 outturn. The PSBR in
198687 was £ 34 billion, nearly £3% billion lower than estimated in the 1987
FSBR. Lower central government borrowing, more than accounted for by
higher than expected tax revenues, was responsible for about two-thirds of
this downward revision, with the remaining one-third due to lower than
expected local authority borrowing.

-

1.5? In the first six months of 1987-88 the PSBR was (14 billion.
Excluding privatisation proceeds, borrowing was about L1Pbillion lower
than in the first half of 1986-87. The revised forecast for 1987-88 as a whole
is a PSBR of £1 billion, about £3 billion lower than forecast in the FSBR.
This is mainly due to higher than expected tax revenues but there is also
likely to be a shortfall on the expenditure side.

I -
1.58 Table 1.9 shows the relationship between the public expenditure
planning total and general government expenditure. The outturn for the
public expenditure planning total is expected to be £1 billion lower than

19
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was forecast in the FSBR Thls 1s largely accqunted for by higher capital
receipts of local authorities and New TownsAExcluding privatisation
proceeds, general government expenditure is now projected to increase by 5
per cent in 1987-88, a little less than the increase in 1986-87.

Table 1.9 General government expenditure

£ billion
198687 198788
e Budget Latest
Forecast Forecast
Public expenditure planning total 139-4 148-6 147-6
Interest payments 17-4 17-9 17-8
Less public corporations’ market and overseas borrowing =I5 : —0-8 =07
QOther adjustments 69 6-2 6-8
General government expenditure 165-1 173-5 1729
of which
Privatisation proceeds —4-4 -t =
l.S‘ Table 1.10 shows the forecast for general government receipts. The
forecast of tax and national insurance revenues has been increased by just
over £23 billion since the Budget. The forecast of on-shore corporation tax,
including ACT, is about £ 3 billion higher, mainly reflecting upward
revisions, since the FSBR, to profits estimates for 1986 and, in the case of
ACT, a higher level of dividend payments so far in 1987. The upward
revision of £} billion to North Sea revenues is more than accounted for by
the higher dollar oil price than was assumed at Budget time. The forecasts of
personal income tax, VAT and national insurance contributions are also each
about £} billion higher than in the FSBR. General government receipts in
total are now forecast to rise by nearly 7 per cent in 1987-88, following an
increase of 54 per cent in 1986-87 (when North Sea revenues more than
halved).
Table 1.10 General government receipts
£ billion
198687 1987-88
Sty Budget Latest
Forecast Forecast
Taxes on income, expenditure and capital 1196 127-8 130-2
National insurance and other contributions 267 285 289
Interest and other receipts 13-3 12-6 123
Accruals adjustment 0-5 0-0 —02
Total receipts : 160-2 168-8 1712

of which @d
North Sea revenues 7 ; .
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1.5’ Table 1.11 shows the old and new forecasts for borrowing. The PSBR
forecast is still subject to a great degree of uncertainty: the average error on
PSBR forecasts for the current financial year made in the autumn is 4 per
cent of GDP, or £2% billion. But on the basis of this forecast, the PSBR,
both including and excluding privatisation proceeds, will be lower as a
proportion of money GDP than in any year since 1970-71.

Table 1.11 Public sector borrowing

£ billion
198687 1987-88
i Budget Latest
Forecast Forecast

General government expenditure 165-1 1735 1729
General government receipts 160-2 168-8 171-2
General government borrowing requirement 49 4-7 2
Public corporations’ market and overseas borrowing =%5 —08 — @7
PSBR 34 X9 1-0
PSBR as per cent of GDP 1 1 1
Memorandum item:
PSBR excluding privatisation proceeds 79 89 6-0
As per cent of GDP 2 2Yy 1}
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Table 1.12 Economic prospects: summary

Forecast Average errors
from past
1986 to 1987 1987 to 1988 forecasts’
percentage
per cent changes points
Output and expenditure at :
constant 1980 prices
Domestic demand 4 / 3'/2_ 1
of which: : :
Consumers’ expenditure 5 )y i 11
General government consumption 3 A Va2 1
Fixed investment 5% 43 24
Change in stockbuilding (as per cent of
level of GDP) ' 0 XO 4
Exports of goods and services 54 - g = 24
Imports of goods and services 64 5 23
Gross domestic product: total - rah 3
manufacturing 5 rz 2%
Inflation
R etail prices index per cent changes
1986 Q4 to 1987 Q4 + e
1987 Q4 to 1988 Q4 4 t—f‘/,_ 2
Deflator for GDP at market prices per cent changes on a year earlier
Financial year 1987-88 44 1
Financial year 1988—89 44 2
Money GDP at market prices £ billion?
Financial year 198788 Lg AP ENT 1
Financial year 198889 GuP AZ N T 1y 13
Balance of payments on current account
1987 -2} 13
1988 —34 3
! The errors relate to the average differences (on either side of the central June 1981). The calculations of average errors are based on forecasts
figure) between forecast and outturn; the errors given for constant price made between 1975 and 1985.

2 Per cent change on previous financial year in brackets; average error
shown relates to the forecast of the percentage change.

output and expenditure are relevant to the forecast for next calendar or
financial year. The method of calculating these errors has been explained in
earlier publications and Government forecasts (see Economic Progress Report
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Table 1.13  Constant price forecasts of expenditure, imports and gross domestic product
£ billion at 1980 prices, seasonally adjusted
Exports Less Less Gross
General Total of goods Total = Imports of Adjustment Plus domestic
Consumers’  government fixed and Change  final goods and o factor Statistical 4 productat GDP index
expenditure  consumption investment services  instocks expenditure services cost adjustment  factor cost  1980=100
1982 1384 496 395 631 -1:0 2897 59-2 306 0-9 200-8 100-5
1983 144-0 50:6 416 64-4 0-7 301-2 627 316 0-5 2074 103-9
1984 1471 51-0 45:0 689 03 3122 68-8 328 2:¢ 212-7 106-5
1985 1525 509 464 728 06 323-3 70-7 339 17 2204 1104
1986 161:3 51-4 465 751 0-7 335-0 751 354 27 2271 1138
1987 16940 516 490 79:2 032 4mgv9 800 371 43 23642 11843
1988 1764 0 s 512 08 120 ema0.6  saed)  sfl 45 2A4Mp2.L 4234121 .5
1986 H1 79:6 257 229 36:6 04 165-2 359 17:4 0-8 112-7 112:9
H2 816 257 237 385 03 169-8 392 18:0 1:9 114:5 1147
1987 Hi1 830 256 239 390 -03 171-3 383 183 22 11697  1174)
H2 867 | 262259 251 401 0f4 178077 417 188 22 1944 11945
1988 HI 8763 262259 253 4021\ 0f3  18040079.0 417 191 22 12431204 4243 120-6
H2 sgl 262259 259 4403 0f4 188 Y e2f4 1943 222 12262 1244
Per cent changes
1985 to 1986 6 1 3 3 — 33 6 44 — 3 3
1986 to 1987 5 3 54 54 — 4 6} 4} — 4 4
1987 to 1988 af ls 2f i 3} 5§ T e 20 L2
4 The average measure of gross domesn{——lheciq'erred measure of growth of around 4 per cent. Timing and other measurement
growth in economic activity—grew by some 33 per cent between the difficulties in the national accounts make it difficult to relate
Jirst halves of 1986 and 1987. The output-based measure, the most directly the three measures of GDP; it seems appropriate to discount
reliable indicator of short period GDP movements, similarly suggests the lower growth rate currently shown by GDP(E),
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AUTUMN STATEMENT BRIEFING: AWKWARD ISSUES

We realise that, with other preoccupations, ynn will be unable to look at much of the

Autumn Statement briefing, if any, and certainly not before the weekend.

PR 7 TR R

2. With Mr Hudson's help, we have therefore tried to identify in the attached note some

of the most awkward issues in the macro-economic area, together with a proposed line to
take, where one has been devised.

A

b

3. If you have time to glance through this by Friday evening, it would be most helpful to

2

us to have your reaction. We plan to submit the key briefs for your weekend box.
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Forgt
Thesc points are based on the old numbers which are likely to change. But the awkward

issues are fairly easy to identify.

(i) Impact of stock market fall: Underlying economic prospects remain sound. Precise
impact of recent fall difficult to evaluate but seems likely that fall in interest rates in US

- and elscwhere will offset at least part of effect of lower share prices.

We shall need to look at this again, of course, in the light of whatcver goes into Chapter 1.

(ii) Current account deficit no longer temporary. Deficit-reflects faster growth of UK

economy relative to other major economies. No reason to suppose deficit will not decline as
growth rates converge. Forecast deficit in 1988 smaller than deficit in 1987H2 at annual

rate.

We have plenty of other material on the deficit as a proportion of GDP and international
comparisons. >
3 - -~

(iii) What does exchange rate assumption imply for future of Louvre Accord? Forecast

assumes sterling remains close to recent levels, consistent with Louvre Accord.

Fiscal policy

(i)  Government deliberately published pessimistic forecast of 1987-88 PSBR/tax revenues

at Budget time. No. Budget forecast reflected central view based on economic prospects as

seen then. In event, economy been performing better than expected, so tax revenues higher.

But have always stressed margins of error on PSBR forecasts - still £2% billion for current

year,

(ii) Forecast of 1987-88 tax revenues over-cautious? Of course, outturn may be higher

) than forecast but could be lower too. Considerable uncertainties remain particularly about

mainstream corporation tax - where, as usual, very few receipts received during first half of
financial year.j
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| > (iii) Higher VAT/taxes on expenditure indicative of consumer boom? No. VAT/taxes on

! e iture rising no faster than tax revenues in total. Overall picture one of balanced
economic growth. E&MW arudad Wv e ke than MJ»«A’/ I G0 © 190
iy gty of by Bt whele . )

We have figures to support claim of balance elsewhere in the brief.

1 - Tv" u({:i b "v S
] L\' (iv) Buoyant revenue indicates massive fiscal adjustments in _prospect. . Wait for Budget.

A

Government committed to reducing tax burden but only when prudent to do so. 2

(v)  Forecast implies PSBR for 1988-89 will be lower than MTFS path

>
% But assumption always required for PSBR/GDP ratio to construct Industry Act
forecast for following year.
. ‘
TL‘ Troser W I Ny Convention that use lower of MTFS path or forecast outturn for current year. In
| e, W U T e
H can Asknd Y past, MTFS figure was lower. In 1987, current year forecast lower for first time,
§ word " Gewesiow ™ so assumption is for same PSBR in 1988-89 as in 1987-88.
[r R e :
Uove we
| - £’ PSBR for 1988-89 will be set at Budget time in accordance with 1988 MTTFS.
L Pl s %

(vi) Money GDP growth and PSBR forecasts imply change to MTFS and fiscal stance -

MTFS updated at Budget time, not in Autumn Statement.

C: MTFSkd.esigned to bring inflation down further over period of years. Always

allowed for short term fluctuations - what matters is medium term trend.

- Higher money GDP growth path in 1987-88 and 1988-89 than in MTFS mainly

result of higher than expected real GDP growth. I Ne—ch-mge—tm-phed—m—prm-ary-—-
MMMWWW Fiscal stance
l\« over medium term set in accordance with MTFS and hence reviewed omnly at
Budget time.

(vii) Money GDP path higher than in MTFS: Higher money GDP growth in 1987-88 and

1988-89 mainly reflects better real growth prospects, not higher inflation. No change to
money GDP growth in later years.




Tviil'évernment abandoned commitment to eventual price stability? Price stability still
remains ultimate objective of MTFS.

We assume we have to say this, if asked. But do you want to soft-pedal at all? More
references simply to "further reducing inflation"?

(ix) Chancellor no longer aiming at PSBR/GDP ratio of 1 per cent? 1 per cent PSBR/GDP
ratio published for future years in 1987 Mﬁsxbﬁt‘géa&tamv@l‘e‘géed may be fluctuations
in short term. MTFS not reviewed in autumn but PSBR path for medium term will be
published in 1988 MTFS as usual and PSBR for 1988-89 will be set in 1988 Budget in light of

prevailing circumstances.

(x) Forecast shows non-oil tax burden rising: Larger rise than earlier forecast is result of

better than expected economic performance, -, and consequential buoyant tax revenues.

Government policy remains to reduce tax burden as soon as prudent to do so.

(xi) PSFD

We shall, of course, focus on the PSBR, excluding privatisation proceeds but do you have any
objection to us revealing the PSFD (£6.1 billion, 1} per cent of GDP), if asked? It is
probably less sensitive now: indeed, it is expected to be the lowest figure since 1971-72.

E ture

(i) How do we present the increase in planning totals? The LTPE Green Paper said "It

would, of course, always be open to the Government to decide, once the virtuous circle of
lower taxes and higher growth had been established to devote some of these resources to

improved public services rather than reduced taxation." How do we react if this is quoted

back at us? e lm,M wx,-tmnbav:uﬁ&/ofrmu'd. ”WM %-W

£ GO, e b vnceeare  peanzes “Gv,m}n% ,«-pamw«w.*

(vii ) W Ne agn o futhor reduction i inflation?
EN,s‘Hﬁ‘E_h;?W Stalment frecaks cher %Jm‘b "‘f‘j
oyjaabig/,f‘;ﬁﬁ:v feley  tomains b%%a powss wse o
‘ o bigs ek b2 be Plirclioalone e L bbded il
w{/‘aiwrv X

.

H&m r;hw%mfmac%w Walwﬂf'v,
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g : + (ii)) GGE for 4 years from 1986-87 growing at faster annual avex:age rate (1% per cent)
. than envisaged in 1987 PEWP (1 per cent).

This raises a similar issue.

GEP's suggested answer

| - _ Always said that real growth in GDP could allow more spending on priority
‘s programmes.

3.

= GGE as percentage of GDP lower than in 1987 PEWP plans.

. Do you want to use the first point? In the past, we have talked of room for more spending
| on priority programmes within overall constraints. D ‘ﬂw = bw.,é—% [ Peverie the-
C - edev £ e GEP oo ]

; 2 (iii) Did Star Chamber meet?

(iv)] Government now reversing very policies which underpinned steady economic growth.
| [wm ik e ? )
1w

of cash planning clearly abandoned.

- No.

§ = Public expenditure still planned in cash; Survey conducted in cash terms and cash

plans for first year become cash limits. Procedure still strictly enforced.

= Apart from demand-led programmes, no Department entitled to increase in

provision because of inflation.

(vi) Concentration on GGE/GDP ratio implies accommodating inflation

i 9 -

3 ! pa J -

= No automatic adjustment for inflation.
¥ GDP deflator for 1987-88 and 1988-89 taken together in any case shows similar
growth to 1987 PEWP plans.

= Ratio reduced below 1987 PEWP path.

- Government will accelerate decline in ratio, if conditions permit.

Are you happy with the undertaking in the last indent? — ¢ e vegu mvl‘, t pre

(vii) Government cutting benefits to poor to pay for tax cuts for rich

- Nonsense.

= Spending on social security benefits up by 40 per cent in real terms since

Government took office.

- For future level of taxes, wait for Budget. But as general principle, lower taxes

improve incentives and so boost wealth and job creation to benefit of all.
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(vﬂ‘et to become first Government for over 30 years to have reduced public spending as
percentage of GDP over time in office.

You were considering whether to rescrve this for the Budget Speech. Even if you do not use
it in your Oral Statement, are you content for it to be used in briefing? (In practice, this

means it is bound to appear in a number of Ministerial speeches before the Budget.)

=

(ix) Problems of BP sale put future of privatisation programme in jeopardy.

"We can draft an answer nearer the time!

G

(i Wl 1BB a Lo, why ove ool suloredt e oo higlhy

v

[Vk hes even GGFD  polow G7 mnv«,.wd- cial e
whs abre  (or Uhereabrats) )

Ne oabe wibbv  inflatiom,
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(// DATE: 28 OCTOBER 1987
‘CHANCELLOR ec Chief Secretary Mr S Davies
Sir P Middleton Mr Hibberd
Sir T Burus Mr Matthews
Mr F E R Butler Mr Mowl
W&ﬁft”ﬁ A Mr Anson Miss O'Mara
Mr Cassell Mr Allum
J 5 Mr Monck Ms C Evans
5 Mr H Evans Mr Owen
j Lﬁwhﬁj ) -ﬁ Mr Moore Mr Ritchie
’bJ U Mr 0dling-Smee Mr Cropper
[WW” A \ - Mr Peretz Mr Tyrie
Vv" Mr Scholar Mr Call

L///” Mr Turnbull

Mr R Allen

Mr Bottrill

CHAPTER 1 OF THE AUTUMN STATEMENT: ECONOMIC PROSPECTS FOR 1988

Sir T Burns has held a series of meetings to assess the implications of
the recent fall in stock markets for the forecast to be published in
the Autumn Statement. The attached version of <chapter 1 of the AS
includes proposed changes to the text and numbers agreed at these
meetings. The changes are marked in manuscript on a printed version of
Chapter 1 that already includes all the changes you had suggested
’earlier. We have to send a corrected version to the printers by no
later than 4 pm tomorrow. I would be grateful if we could have your
comments on the attached text and numbers by lunch time. \‘-ﬁ44 Vziﬁaéa

2. The main summary table (table 1.12) gives an impression of the
changes to the numbers for the UK. (Tables 1:2, 1.4, 1.5, 1L 6, and
1.13 show the more detailed changes.) Table 1.1 has the changes to the

forecasts for the world economy.

3. The main characteristics of the changes to the numbers are as

follows.

(a) The changes to world (major 7) and UK GNP/GDP are of the same
size, with % per cent off growth in 1988.

(b) This symmetry is largely responsible for there being no change

to the forecast UK trade balance in 1988. In view of the

' uncertainties about the effects of recent developments on net
IPD earnings we have made no change to the forecast for

invisibles : the current account in 1988 1is therefore

unchanged.



{ic)

(d)

(e)

(£)

4., It
text.

(i)

CONFIDENTIAL

RPI inflation is slightly (% per cent) lower in 1988(4),
mainly as a result of a change to the housing component.
(Following past practice we would not disclose the market
interest rate or mortgage rate assuwmplions underlying the
forecast. The change to the housing component of the RPI is
consistent with a % per cent cut in the mortgage rate from its
present level - which is possible if market rates stay at or
below current levels.) Factors other than the mortgage rate
affect the housing component of the RPI - eg the forecast for

rates and the past increase in house prices.

In table 1.13 we have adjusted the numbers for the three half
years to the second half of 1988 in order to produce GDP
growth on a year earlier of between 2%-2% per cent in the
second half of 1988. To avoid giving the impression that
there 1is a sharp slowdown in activity during 1988 we have
slightly reduced GDP in the second half of 1987.

Growth of money GDP is a little 1lower in both 1987-88 and
1988-89. (The small change to the figure for 1987-88 is the
result of the change to the second half of 1987 discussed in
td))

The published forecast for the world economy does not contain
specific numbers for individual economies. The discussion in
paragraph 1.17 of the US, Japan, and Germany implies that it
is growth in the US that is particularly likely to be hit by

recent stock market developments.

is worth noting some other points that relate mainly to the

There is nothing in the tables or text that might be construed
as a ready reckoner of the effects of falls in stock markets.
The recent fall in stock markets are presented as one amongst

a number of factors influencing prospects.



.ii)

(iii)

(iv)

CONFIDENTIAL

The level of the sterling index (though not the £/DM rate) has
begun to drift away from the level assumed when first
constructing the forecast. We have not altered the forecast
numbers on this account, but have slightly altered the text in

paragraph 1.21.

Given the enormous uncertainties involved in valuing assets
(particularly equities) we have deleted discussion in
paragraph 1.29 of changes 1in the UK's net external asset
position during this year. Net external assets could
conceivably be lower by the end of the year than at the end of
1986. Figures for end-1987 will not be published until the
Pink Book next August, though we will probably have to hazard
a guess in the FSBR.

The text has an additional paragraph (1.53) which assesses the
impact of the fall in the stock market on maenetary cnonditions
and mentions the fall in short term interest rates. The
argument is similar to that wused in your statement to the

House of Commons yesterday.

5. There are two other changes that are not related even indirectly to

stock market developments.

(i)

(ii)

In table 1.8 we have deleted the productivity numbers for full
time equivalents because these hardly differ from the output

per head figures.

There 1is an additional sentence in paragraph 1.15 on the

national accounts adjustments.

-~

P N SEDGWICK
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FROM: JILL RUTTER '\
DATE: 29 October 1987

MR R I G ALLEN

ccC: 2’/

Chancellor

Sir Peter Middleton
Sir Terence Burns
Mr F E R Butler
Mr Scholar

Mr Turnbull

Mr Sedgwick

Mr Pickford

Mr Cropper

Mr Tyrie

Mr Call

AUTUMN STATEMENT: MEDIA ARRANGEMENTS

The Chief Secretary has seen your minute to the Chancellor of
28 October.

2 He 1is content with the media arrangements you propose for

him subject to two caveats:

(a) he has now been invited to address the backbench
Finance Committee at 6.00pm on Tuesday 3 November. He
feels this is wunavoidable. You had asked him to take
on some radio interviews. Will the timing of those

be such as to permit him to attend the backbench

Finance Committee?

(b) He is not happy with the idea of doing a live interview
on 'This Week Next Week' on Sunday 8 November, since
he is obliged to attend a Remembrance Day Service in
his constituency. We discussed this and you agreed
to explore other possibilities should you still want

to use the Chief Secretafy for that slot.

d*wpmuv
JTLE RUTTER

Private Secretary
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Sir P Middleton
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Mr F E R Butler
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Mr Cassell
Mr Turnbull
Mr Scholar
Mrs R Butler
Mr Ritchie
Miss C Evans
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MR SEDGWICK

AUTUMN STATEMENT CHAPTER 1l: FISCAL DEVELOPMENTS SECTION

Last night I agreed with GEP a small change to the forecast
of the national accounts adjustments and GGE in 1987-88. Both
are reduced by £0.1 billion. An offsetting reduction has been
made to taxes leaving the PSBR unchanged. These changes will
be incorporated in the version of Chapter 1 sent to the printers
today. There is only one minor consequential for the text,

in paragraph 1.57.

2% I attach an amended version of the fiscal developments
section - changes from the version sent to the Chancellor last
night are side-lined. (I have omitted the additional sentence
on the national accounts adjustments in paragraph 1.56 which

we proposed yesterday but which the Chancellor deleted.)

35 The change to the national accounts adjustments involves
the removal of an upward adjustment designed to help presentation
of the public expenditure plans. Other recent changes have
made this 1less necessary.. The other adjustments are still
£% billion higher than in the FSBR but there are specific factors

we could point to, if pressed, to explain most of the revision.

S LW P

COLIN MOWL



PRRESEY St

Y

¥ = ==

1 Economic prospects for 1988 i -

Unemployment - 1.49 Since June 1986 seasonally adjusted adult unemployment in the UK has
fallen for fifteen months in succession, by some 437,000 in total; the number
of unemployed school leavers has also fallen, by some 48,000 over the last
year. The greater part of the improved trend in unemployment this year is
attributable to the strong growth of output and employment. The
remainder is due to various government measures to provide training or
work experience for the unemployed, or to help them to find jobs. The
encouraging prospects for the UK economy over the next year mean that a
continued fall in unemployment is likely. The main danger to the chances of
further progress in reducing unemployment is of pay settlements being too
high. ¥

Financial developments 1.50 The sterling exchange rate, as already noted, has been broadly stable
over the past eight months, following the conclusion of the Louvre i
agreement. During that time there has been a substantial inflow into the
reserves amounting to some 9 billion. Short-term interest rates remain
historically high in real terms. Long-term rates throughout the world, which
fell in the early part of the year, were edging up again until the stock market
fall in October. In the UK, unlike the US and most other countries, the :
yield curve is flat.

1.51 The year-on-year growth of MO has been somewhat above the
midpoint of its 2—6 per cent target range in recent months, in part reflecting -
earlier falls in interest rates. MO is expected to continue to grow guite briskly
in the immediate future before slowing down again.

1.52 Broad money has continued to rise rapidly. This has reflected at least in
part increased deposits by companies and financial institutions. The strong
growth of broad money, which has been evident in recent years, is to a
considerable extent the consequence of financial innovation and

liberalisation. On the balance of evidence, monetary conditions remain firm.

Fiscal developments 1.5} ‘(Tablcs 1.9 to 1.11 show both the Budget projections and latest forecasts
for general government expenditure and receipts and public sector
borrowing in 1987-88. They show also the 1986-87 outturn. The PSBR in
1986-87 was £3} billion, nearly £3 billion lower than estimated in the 1987
FSBR. Lower central government borrowing, more than accounted for by
higher than expected tax revenues, was responsible for about two-thirds of
this downward revision, with the remaining one-third due to lower than

< expected local authority borrowing.

-
1.5¢ In the first six months of 1987-88 the PSBR was (1} billion.
Excluding privatisation proceeds, borrowing was about L1§billion lower
than in the first half of 1986-87. The revised forecast for 1987-88 as a whole
is a PSBR of £1 billion, about £3 billion lower than forecast in the FSBR.
This is mainly due to higher than expected tax revenues but there is also
likely to be a shortfall on the expenditure side.

b . ;
1.5# Table 1.9 shows the relationship between the public expenditure

planning total and general government expenditure. The outturn for the
public expenditure planning total is expected to be £1 billion lower than

19
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"1 Economic prospects for 1988

was forecast in the FSBR. This is largely accounted for by higher capital

receipts of local authorities and New Towns. Excluding privatisation

proceeds, general government expenditure is now projected to increase by 5

Table 1.9 General government expenditure

per cent in 198788, a little less than the increase in 1986-87.

=.

- £ billion
198687 1987-88
- S " Budget Latest
: i Forecast Forecast
Public expenditure planning total T 1394 1486 1476
Interest payments e i 179 17-8
Less public corporations’ market and overseas borrowing =15 -08 =07
Other adjustments 6-9 6-2 6-# 1
” General government expenditure 1651 173'5 1724 g

of which :
Privatisation proceeds —4-4 -50 . =54

l.Sﬂ Table 1.10 shows the forecast for general government receipts. The
I l e forecast of tax and national insurance revenues has been increased by jast

ovrer £23 billion since the Budget. The forecast of on-shore corporation tax,
including ACT, is about £3 billion higher, mainly reflecting upward
revisions, since the FSBR, to profits estimates for 1986 and, in the case of
ACT, a higher level of dividend payments so far in 1987. The upward
revision of £} billion to North Sea revenues is more than accounted for by
the higher dollar oil price than was assumed at Budget time. The forecasts of

; personal income tax, VAT and national insurance contributions are also each

i about £} billion higher than in the FSBR.. General government receipts in

halved).

Table 1.10 General government receipts

total are now forecast to rise by nearly 7 per cent in 1987-88, following an
increase of 5} per cent in 1986-87 (when North Sea revenues more than

£ billion
198687 1987-88
Quesarm Budget Latest
Forecast Forecast

: H Taxes on income, expenditure and capital 1196 127-8 130-2 |
B National insurance and other contributions 267 285 28
| Interest and other receipts 13-3 12-6 123
'}; Accruals adjustment 0-5 0-0 -0-2
: || Towm receipts 160-2 1688 1714 |
| of which :
| North Sea revenues i

i 20.
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1 Economic prospeéts for 1988

&

PSBR forecasts for the current financia

1.571 Table 1.11 shows the old and new forecasts for borrowing. The PSBR
forecast is still subject to a great degree

of uncertainty: the average error on

1 year made in the autumn is 4 per

cent of GDP, or £24 billion. But on the basis of this forecast, the PSBR,
both including and excluding privatisation proceeds, will be lower as a
proportion of money GDP than in any year since 1970-71.

Table 1.11 Public sector borrowing

£ = £ billion
& § 198687 198788
O Budget Latest
Forecast Forecast
General government expenditure 165-1 173-5 l72-%c?
General government receipts 160-2 168-8 171-7 |
General government borrowing requirement 49 47 1-7
Public corporations’ market and overseas borrowing =10 —-0-8 e
"PSBR 34 39 10

PSBR as per cent of GDP 1 1 3
Memorandum item:
PSBR excluding privatisation proceeds 19 89 60
As per cent of GDP 2 2% 1}

-
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FROM: CATHY RYDING
DATE: 29 October 1987

MR P N SEDGWICK cc Sir T Burns

CHAPTER 1 OF THE AUTUMN STATEMENT: ECONOMIC PROSPECTS FOR 1988
The Chancellor was grateful for your minute of 28 October.
2% The Chancellor has made a few additional changes to the text -

which he thinks are essential. A copy of the text with the
Chancellor's comments marked is attached.

K

CATHY RYDING
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4 Economic prospects for 1988

Summary 2%

1.01 GDP is forecast to grow by £ per cent in 1988, following growth of 4
per cent this year, Inflation is expected to remain low and there arc good
prospects for a ega@e_d fall in unemployment.

Assumptions 1.02 The forecast assumes that fiscal and monetary policies are operated
within the framework of the Medium Term Financial Strategy (MTES). It
assumes that sterling remains close to recent levels, and that North Sea oil
prices will average $18 a barrel. The PSBR is expected to be about £1
billion in the current financial year, some /3 billion below the figure set in
the Budget. The forecast assumes a similar PSBR for 1988-89; the actual
PSBR for that ycat will as usual be set in the Budget. Tua v cork “toher accoant
‘\”‘*““"""““‘?*’u”x‘("‘“&gl anm‘t""* A _Juk whu bMW%J%ms
Demand and activity 1.03 The ecoany has been’ growm%ag.t?ong dunng the past year. GDP

growth in 1987 is likely to be about 4 per cent, with manufacturing output

growing by 5 per cent. Domestic demand has continued to grow at much

the same rate as in 1986, but with some change in its composition:

investment growth has been higher and consumers’ expenditure growth

lower than in 1986. Non-oil exports have increased strongly. In 1988 GDP 1s

forecast to grow by & eer cent.

Labour market 1.04 Employment has also risen strongly over the past year, with
unemployment falling by 400,000; the largest annual decline since the war.

There are good prospects for a sw fall.

Inflation 1.05 Inflation is expected to remain low. The annual increase in the retail
prices index (RPI) is forecast at 4 per cent in the fourth quarter of 1987, as
env1saged at the time of the Budget, and is expected to rise temporarily to
4} per cent in the fourth quarter of 1988. Unit labour costs have increased
very slowly over the past year, thanks to rapid productivity growth, and this
pattern is expected to contmue in 1988

World economy 1.06 GNP in the main indus, al countrles is forecast to grow by around
24 per cent in beth 1987 an 88 World tragde in manufactures has picked
Cup this yeag and should grow at j %er cent in 1988, Jreflecting Taster )
Mal production in the industrial countries.fInflation is
expected to remain low, although there has mcwtably been some rebound
from the very low figures produced by last year’s drop in the oil price.

UK trade and current 1.07 The UK current account is now estimated to have been in deficit by
account /1 billion in 1986 following the fall in the oil price. So far in 1987 it has
been particularly erratic. A current account deficit of £2% billion is expected
this year (about 4 per cent of GDP), in line with the forecast made at Budgct
time. With the UK expected to continue growing faster than other main
industrial countries for a little while, a current account deficit of £3% billion
(about # per cent of GDP) is forecast for 1988.




Recent developments

- 1 Economic 8ospects for 1988

World economy

1.08 The major seven OECD economies are now in their fifth year of
expansion. There was some weakening in the second‘llaﬁ 1986 from
aqgr}_d 3 per cent a year to just below 24 per cent, bu%gro h new appears
to e strengthensng a little.

1.09 The weakness in world growth was largely due to the difficulties of
adjusting both to the collapse in oil prices in early 1986 and to large changes
in exchange rates. Lower oil prices led oil exporters to cut back their imports
sharply. Moreover, with many non—oil commodity prices falling to their
lowest post-war levels in real terms, other primary producers also had to
restrain their imports severely. As a result, exports from the main industrial
countries were depressed, and industrial production rose by only 1 per cent
in 1986.

1.10 Domestic demand in the seven major countries grew strongly in 1986,
encouraged by substantial terms o\{“t‘_g}l‘de ins and lower interest rates,
though it t=s slowe y. T'He slowdown was most marked in the
US, reflecting the effects of the dollar’s depreciation and some tightening of
policy. In Japan and Germany exports have weakened following the
appreciation of their currencies and this also produced some weakness in
business investment.

1.11 Activity in the seven major countries appears to have picked up
recently, helped by the greater exchange rate stability achieved by the
Louvre Accord and by some strengthening in the demand of developing
countries for their exports. Aggregate industrial production 1s now growing
by more than 3 per cent a year.

1.12 Consumer price inflation has increased to just over 3 per cent as a result
of some recovery in oil and commodity prices from the very low levels
reached in 1986. There has been no pick up in the growth rate of earnings
and domestic costs.

Real commodity prices

Chart 1.1
UN Index 1980 =100
140 —
130 -
120 -

In relation to major seven GNP deflator
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1.13 The current account surpluses of Japan and, to a lesser extent, Germany
have now started to decline. In the United States, trade volumes are
responding to the decline in the dollar, but the current account is taking
longer to turn round.

1.14 Oil prices rose to over $20 per barrel for a short time in the summer
before falling back a little to between $18719 per barrel as OPEC production
cxpanded. Real non-oil commodity prices have recovered somewhat from
the extremely low levels reached in the second half of 1986, but they remain
well below their historical average. Food prices are particularly weak.

Chart1.2 Real oil prices
1980 = 100 In relation to major seven GNP deflator
120 - - 120
100 - - 100
Oil price
80— - 80
60— - 60
1\«1 0 - - 40
2~ -20
0-— -0
119701 119721 11974 | 11976 | 119781 11980 | 11982 | 11984 | 11986 11987 |
Prospects 1.15 Table 1.1 shows the forecast for activity and inflation in the major seven

} n'w.s e“e. 4 oS
\ wsrral dzwomd awd Table 1.1

industrialised countries, and for world trade. The recent sharp falls in securities
ave contributed to the uncertainties attaching to the forecast.

World economy

Per cent changes on a year earlier

Forecasts
1986 1987 1988

Major seven countries':

Real GNP 23 23 x2

Real domestic demand 33 23 22,

Industrial production 1 3 3y

Consumer prices 2 23 2 23y
World trade, at constant prices ;

Total imports 43 34 KN 34

Total trade in manufactures® 2 33 Ay

L US, Japan, Germany, France, UK, Italy and Canada.
2 Excluding trade of centrally planned economies.

1.16 The forecast assumes that North Sea oil prices average around $18 per

barrel until the end of 1988, K%al non-food commodity prices may-consinue
nf\%a;:w 7
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recent fiscal package in Japan and the tax cuts planned in Germany should
help sustain the growth of their dpn‘gcstic demand.

. : w I
118 Indisl producgion gronhin the sevn

m countries should

B weanta Q‘T‘”tﬁ §°” 9"*11.19 World import volumes are likely to rise by about 3} per cent in 1987.
g <loadoves va VS d,owv‘hc_ This is somewhat slower than in 1986 when oil trade was very buoyant
G P e/ following the fall in price. Total world trade in manufactures, on the other
- dowwand 7 g P
i E s Y hand, has strengthened and may grow by just under iger cent w987
ak armund

H2 Sama =

1.20 Growth in world trade should be Wm 1988. Imports into
non-oil developing countries are expected to/geow—nore-strongly, despite

é the debt problems facing some of these countries, since the export earnings
of primary producers willbejincreased by higher commodity prlccsFG’I-’EC
countries may cease cutting back their imports.

| &

Chart 1.3 Exchange rates
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Trade and the balance of payments b'moltg
Exchange rates| 1.21 Exchange rates between major currencies have mm%-l-y stable

the Louvre meeting of Finance Ministers of the leading industrial
countries in February. Sterling has reflected this general stability, particularly
X ' against the’deutschemark, moving within a narrow range for several
months. The forecast assumes that sterling remains close to recent levels.

Relative costs and prices 1.22 UK unit labour costs in the manufacturing sector have probably been
rising more slowly than those of other major industrial countries over the
past year. This has meant that the large gain in competitiveness in 1986 has
been sustained.

Trade volumes (goods 1.23 The volume of UK manufactured exports, which remained flat in the
other than oil) first half of 1987, has been rising again in recent months and this should
continue in 1988 as markets for UK exportyexpand. Total non-oil exports
are likely to increase by about # per cent in 1988 compared with a projected
7 per cent rise in 1987.

Chart 1.4 Export volumes (goods less oil)
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1.24 Chart 1.5 shows how the UK’s share of the volume of total world
£, trade in manufactures, which declined during the 1960s and 1970s, has been
’ broadly steady since 1981.

1.25 Non-oil imports, which fell sharply in the early part of this year, have

since risen again rapidly. The outturn for the year as a whole, however,

seems likely to be close to the Budget forecast in spite of the stronger than

expected growth of domestic activity. Non-oil imports are forecast to rise
¥ by 5§ per cent next year compared to 8 per cent in 1987.
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Chart 1.5 UK shares of total world trade in manufactures
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Qil trade

Trade prices and the
terms of trade

1.26 Net oil trade is likely to show a surplus of £4 billion in 1987—similar
to 1986. Lower North Sea/output has been offset by higher oil prices and a
fall in domesric demand for oil. In 1988 Nenh-éeq}ﬁroduction 1s likely to
decline again and be close to the centre of the range published in the
Department of Energy’s 1987 Brown Book. At the same time, domestic oil
demand is likely to rise somewhat in response to rising activity. The oil trade
surplus may decline by about (1 billion in 1988.

1.27 The terms of trade, which fell sharply during 1986 as a result of the fall

in oil prices and sterling’s depreciation, have recovered somewhat during

1987 as a result of higher oil prices, lower food prices and the rise in the
exchange rate in the immediate aftermath of the Louvre Accord. ittt S

Wew«* change-in the terms of trade frem-the-presentlevel is forecast for 1988.

Table 1.2 Visible trade

Per cent changes on previous year

All goods Goods less oil

Export Import Terms Export Import Terms

volume volume of trade* volume volume of trade*
1986 33 64 - 4 54 =3
£77 Partly forecast 54 7 1 7 8 1
1988 Forecast A HSh 1 A4 3N S 4 1

* The ratio of UK export average values to import average values.

Invisibles and overseas
assets

Current account
Table 1.3

1.28 The substantial surplus on invisibles seems likely to be about the same
in 1987 as in 1986. The surplus on services should recover from last year’s fall
which was attributable partly to a decline in the number of tourists visiting
the UK. Net earnings from interest, profits and dividends are expected to be
higher despite some apparent narrowing of margins on banking business.
These improvements should broadly offset an increase in the deficit on
transfers, largely reflecting increased government contributions to the
European Community. The invisibles surplus should increase again in 1988
as a result of a higher net surpal;:s from interest, pg)its and dividends, WLJ\AOA
¢ mud naA

L ?o.:;’: Lovres ?o.a,w.u..ks by Nl N S

{n V936
1.29/&he vagge of the stock of UK net overseas assets, whieh rose by £37

billion, te; Z:114 Billion by the end of 19862

Current account

£ billion

Non oil goods Oil Invis- Current

Manufactures Other ibles bakance
1986 -54 =i 4 73 —%
1987 Partly forecast e -6} 4 73 -2
1988 Forecast =0 -6 3 84 =35
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Chart 1.7

1.30 The current account was in deficit by £1} billion in the third quarter
of this year after a surplus of £} billion in the first half of the year. The
forecast for the year as a whole is for a deficit of £24 billion, in line with the
projection made at the time of the Budget. This is equivalent to about } per
cent of GDP. The forecast for 1988 is for a slightly higher deficit of £34
billion, reflecting the fall in the oil surplus.

The current account of the balance of payments
(surpluses and deficits as a per cent of GDP)

! Goods (other than oil)

Qil trade Invisibles Current account

12

Personal sector
expenditure

Demand and activity

1.31 The UK economy has been growing steadily at around 3 per cent a
year on average since early 1981, with only minor fluctuations. Over the
year to the first half of 1987 growth has been above this average rate, at close
to 4 per cent.

1.32 Opver that period output growth has been strong in all sectors of the
economy other than the North Sea where production has fallen. Output of
the service industries rose by 5 per cent between the first halves of 1986 and
1987, manufacturing output by over 44 per cent and construction output by
74 per cent. The recent rise in construction output has reflected not only
growing private sector housebuilding, but also higher commercial building
activity. Results of the latest DTI investment intentions survey and the CBI
quarterly industrial trends enquiry, together with recent figures for
construction orders, suggest that commercial and industrial building is likely
to be an important source of further growth in construction output over the
next year or so.

1.33 Consumers’ expenditure is now estimated to have increased by 54 per
cent in 1986, substantially more than growth in real personal disposable
income. The personal savings ratio fell by about 14 percentage points
between 1985 and 1986, bringing it back to around the average level of the
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late 1960s and early 1970s. There are at least two major reasons why the
savings ratio has fallen in recent years. First, the decline in inflation has
reduced the extent to which households need to save simply to make good
the erosion of past savings. Secondly, employers’ contributions to pension
funds have been falling relative to personal disposable income in recent years
as companies have reacted to the surpluses that many funds have been
showing: these contributions are treated in the national accounts as part of
personal income and saving. This fall is unlikely to have had a large effect on
consumers’ expenditure and hence will have shown up asa fall in the
recorded personal savings ratio. Chart 1.8 shows the savings ratio and the
share of employers’ contributions to pension funds in personal disposable
income.

Personal saving

Chart 1.8
Per cent
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1.34 For 1987 as a whole consumer spending may rise by about 5 per cent,
similar to the rise in real personal disposable income. In 1988 consumer

spending may grow by about 4—1 per cent, withlisi&?;:ka;ge in the savings
rati@&* & S S R i i T e -

1.35 The housing market remains very buoyant. Although private housing
starts have fallen back from their high first quarter levels, for the first eight
months of 1987 as a whole they were 7 per cent higher than the year before,
while private completions were 8} per cent higher. With investment in
improvements rising fast, private housing investment in 1987 as a whole
may record an increase only a little below the 12 per cent rise seen in 1986.
Housing investment is expected to rise further in 1988.

1.36 The rate of return on non-North Sea industrial and commercial
companies (ICCs) rose sharply again last year, and was back almost to the
level recorded in 1973; while the rate of return of manufacturing companies

2 i 3
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was more than 3} times th ¢] recorded in 1981. The sharp fall in North
Sea companies’ profits brou ¢ net real rate of return earned by all ICCs

in 1986 to some 10 per ccnt,-beka-w—net—-eanM But North Sea

profitability appears to have improved this year as a result of the partial
recovery in the oil price while the rate of return of non-North Sea
companies has continued to rise, helped by strong growth in productivity.

Chart 1.9 Companies’ rate of return
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1.37 Non-North Sea business investment has recovered strongly in the first
half of 1987. This follows a period of weakness in 1986, caused by bringing
forward of capital spending into 1985 ahead of the final stage of the changes
in capital allowances announced in the 1984 Budget. Manufacturing
nvestment, including assets leased from finance lessors, rose some 7 per cent
between the second half of 1986 and the first half of 1987. The projections of
the DTT’s June investment intentions urve? (4 per cent growth in
manufacturing investment #1987 and 8 per cent growth in investment on
average in all industries covered) now seem likely to be excec ed. The recent
performance of output and profitability suggest andfacturin
investment seuld-well-accelerate next year. North Sea investment seems
likely to fall again this year, to less than two thirds of the 1984 level, but
may change little further next year.

1.38 Stocks fell in the first half of 1987. Given the sharp rise in sales, there
may have been some involuntary element in the fall in manufacturing
stocks. The full effect of the abolition of stock rchcf in the 1984 Budget may
now havc largely fed through,
. Thus while stock output ratios are expected to fall
further over the second half of 1987 and in 1988, the absolute level of stocks

could rise. Stockbuilding is forecast:o—make-a-smaﬂ-pomeemﬂbam

growth next-year-but to remain on a modest scale compared with many
years in the 1960s and 1970s (see Chart 1.10).
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Chart 1.10 Stockbuilding
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Table 1.4

1.39 Growth in 1987 is expected to be around 4 per cent, but in 1988 to fall

back closer-to the average rate recorded since 1981. (See Table 1.4.) The RN
slower growth reflects a fall in North Sea oil production and therefore net [aud soas
oil exports, and-also a smaller contribution from non-oil exports next year reslee
Growth in 1987 and-1988 cannot yet, however, be fully explained in terms s ek

A

of expenditure because of the large discrepancy between the expenditure 3N’t\°|
estimate of GDP and the average estimate in the first half of 1987. 3:" “’m’ ;

1.40 North Sea output fell by some 2 per cent between the first halves of
1986 and 1987 and is expected to decline further in 1988. In 1988 declining
output in the North Sea may reduce GDP growth by a little over } pex
rather more than in 1987. Manufacturing output is forecast to rise faster than
total non-North Sea GDP in both 1987 and 1988.

S

Domestic demand and GDP

Per cent changes on a year earlier

Forecasts
1986 1987 1988

Domestic demand 4 4 A 3V
Exports of goods and services! 33 54 (63) 23 3h
Imports of goods and services' 6(5%) 61 (7) 5E@e'L
Domestic production: GDP!2 3(3) 4 4 242 3P
Manufacturing production 1 5 £ 34
! Non-oil shown in brackets. 2 Average measure.

419



.1 Economic prospects for 1988

( ]

Inflation

1.41 As forecast at the time of the Budget, the annual rate of inflation as
measured by the RPI rose slightly during the summer, reflecting the profile
of mortgage rates and petrol prices in 1986. (The national accounts measure
of consumer prices has been showing a markedly lower rate of inflation than
the RPI: it rose by under 24 per cent over the year to the second quarter of
1987.) It is likely to average 4 per cent in the fourth quarter of 1987, in line
with the Budget forecast. Producer output price inflation has been a little
higher this year than forecast at Budget time, and the rate of increase of costs
of materials and fuel has been rather faster than expected.

1.42 The underlying annual rate of increase in average earnings has risen
slightly from 74 per cent at the start of the year to 7% per cent in recent
months. This rise is more than accounted for by increased overtime
payments. Adjusted for changes in overtime hours the underlying growth in
average earnings has actually fallen over the last year, reflecting lower pay
settlements since the second half of 1986. However, there are signs that this
downward trend in pay settlements has to some extent been reversed over
recent months.

1.43 Growth in unit labour costs has been kept down by the rapid growth
of productivity and by relatively slow growth in non—wage labour costs.
Indeed, unit labour costs in manufacturing may have hardly risen at all
between 1986 and 1987. For the first time since 1983, unit labour costs in

manufacturing in the other major industrial countries have on average risen
faster than in the UK.

Chart 1.11 Unit labour costs in manufacturing
Per cent change on year carlier
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Prospects

1.44 The very low growth in costs over the last two years has not been fully
reflected in producer output prices. With the benefit of substantial gains in
competitiveness relative to producers overseas and fast growth in demand,
UK manufacturing industry has experienced large increases in profit
margins. Profit margins may continue to rise, if a little more slowly than in
recent years. Thus in spite of slightly faster growth in total unit costs,
producer output prices are forecast to rise next year by about the same
amount as this year and last. (See Table 1.5.)

Table 1.5 Costs in manufacturing

Per cent changes on a year earlier

Unit labour Cost of materials Estimated total Output

costs and fuel' unit costs’ prices!
1985 33 4 g 64
1986 4 -11 -3 44
1987 Partly forecast 4 5% 13 44
1988 Forecast 14 Z2'h 2 44
! Producerprices excluding food, drink and tobacco Aun AsineizA . % Including costs of bought in services.

M \’ 1.45 Retail price inflation is cxpected to fall below 4 per cent by the end of
the tourth quarter of 1987, but given the conventional assumption of a full
revalorisation of specific duties in the 1988 Budget, compared with the
standstill in the 1987 Budget, and the need for higher electricity prices to
finance the industry’s investment programme there is likely to be a
temporary rise in the annual rate of increase in the RPI after the first quarter
of 1988. In the light of this, the forecast is for the RPI to increase by 4* 6

~cent over the year to the fourth quarter of 1988.

Table 1.6 Retail prices index

Per cent changes on a year earlier -

Weight in Forecasts

1987 1986 Q4 1987 Q4 1988 Q4
Food 164 31 33 3
Nationalised industries 6 33 21 63
Housing 15 7 7% A7
Other 624 23 34 41
Total 100 3} 4 L

1.46 The GDP deflator measures the price of domestic value added—
principally unit labour costs and profits per unit of output—and excludes
import prices. The GDP deflator at market prices is forecast to rise by 4} per
cent in the current financial year, just below the Budget forecast, following
an increase of 3 per cent last year. The higher rate of increase this year is
more than accounted for by a recovery in North Sea profits following their
fall of over 50 per cent in 1986-87. The GDP deflator is now forecast to rise
by 44 per cent in 1988-89.




E

A Econg" prospects for 1988

Productivity and the labour market

1.47 The growth in the employed labour force in Great Britain has been
gathering pace over the last year: in the twelve months to June 1987 it is
estimated to have risen by 372,000. Since 1983, there has been an increase of
over 1,350,000 in the number of jobs. The strong growth in manufacturing
and construction output this year has been reflected in particular in a rise in
male employees: the 86,000 rise in the six months to June was the largest half
yearly rise since the first half of 1973.

Table 1.7 Employment
Thousands, change in GB seasonally adjusted
Employees in Self- HM Employed
employment employed Forces labour force
Male Female
5 June 1984 to
June 1985 +82 + 191 + 115 0 +387
June 1985 to
! ~June 1986 ~56 +151 +17 —4 +108
{ (- une1986to
1 " June 1987 +72 +200 +102% -3 +372

* Figures for self-employment over the last year are a projection based on self-employment growth over the previous five years.

18

Table 1.8

1.48 Productivity has been growing strongly, with manufacturing
productivity now estimated to have risen by 4 per cent a year on average
since 1979. Underlying growth in labour productivity in manufacturing
industry now appears to be if anything higher than the rate experienced in
the 1960s. This has been accompanied recently by a substantiamprovemem
in capital producg_vity. Non-manufacturing output per i

has risen by about }£ per cent a year since 1979, and by about 2per cent a
year since 1983. Output per head has grown less than this as a result of the
large rise in part-time employment.

Output per head of the employed labour force

Annual averages, per cent change

1964-73 1973-79 1979-87
Manufacturing 33 3 4
Non-manufacturing!-? 3 3 M 14
Whole economy? 23 104 2 (4
Non-North Sea 23 i@ 13
economy?

! Excludes public services and North Sea oil and gas extraction.
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Unemployment 1.49 Since June 1986 seasonally adjusted adult unemployment in the UK has
fallen for fifteen months in succession, by some 437,000 in total; the number
of unemployed school leavers has also fallen, by some 48,000 over the last
year. The greater part of the improved trend in unemployment this year is
attributable to the strong growth of output and employment. The
remainder is due to various government measures to provide training or
work experience for the unemployed, or to help them to find jobs. The
sncousraging prospects for the UK economy over the next year mean that a

f\.ﬂLJ centinued fall in unemployment is likely. The main danger to the chances of

further progress in reducing unemployment is of pay settlements being too
high.

Financial developments 1.50 The sterling exchange rate, as already noted, has been broadly stable
/,; W "y over the past eight months, following the conclusion of the Louvre
s vy e [/‘;ﬂ A < agreement. During that time there has been a substantial inflow into the
sl b :’f _W s = reserves amountmg to some /9 billion. Short-term-interest rates-remain

153 1,.. shoep
| pows wlh
| conduhawr SMM of
\ tn{{&\vA FU}’QA . ;
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| 1.51 The year-on-year growth of MO has been somewhat above the

G > | midpoint of its 2-6 per cent target range in recent months, in part reflecting
Canhen Wowe alAo Zaned. Or\ . earlier falls in interest rates. MO is expected to continue to grow quite briskly
N iDQQgM « é\gﬁgm&m@ in the immediate future before slowing down again.

=
/

t et g " 1.52 Broad money has continued to rise rapidly. This has reflected at least in
el A TR SR part increased deposits by companies and financial institutions. The strong
\ growth of broad money, which has been evident in recent years, is to a
\ considerable extent the conscqucnce of ﬁnancxal mnov:mon and

"\whberahsauon Ox

Fiscal developments I.qu'l' ables 1.9 to 1.11 show both the Budget projections and latest forecasts
for general government expenditure and receipts and public sector
borrowing in 1987-88. They show also the 1986-87 outturn. The PSBR in
198687 was £ 3} billion, nearly £3 billion lower than estimated in the 1987
FSBR. Lower central government borrowing, more than accounted for by
higher than cxpected tax revenues, was respon51ble for about two-thirds of
this downward revision, with the remaining one-third due to lower than
expected local authority borrowing.

1 5§ In the first six months of 1987-88 the PSBR was (14 billion.
Excluding privatisation proceeds, borrowing was about £ l{lﬂlgllhon lower
than in the first half of 1986-87. The revised forecast for 1987-88 as a whole
is a PSBR of £1 billion, about £3 billion lower than forecast in the FSBR.
This is mainly due to higher than expected tax revenues but there is also
likely to be a shortfall on the expenditure side.

1. 5,1 Table 1.9 shows the relationship between the public expenditure
planning total and general government expenditure. The outturn for the
public expenditure planning total is expected to be £1 billion lower than

19
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was forecast in the FSBR.. This is largely accf\
X

receipts of local authorities and New Towns
proceeds, general government cxpenditurc is now projected to increase by 5
per cent in 1987-88, a little less than the increase in 1986-87.

Table 1.9 General government expenditure

ted for by higher capital
cluding privatisation

£ billion
1986-87 1987-88
o Budget Latest
Forecast Forecast

Public expenditure planning total 1394 1486 147-6
Interest payments 17-4 17-9 17-8
Less public corporations’ market and overseas borrowing =35 -08 —i0:7
Other adjustments 69 6-2 6-8
General government expenditure 165-1 173-5 1729
of which
Privatisation proceeds —4-4 —5-0 =20

-
1.5‘ Tablec 1.10 shows the forecast for general govermmuent receipts. The

forecast of tax and national insurance revenues has been increased by just
over /2% billion since the Budget. The forecast of on-shore corporation tax,
including ACT, is about £3 billion higher, mainly reflecting upward
revisions, since the FSBR, to profits estimates for 1986 and, in the case of
ACT, a higher level of dividend payments so far in 1987. The upward
revision of £} billion to North Sea revenues is more than accounted for by
the higher dollar oil price than was assumed at Budget time. The forecasts of
personal income tax, VAT and national insurance contributions are also each
about £ billion higher than in the FSBR. General government receipts in
total are now forecast to rise by nearly 7 per cent in 1987-88, following an
increase of 54 per cent in 1986-87 (when North Sea revenues more than

halved).

Table 1.10 General government receipts

£ billion
198687 198788
Sl Budget Latest
Forecast Forecast
. Taxes on income, expenditure and capital 1196 127-8 130-2
_*National insurance and other contributions 26:7 28:5 289
Interest and other receipts 13-3 126 12-3
Accruals adjustment 0-5 0-0 =02
Total receipts 160-2 1688 1712

of which
North Sea revenues

@LE
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1.5’ Table 1.11 shows the old and new forecasts for borrowing. The PSBR
forecast is still subject to a great degree of uncertainty: the average error on
PSBR forecasts for the current financial year made in the autumn is 4 per
cent of GDP, or £24 billion. But on the basis of this forecast, the PSBR,
both including and excluding privatisation proceeds, will be lower as a
proportion of money GDP than in any year since 1970-71.

Table 1.11 Public sector borrowing

£ billion
1986-87 1987-88
Catrurg Budget Latest
Forecast Forecast
General government expenditure 165-1 ¥18:5 1729
General government receipts 160-2 168-8 171-2
General government borrowing requirement 49 4-7 12
Public corporations’ market and overseas borrowing =15 —0-8 =07
PSBR 34 39 1-0
PSBR as per cent of GDP 1 1 +
’“ﬂ* Memorandum item:

PSBR excluding privatisation proceeds = 89 6-0
As per cent of GDP 2 2Y 14

g
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Table 1.12 Economic prospects: summary

i Forecast Average errors
. from past
| 1986 to 1987 1987 to 1988 forecasts'
t
i : pc;ccmagc
| per cent changes points
Output and expenditure at :
| constant 1980 prices
DfothjSt}i,C demand 4 b7 3l/2_ 1
| of which: '
| Consumers’ expenditure 5 ){ =+ 11
General government consumption 3 K V2 1
Fixed investment 53 44 2%
Change in stockbuilding (as per cent of
i level of GDP) 0 X O ¥
Exports of goods and services 5% ) 2 2}
( Imports of goods and services 63 s 23
Gross domestic product: total 4 - -5 e
{ manufacturing 5 i 2%
i Inflation
| Reetail prices index per cent changes
| 76 Q4 10 1987 Q4 4 }
- 1,67 Q4101988 Q4 A wly 2
Deflator for GDP at market prices per cent changes on a year earlier
 Financial year 1987-88 43 1
' Financial year 1988-89 44 2
!
~ Money GDP at market prices £ billion?
Financial year 1987-88 g 49T 1
Financial year 198889 4u #ZOHT V14 14
Balance of payments on current account
1987 -25 1}
1988 . | 3
! The errors relate to the average differences (on either side of the central June 1981). The calculations of average errors are based on forecasts
figure) between forecast and outturn; the errors given for constant price made between 1975 and 1985.
output and expenditure are relevant to the forecast for next calendar or 2 Per cent change on previous financial year in brackets; average error
financial year. The method of calculating these errors has been explained in shown relates to the forecast of the percentage change.

earlier publications and Government forecasts (see Economic Progress Report

F
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Table 1.13 Constant price forecasts of expenditure, imports and gross domestic product

£ billion at 1980 prices, seasonally adjusted

Exports Less Less Gross
General Total of goods Total Imports of Adjustment Plus domestic
Consumers’ government fixed and Change final goods and o factor Statistical 4 productat GDP index
expenditure  consumption investment services  instocks expenditure scrvices cost adjustment  factor cost  1980=100
1982 138-4 49-6 39:5 631 ~10 2897 59-2 30-6 0-G 2008 100-5
1983 144-0 506 416 64:4 07 301-2 62-7 e 0-5 207-4 1039
1984 1471 510 45-0 689 0-3 3122 68-8 32:8 2 2127 1065
1985 152:5 09 46-4 72:8 06 3233 70-7 339 1-7 2204 110-4
1986 161-3 51-4 46'5 751 07 335:0 751 354 2:7 2271 113-8
1987 169-Y0 51:6 490 79-2 032 e 800 371 43 2364 Z 11843
1988 1766 O LY 512 k2208 120  36MO.6 847 8p4 45 4Wp2.L 4224121 .5
1986 HI 796 %7 . By, %6 08 Iea 359 174 08 1127 129
H2 81:6 25:7 237 385 0-3 169-8 39:2 180 1:9 114-5 114-7
1987 H1 830 256 239 1390 L0 171-3 383 183 22 11697 11741
H2 867 | 262259 251 401 0f4 11T a7 188 22 194 1945
1988 H1 8763 2062259 253 402\ 043 18040179.0 417 191 22 1243 204 2431206
H2 sIgl 262259 259 40408 0f4  1sBmY @24 1943 272 1222 1244
Per cent changes
1985 to 1986 6 1 } 3 = 34 6 4} o= 3 3
1986 to 1987 5 i 54 5} — 4] 6% 44 — 4 4
1987 o 1988 4f 0 g o et 34 sf f3% - F2Y2  $2V2
A

4 The average measure of gross domesu{—lhe preferred measure of
growth in economic activity—grew by some 33 per cent between the
first halves of 1986 and 1987. The output-based measure, the most
reliable indicator of short period GDP movements, similarly suggests

growth of around 4 per cent. Timing and other measurement
difficulties in the national accounts make it difficult to relate

directly the three measures of SDP; it seems agpropriate to discount
the lower growth rate currently shown by GDF(E).
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AUTUMN STATEMENT BRIEFING: AWKWARD ISSUES

We realise that, with other preoccupations, you will be unable to look at much of the

Autumn Statewent briefing, if any, and certainly not before the weekend.

2 With Mr Hudson's help, we have therefore tried to identify in the attached note some

of the most awkward issues in the macro-economic area, together with a proposed line to

take, where one has been devised.

3. If you have time to glance through this by tomorrow evening, it would be most helpful

to us to have your reaction. We plan to submit the key briefs for your weekend box.

oM
MISS M O'MARA
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Forecast

-

(i) Impact of stock market fall: Forecast takes account of recent sharp falls in share

es throughout world but uncertainty about their effects means even greater margin of

error than usual. 59 o,
Mo, poosded v :
This follows Chapter 1.02 as currently drafted. K nA M‘W"" £ /"‘W )
] Wr AL K e wv,//

(i) Collapse in share prices worldwide means world recession. ~/Fundamentals remain

encouraging - low inflation, little sign of capacity constraints, current account imbalances
being reduced. Unclear at this stage whether fall in share prices will be sustained and how
it will affect other financial markets. | Major countries will work together to achieve

—

financial stability and to avoid recessioﬁ

(iii) Co-ordinated world fiscal expansion/monetary relaxation needed. Lesson of 1929 is

that must avoid undue tightening of monetary policy - Fed has responded accordingly but
Germans reluctant to ease their policies. Co-ordinated fiscal expansmn mapproprlate.

DA O ‘/} The, /4 é Sore ,,Q{s\ff f”,;”-» Zy ] ’)9/
(iv)] Effect of stock market fall on mong‘{y conditions: Sharp fall in share prices will

tighten monetary conditions somewhat. (//{ut short term interest rates@ave fallen)*and long

term rates also eased. On balance of evidence, monetary conditions remain firm.
This follows the current draft of Chapter 1.53.

(v) What does exchange rate assumption imply for future of Louvre Accord? Forecast

assumes sterling remains close to recent levels, consxstent w1th Louvr cord
W,Jz M«/f’ ﬂ(/é j £

W reALn (7 /\e,.{/\ .

(vi) Louvre Accord breaking down: No.‘ésiscal policy changes have been in right direction. i,

Surplus countries (Japan and Germany) taking action to strengthen domestic demand. US tof:fcé
[N
cut its budget deficit by more than $23 billion provided for under revised Gramm-Rudman. ;,///,

Closer co-operation needed on monetary policy. { 7> /
517»7\-‘57«1’1,?/@

(vii) Current account deficit no longer temporary. Deficit reflects faster growth of UK

economy relative to other major economies. No reason to suppose deficit will not decline as
growth rates converge. Forecast deficit in 1988 smaller than deficit in 1987H2 at annual

rate.

We have plenty of other material on the deficit as a proportion of GDP and international

comparisons.




: Fiscal policy : _ %

' Government deliberately published pessimistic forecast of 1987-88 PSBR/tax revenues

at Budget time. No. Budget forecast reflected central welkzsfd onomxc prospects as
seen then. In event,/economy been performing better fthan expected, tax revenues higher,

( b — {and expenditure lowerz But have always stressed margins of error on PSBR forecasts

(estimated on past experience at - 2 £24 billion for current forecast for 1987-88).

y/:u(bp s 5

(ii) Forecast of 1987-88 tax revenues over-cautious? Of course, outturn may be higher

than forecast but could be lower too. Considerable uncertainties remain, particularly about
“mainstream corporation tax - where, as usual, very few receipts received during first half of

—_—

financial year.

(iii) Higher VAT/taxes on expenditure indicative of consumer boom? No. VAT/taxes on

expenditure rising no faster than tax revenues in total. Overall picture one of balanced

economic growth.

: We have figures to support claim of balance elsewhere in the brief.

| * L M,J/& wmef%:w S

(iv) Buoyant revenue indicates massive fiscal adjustments in prospect., Wait for Budget.

A
Government committed to reducing tax burden but only when prudent to do so.
P—— 23

(v} Forecast implies PSBR for 1988-89 will be lower than MTFS path

= No forccast made for PSBR in 1988-89. Will be set at Budget time in
accordance with 1988 MTFS.

= But assumption always required@r PSBR/GDP raﬂ to construct Industry Act

forecast for following year.

= Convention that use lower of MTFS path or forecast outturn for current year. In
past, MTFS figure was lower. In 1987, current year forecast lower for first time,

Pl so assumption is for same PSBR in 1988-89 as in 1987-88.

Sl sk Ho La,gj £ [/é/v& -
b W\ s, at LWJ b So b asrmd T 5HR

s s e a1

ORI,
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(vi) Higher revenues would permitﬂher expenditure growth

Continued restramt in public spending vital element of Government'sieconomic
‘ Crategy SuA e »

Falling ratio of GGE to GDP essential to enable low level of borrowing to be
combined with reduction in tax burden, so improving motivation and efficiency

and creating more job opportunities. - -

- Only for first time in 1987-88 is ratio excluding privatisation proceeds planned

= to fall below that in 1978-79, so scope for further reduction.

Are you happy for us to flag up the point in the last indent, provided it is used defensively?

(vi)) Money GDP growth and PSBR forecasts imply change to MTFS and fiscal stance

MTFS updated at Budget time, not in Autumn Statement.

= MTFS designed to bring inflation down further over period of years. Always

allowed for short term ﬂuctuatlonsEhat matters is medlum term -]

dorned Ly -
= Higher money GDP growth path in 1987-88 and 1988-89 than in MTFS mainly
result of higher than expected real GDP growth in 1987-88 and some temporary

factors leading to slightly higher inflation in 1988-89.
= No change implied in primary MTFS objective of further reducing inflation over
period of years. Fiscal stance over medium term set in accordance with MTFS

and hence reviewed only at Budget time.

(viii) Government abandoned commitment to eventual price stability? Price stability still

remains ultimate objective of MTFS.

We assume we have to say this, if asked. But do you want to soft-pedal at all? More

references simply to "further reducing inflation"?

(ix) Chancellor no longer aiming at PSBR/GDP ratio of 1 per cent? 1 per cent PSBR/GDP

ratio published for future years in 1987 MTFS but always acknowledged may be fluctuations
in short term. MTFS not reviewed in autumn but PSBR path for medium term will be
published in 1988 MTFS as usual and PSBR for 1988-89 will be set in 1988 Budget in light of

prevailing circumstances.

(x) Forecast shows non-oil tax burden rising: Larger rise than earlier forecast is result of

better than expected economic performance - ?}uential buoyant tax revenues.
[N
Government policy remains to reduce tax burden as g%

prudent to do so.
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(xi) PSFD e : s
!shaﬂ, of course, focus on the PSBR, excluding privatisation proceeds but do you have any
objection to us revealing the PSFD (£6.1 billion, 1} per cent of GDP), if asked? It is

probably less sensitive now: indeed, it is expected to be the lowest figure since 1971-72.

Expenditure

(i) How do we present the increase in planning totals? The LTPE Green Paper said "It

would, of course, always be open to the Government to decide, once the virtuous circle of
lower taxes and higher growth had been established to devote some of these resources to
improved public services rather than reduced taxation." Do we want to claim we are now in

the virtuous circle?

(ii) GGE for 4 years from 1986-87 growing at faster annual average rate (1} per cent)
than envisaged in 1987 PEWP (1 per cent).

This raises a similar issue.

One suggested answer is: e

> = Always said that real growth in GDP _c_o’uﬁ_ allow more spending on priority
( programmes. i

> = GGE as percentage of GDP lower than in 1987 PEWP plans,

Do you want to use the first point? In the past, we have talked of room for more spending

on priority programmes within overall constraints. L( bj é [{;/ZL " J (¢ éﬁ
A

(iii) Did Star Chamb )wt; ’ é/rw} iit /’%/ T AP I? /{’ bﬂ'-" é

iii i ar am er;meef. V‘\t{/ E S V,\/w_)l\ 3

T b evet AT L comaere g
{iv)] Principle of cash planning clearly abandoned. ﬁLb AL n ¢ lwuﬂm /‘W

[o’v'cé&émﬁ/k“m? j

= Public expenditure still planned in cash. Survey conducted in cash terms and

- No.

cash plans for first year become cash limits. Procedure still strictly enforced.

= Apart from statutorily-indexed programmes, no Department eatitled ]to increase

in provision because of inflation.
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(‘ Revenue now determining expenditure with a vengence?

(vi) Government cutting benefits to poor to pay for tax cuts for rich

- Nonsense, —

- Spending on social security benefits planned to rise 4 per cent in real terms
between 1986-87 and 1990-91.

= For future level of taxes, wait for Budget. But as general principle, lower taxes

improve incentives and so boost wealth and job creation to benefit of all.

(vii) Set to become first Government for over 30 years to have reduced public spending as

percentage of GDP over time in office.

You were considering whether to reserve this for the Budget Speech. Even if you do not use
it in your Oral Statement, are you content for it to be used in briefing? (In practice, this

means it is bound to appear in a number of Ministerial speeches before the Budget.)

(viii) Problems of BP sale put future of privatisation programme in jeopardy. N 0 (
e

This awaits the announcement!

R s M
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AUTUMN STATEMENT BRIEFING: AWKWARD ISSUES

We realise that, with other preoccupations, you will be unable to look at much of the

Autumn Statement briefing, if any, and certainly not before the weekend.

2. With Mr Hudson's help, we have therefore tried to identify in the attached note some
of the most awkward issues in the macro-economic area, together with a proposed line to

take, where one has been devised.

S8 If you have time to glance through this by tomorrow evening, it would be most helpful

to us to have your reaction. We plan to submit the key briefs for your weekend box.

aMoOM
MISS M O'MARA
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Forecast

(i) Impact of stock market fall: Forecast takes account of recent sharp falls in share

prices throughout world but uncertainty about their effects means even greater margin of

crror th al., m
r than usu _No n W AL i

This follows Chapter 1.02 as currently drafted. L wad )
p Yy = M"ﬂ"’ reviat *
C’\J*'\"' . A\_V W

(ii) Collapse in share prices worldwide means world recession. Fun(cf

encouraging - low inflation, little sign of capacity constraints frent account imbalances SL(D)"""

being reduced. Unclear at this stage whether fall in-share prices will be sustained and how

: © .
it will affect other financial markets. ajor countries will work together to achieve

financial stability and to avoi

x

(iii) Co-ordinated world fiscal expansion/monetary relaxation needed. Lesson of 1929 is /"
\ Lo

that must avoid undue tightening of monetary policy - Fed has responded accordingly)\but |

Germans reluctant to ease their policies. Co-ordinated fiscal expansion inappropriate. \\__/

(iv) Effect of stock market fall on monetary conditions: Sharp fall in share prices will

tighten monetary conditions somewhat. But short term interest rates have fallen and long

term rates also eased. On balance of evidence, monetary conditions remain firm.
This follows the current draft of Chapter 1.53.

(v) What does exchange rate assumption imply for future of Louvre Accord? Forecast

assumes sterling remains close to recent levels, consistent with Louvre Accord.

% Cmm\l thvuhw LM Ve ""\/

(vi) Louvre Accord breaking down: No. ght-dire o P
urplus-countries—(Japan-and-G arry)-ta ingactmn@ngt—hen—mmm US to
R o e
ut its budget deficit by more than $23 biHion-provided for under revise AT ! ~
' % )NUV v,

(vii) Current account deficit no longer temporary. Deficit reflects faster growth of UK

economy relative to other major economies. No reason to suppose deficit will not decline as
growth rates converge. Forecast deficit in 1988 smaller than deficit in 1987H2 at annual

rate.

We have plenty of other material on the deficit as a proportion of GDP and international

comparisons.
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&a_.l’ policy

(i)  Government deliberately published pessimistic forecast of 1987-88 PSBR/tax revenues

at Budget time. No. Budget forecast reflected central view based on economic prospects as

seen then. In event, economy been performing better than expecled, so tax revenues higher
and expenditure lower. But have always stressed margins of error on PSBR forecasts

(estimated on past experience at = £23% billion for current forecast for 1987-88).

(ii) Forecast of 1987-88 tax revenues over-cautious? Of course, outturn may be higher

than forecast but could be lower too. Considerahle uncertainties remain, /particatarty-about
Al /!

D on o wehs tos

(iili) Higher VAT/taxes on expenditure indrircative of consumer boom? No. VAT/taxes on

expenditure rising no faster than tax revenues in total. Overall picture one of balanced

economic growth.

We have figures to support claim of balance elsewhere in the brief.

Mud ecadly b ony, 8P

(iv)] Buoyant revenue indicates massive fiscal adjustments in prospect. ,Walt for Budget.
Government coumitted to reducing tax burden but only when prudent to do so. ,_/'/

(v) Forecast implies PSBR for 1988-89 will be lower than MTFS path ((L e\l!‘”’

= Ne—f-ereeest_.mado—f-er PSBR in 1988-89y /Vfll be set at Budget time in
accordance with 1988 MTFS.

. }.( »"’ :‘\ ‘

= But assumption always required for PSBR/GDP ratio to construct Industry Act

forecast for following year.

Somsivl (avebin 5 c3ma >

past, MTFS figure was lower. In 1987, current year forecast lower for first time,

so assumption is for same PSBR in 1988-89 as in 1987-88.

i Lo

e ’? ’\/{{"'
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8 Higher revenues would permit higher expenditure growth

= Continued restraint in public spending vital element of Government's economic

strategy.

= Falling ratio of GGE to GDP essential to enable low level of borrowing to be
combined with reduction in Lax burden, so improving motivation and efficiency
and creating more job opportunities.

sV
= i i i i tio exclnding privatisati rocceds m&
M “HWC 8 RV ERR R Procecds
to fall below that in 1978-79 ﬁlrther reductionso o o,

\A/ﬁﬂ Are you happy for us to flag up the point in the last indent, provided it is used defensively?

(vii) Money GDP growth and PSBR forecasts imply change to MTFS and fiscal stance

= MTFS updated at Budget time, not in Autumn Statement.

= MTFS designed to bring inflation down further over period of years. Always

allowed for short term fluctuations - what matters is medium term trend.

= Higher money GDP growth path in 1987-88 and 1988-89 than in MTFS mainly
result of higher than expected real GDP growth in 1987-88 and same temporary
factors leading to slightly higher inflation in 1988-89.

= No change implied in primary MTFS objective of further reducing inflation over
period of years. Fiscal stance over medium term set in accordance with MTFS

and hence reviewed only at Budget time.

(viii) Government abandoned commitment to eventual price stability? Price stability still

remains ultimate objective of MTFS.

We assume we have to say this, if asked. But do you want to soft-pedal at all? More

references simply to "further reducing inflation"? o g G/t hann
G 2 Wt o n wiflohe T &

- . - ~ L f 3 3
{Y\ILN@ a vea Ao W@y Le Ne ewan of v reas
v - 2

! !l'.,,‘\ 'fp(jv‘av-—‘\ 4 LV) g5

(ix) " Chancellor no longer aiming at PSBR/GDP rati6 of 1 per cent? 1 per cent PSBR/GDP

ratio published for future years in 1987 MTFS but always acknowledged may be fluctuations
in short term. MTFS not reviewed in autumn but PSBR path for medium term will be

published in 1988 MTFS as usual and PSBR for 1988-89 will be set in 1988 Budget in light of

" prevailing circumstances.

(x) Forecast shows non-oil tax burden rising: Larger rise than earlier forecast is result of

better than expected economic performance - and consequential buoyant tax revenues.

Government policy remains tn reduce tax burden as suun as prudent to do so.
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PSFD

We shall, of course, focus on the PSBR, excluding privatisation proceeds but do you have any
objection to us revealing the PSFD (£6.1 billion, 1% per cent of GDP), if asked? It is
probably less sensitive now: indeed, it is expected to be the lowest figure since 1971-72.

E iture

(i) How do we present the increase in planning totals? The LTPE Green Paper said "It

would, of course, always be open to the Government to decide, once the virtuous circle of
lower taxes and higher growth had been established to devote some of these resources to
improved public services rather than reduced taxation." Do we want to claim we are now in

the virtuous circle?

(iil) GGE for 4 years from 1986-87 growing at faster annual average rate (1} per cent)

than envisaged in 1987 PEWP (1 per cent). 0l A7, P DRk : i i

AT OVAL- 1EF L& W

This raises a similar issue.

One suggested answer is:
= Always said that real growth in GDP could allow more spending on priority
programmes.

= GGE as percentage of GDP lower than in 1987 PEWP plans.

Do you want to use the first point? In the past, we have talked of room for more spending

on priority programmes within overall constraints.

(iii) Did Star Chamber meet?

(iv) Principle of cash planning clearly abandoned.

- No.

= Public expenditure still planned in cash. Survey conducted in cash terms and

cash plans for first year become cash limits. Procedure still strictly enforced.

= Apart from statutorily-indexed programmes, no Department entitled to increase

in provision because of inflation.
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(v) Revenue now determining expenditure with a vengence?

l ]
f o I.\‘ Le r rC’: AR

v

(vi) Government cutting benefits to poor to pay for tax cuts for rich

- Nonsense.

= Spending on social security benefits planned to rise 4 per cent in real terms

between 1986-87 and 1990-91.

= For future level of taxes, wait for Budget. But as general principle, lower taxes

improve incentives and so boost wealth and job creation to benefit of all.

(vii) Set to become first Government for over 30 years to have reduced public spending as

percentage of GDP over time in office.

You were considering whether to reserve this for the Budget Speech. Even if you do not use
it in your Oral Statement, are you content for it to be used in briefing? (In practice, this

means it is bound to appear in a number of Ministerial speeches before the Budget.)

(viii) Problems of BP sale put future of privatisation programme in jeopardy.

This awaits the announcement!
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CHAPTER 1 OF THE AUTUMN STATEMENT: ECONOMIC PROSPECTS FOR 1988
The Chancellor was grateful for your minute of 28 October.
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A Economic prospects for 1988

iy

Summary 2%

1.01 GDP is forecast to grow by % per cent in 1988, following growth of 4
per cent this yca%tji_on is expected to remain low and there are good
prospects for a céatinued fall in unemployment.

Assumptions 1.02 The forecast assumes that fiscal and monetary policies are operated
within the framework of the Medium Term Financial Strategy (MTES). It
assumes that sterling remains close to recent levels, and that North Sea oil
prices will average $18 a barrcl. The PSBR is expected to be about £1
billion in the current financial year, some 3 billion below the figure set in
the Budget. The forecast assumes a similar PSBR for 1988—89 the actual
PSBR for that year will as usual be set m the Budget

Demand and activity 1. 05" The economy h:';;' been growm%asft?ongf;‘ durmg the past year "GDP
growth in 1987 is likely to be about 4 per cent, with manufacturing output
- growing by 5 per cent. Domestic demand has continued to grow at much
' the same rate as in 1986, but with some change in its composition:
investment growth has been higher and consumers’ expenditure growth
lower than in 1986. Non-oil exports have increased strengly. In 1988 GDP is
forecast to grow by & $er cent.

“cher accmunt

Labour market 1.04 Employment has also risen strongly over the past year, with
unemployment falling by 400,000; the largest annual decline since the war.
There are good prospects for a copsinued fall.
Torlaas™

Inflation 1.05 Inflation is expected to remain low. The annual increase in the retail
prices index (RPI) is forecast at 4 per cent in the fourth quarter of 1987, as
envmaged at the time of the Budget, and is expected to rise temporarily to
4} per cent in the fourth quarter of 1988. Unit labour costs have increased
very slowly over the past year, thanks to rapid productivity growth, and this
pattern is expected to contmue in 1988

World economy 1.06 GNP in the main indus al counmes is forecast to grow by around
23 per cent in beth 1987 an 88 World e in manufactures has picked
up this yeap and should grow at j 3f)er cent in 1988, jreflecting Taster )
Mal production in the industrial countries.fInflation is
expected to remain low, although there has mevnabry been some rebound
from the very low figures produced by last year’s drop in the oil price.

. UK trade and current 1.07 The UK current account is now estimated to have been in deficit by

&2 account /1 billion in 1986 following the fall in the oil price. So far in 1987 it has
been particularly erratic. A current account deficit of £24 billion is expected
this year (about 4 per cent of GDP), in line with the forecast made at Budget
time. With the UK expected to continue growing faster than other main
industrial countries for a little while, a current account deficit of £34 billion
(about £ per cent of GDP) is forecast for 1988.

——— L 0 B A . e e e e e T T R



- 1-Economic prospects for 1988

Recent developments

World economy

1.08 The major seven OECD economies are now in their fifth year of
expansion. There was some weakening in the sccond&éa}fk of 1986 from
aic%n.d 3 per centa year to just below 2} per cent, bu%gro ROW appears
to be strengthensng a little.

1.09 The weakness in world growth was largely due to the difficnlties of
adjusting both to the collapse in oil prices in early 1986 and to large changes
in exchange rates. Lower oil prices led oil exporters to cut back their imports
sharply. Moreover, with many non—oil commodity prices falling to their
lowest post—war levels in real terms, other primary producers also had to
restrain their imports severely. As a result, exports from the main industrial
countries were depressed, and industrial production rose by only 1 per cent
in 1986.

1.10 Domestic demand in the seven major countries grew strongly in 1986,
encouraged by substantial terms o‘g trade gains and lower interest rates,

: in 134-{ el & > ?
though it tm=s slowed starcrecently. Ile slowdown was most marked in the
US, reflecting the effects of the dollar’s depreciation and some tightening of
policy. In Japan and Germany exports have weakened following the
appreciation of their currencies and this also produced some weakness in
business investment.

1.11 Activity in the seven major countries appears to have picked up
recently, helped by the greater exchange rate stability achieved by the
Louvre Accord and by some strengthening in the demand of developing
countries for their exports. Aggregate industrial production is now growing
by more than 3 per cent a year.

1.12 Consumer price inflation has increased to just over 3 per cent as a result
of some recovery in oil and commodity prices from the very low levels
reached in 1986. There has been no pick up in the growth rate of earnings
and domestic costs.

Real commodity prices

A5

Chart 1.1
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1.13 The current account surpluses of Japan and, to a lesser extent, Germany
have now started to decline. In the United States, trade volumes are
responding to the decline in the dollar, but the current account is taking
longer to turn round.

1.14 Oil prices rose to over $20 per barrel for a short time in the summer
before falling back a little to between $lﬂ-19 per barrel as OPEC production
expanded. Real non-oil commodity prices have recovered somewhat from
the extremely low levels reached in the second half of 1986, but they remain
well below their historical average. Food prices are particularly weak.

Chart 1.2 Real oil prices

1980 = 100 In relation to major seven GNP deflator
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100 — - 100

Qil price
80— - 80
60— - 60
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a= -0
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Prospects 1.15 Table 1.1 shows the forecast for activity and inflation in the major seven
Wi 3 industrialised countries, and for world trade. The recent sharp falls in securities
3 o ave contributed to the uncertainties attaching to the forecast.

hu‘a , J o
w:HS chawi oandh A‘able 1.1 World economy

a’w% Bk Per cent changes on a year earlier
_.-‘ Forecasts
1986 1987 1988
Major seven countries':
Real GNP 23 24 y,
Real domestic demand 33 23 p
Industrial production 1 3 3 3y
Consumer prices 2 23 : 2 23y
, World trade, at constant prices '
€5 Total imports 43 34 K 34
: Total trade in manufactures® 2 33 4 i

1 US, Japan, Germany, France, UK, Italy and Canada.
2 Excluding trade of centrally planned economies.

1.16 The forecast assumes that North Sea oil prices average around $18 per
barrel until the end of I?Keal non-food commodity prices may-centinue

QM‘A) 2
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recent fiscal package m]apan and the tax cuts planned in Gcrmany should

W.?U—\ /\ CONS Laaas™ help sustain the growth of their don‘gcsnc demand.
(R US- 1.18 Industgal prgduction gro thin the seuen major conntries should
%‘-Jom.;’\ﬁwcw W""’? increase-again in l‘»’;--e!'?‘?.—'!l-' m sesreny-in-their-expe

{
‘ : 3 : ! :
‘,I &r.ua - ‘?’y‘“‘tﬁ ?“m $0r'%-11.19 World import volumes are likely to rise by about 3} per cent in 1987.
| slowdoven v L) > d,ow»vA‘C This is somewhat slower than in 1986 when oil trade was very buoyant
3 s (,{ calt du‘) following the fall in price. Total world trade in manufactures, on the other
m E% ; hand, has strengthened and may grow by Justojltmder i‘ier cent #rE987.

2 Sama r

ke
RN e e l 20 Growth in world trade should be i /in 1988. Imports into

non-oil developing countries are expected tq_g;-ow—meteﬁtfosgly desplte
the debt problems facing some « of these countries, since the expo [t earnings

of primary producers will e Beincreased by higher commodlty pncei&b@EC
countries may cease cutting ack their imports. :

Chart 1.3 Exchange rates
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Exchange rates

Relative costs and prices

Trade volumes (goods
other than oil)

Trade and the balance of payments broad.ly

m
1.21 Exchange rates between major currencies have mmq%}y stable

following the Louvre meeting of Finance Ministers of the leading industrial
countries in February. Sterling has reflected this general stability, particularly
against the’deutschemark, moving within a narrow range for several
months. The forecast assumes that sterling remains close to recent levels.

1.22 UK unit labour costs in the manufacturing sector have probably been
rising more slowly than those of other major industrial countries over the
past year. This has meant that the large gain in competitiveness in 1986 has
been sustained.

1.23 The volume of UK manufactured exports, which remained flat in the
first half of 1987, has been rising again in recent months and this should
continue in 1988 as markets for UK exportgexpand. Total non-oil exports
are likely to increase by about# per cent in 1988 compared with a projected
7 per cent rise in 1987.

Chart 1.4 Export volumes (goods less oil)
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1.24 Chart 1.5 shows how the UK’s share of the volume of total world
trade in manufactures, which declined during the 1960s and 1970s, has been
broadly steady since 1981.
1.25 Non-oil imports, which fell sharply in the early part of this year, have
since risen again rapidly. The outturn for the year as a whole, however,
seems likely to be close to the Budget forecast in spite of the stronger than
expected growth of domestic activity. Non-oil imports are forecast to rise
¥ by 4 per cent next year compared to 8 per cent in 1987.
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Chart 1.5 UK shares of total world trade in manufactures
Per co.1t Wdiiding géwly Sdduseni i fntngries
B3I =18
\
=N -14
§ = -5
I I ! ] ' | 1 7 I ] i I
~ 1964 1966 1968 1970 1972 1974 1976 1978 1980 1982 1984 1986
¥ i
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Oil trade 1.26 Net oil trade is likely {9 show a surplus of £4 billion in 1987—similar
to 1986. Lower North Sea/output has been offset by higher oil prices and a
fall in domestic demand for oil. In 1988 Moducdon is likely to
decline again and be close to the centre of the range published in the
Department of Energy’s 1987 Brown Book. At the same time, domestic oil
demand is likely to rise somewhat in response to rising activity. The oil trade
surplus may decline by about £1 billion in 1988.
Trade prices and the 1.27 The terms of trade, which fell sharply during 1986 as a result of the fall
terms of trade in oil prices and sterling’s depreciation, have recovered somewhat during
1987 as a result of higher oil prices, lower food prices and the rise in the
exchange rate in the immediate aftermath of the Louvre Accord. Fittle 3 s . 1
wwem\f( ehange-in the terms of trade from-the-presentdevel is forecast for 1988.
Table 1.2 Visible trade
Per cent changes on previous year
All goods Goods less oil
Cxpoit Import Terms Export Import Terms
volume volume of trade* volume volume of trade*
1986 33 63 -5} 4 54 -1
£ 7 Partly forecast 5% 7 1 7 8 1
1588 Forecast F2VY, FSih 1 A 3 5{ 1

* The ratio of UK export average values to import average values.

Invisibles and overseas 1.28 The substantial surplus on invisibles seems likely to be about the same
assets in 1987 as in 1986. The surplus on services should recover from last year’s fall
which was attributable partly to a decline in the number of tourists visiting
the UK. Net earnings from interest, profits and dividends are expected to be
higher despite some apparent narrowing of margins on banking business.
These improvements should broadly offset an increase in the deficit on
transfers, largely reflecting increased government contributions to the
European Community. The invisibles surplus should increase again in 1988
as a result of a higher net suriltls from interest, profits and dividends, WMLJ’\AU\‘X
ta ‘?ﬂa“j"%lw ?W mud by Noths Saa o paniaA .
1.29/a ha‘\\/a ue of the stock of UK net overseas assets, whieh rose by £37
billion, te; 4dillion by the end of- : i

Current account
Table 1.3 Current account

L billion

Non oil goods Oil Invis- Current

Manufactures Other i s
1986 =5 =7 1 7% =4
1987 Partly forecast s —63 - 7% =%
1988 Forecast =9 -6 3 84 -34
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Chart 1.7

1.30 The current account was in deficit by £14 billion in the third quarter
of this year after a surplus of £1 billion in the first half of the year. The
forecast for the year as a whole is for a deficit of £24 billion, in line with the
projection made at the time of the Budget. This is equivalent to about ¥ per
cent of GDP. The forecast for 1988 is for a slightly higher deficit of £33
billion, reflecting the fall in the oil surplus.

The current account of the balance of payments
(surpluses and deficits as a per cent of GDP)

g

Goods (other than oil)
=3

Oil trade

Invisibles Current account

Personal sector
expenditure

Demand and activity

1.31 The UK economy has been growing steadily at around 3 per cent a
year on average since early 1981, with only minor fluctuations. Over the
year to the first half of 1987 growth has been above this average rate, at close
to 4 per cent.

1.32 Over that period output growth has been strong in all sectors of the
economy other than the North Sea where production has fallen. Output of
the service industries rose by 5 per cent between the first halves of 1986 and
1987, manufacturing output by over 4} per cent and construction output by
73 per cent. The recent rise in construction output has reflected not only
growing private sector housebulldmg, but also higher commercial building
activity. Results of the 14285t D'TI investment intentions survey and the CBI
quarterly industrial trends enquiry, together with recent figures for
construction orders, suggest that commercial and industrial building is likely
to be an important source of further growth in construction output over the
next year or so.

1.33 Consumers’ expenditure is now estimated to have increased by 54 per
cent in 1986, substantially more than growth in real personal disposable
income. The personal savings ratio fell by about 14 percentage points
between 1985 and 1986, bringing it back to around the average level of the
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Chart 1.8

late 1960s and early 1970s. There are at least two major reasons why the
savings ratio has fallen in recent years. First, the decline in inflation has
reduced the extent to which households need to save simply to make good
the erosion of past savings. Secondly, employers’ contributions to pension
funds have been falling relative to personal disposable income in recent years
as companies have reacted to the surpluses that many funds have been
showing: these contributions are treated in the national accounts as part of
personal income and saving. This fall is unlikely to have had a large effect on
consumers’ expenditure and hence will have shown up as a fall in the
recorded personal savings ratio. Chart 1.8 shows the savings ratio and the
share of employers’ contributions to pension funds in personal disposable
income.

Personal saving

16—
14—
2=

10—

Per cent é\ ?zﬁm.\c.& M?@Aoﬁ" Lol .

- 16

Total personal sector saving

- 14

Employers pension contributions

1974 1976 1978 1980 1982 1984 1986 1987

Company incomes and
expenditure

1.34 For 1987 as a whole consumer spending may rise by about 5 per cent,
similar to the rise in real personal disposable income. In 1988 consumer

spending may grow by about 4’ per cent, with hﬁﬁaﬂge in the savings
ratiggy a—borm Tt i o ey,

1.35 The housing market remains very buoyant. Although private housing
starts have fallen back from their high first quarter levels, for the first eight
months of 1987 as a whole they were 7 per cent higher than the year before,
while private completions were 8} per cent higher. With investment in
improvements rising fast, private housing investment in 1987 as a whole
may record an increase only a little below the 12 per cent rise seen in 1986.
Housing investment is expected to rise further in 1988.

1.36 The rate of return on non-North Sea industrial and commercial
companies (ICCs) rose sharply again last year, and was back almost to the
level recorded in 1973; while the rate of return of manufacturing companies
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was more than 34 times the gf%arecoré in 1981. The sharp fall in North
Sea companies’ profits broug e net real rate of return earned by all ICCs

1 1986 to some 10 per cent,bele-w—ﬂet-ea-mmgsandﬁ&? But North Sea

profitability appears to have improved this year as a result of the partial
recovery in the oil price while the rate of return of non-North Sea
companies has continued to rise, helped by strong growth in productivity.

Chart 1.9 Companies’ rate of return
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1.37 Non-North Sea business investment has recovered strongly in the first
half of 1987. This follows a period of weakness in 1986, caused by bringing
forward of capital spending into 1985 ahead of the final stage of the changes
in capital allowances announced in the 1984 Budget. Manufacturing
investment, including assets leased from finance lessors, rose some 7 per cent
between the second half of 1986 and the first half of 1987. The projections of
the DTT’s June investment intentions Trve (4 per cent growth in
manufacturing investment #1987 and 8 per cent growth in investment on
average in all industries covered) now seem likely to be excee e he recent
performance of output and profitability suggest andfactu

investment sould-swell-accelerate next year. North Sea investment seems
likely to fall again this year, to less than two thirds of the 1984 level, but
may change little further next year.

1.38 Stocks fell in the first half of 1987. Given the sharp rise in sales, there
may have been some involuntary element in the fall in manufacturing
stocks. The full effect of the abolition of stock rchcf in thc 1984 Budget may
now have largely fed through,

. Thus while stock output ratios are expected to fall
further over the second half of 1987 and in 1988, the absolutc lcvcl of stocks
could rise. Stockbuilding is forecast

growth-next-year-but to remain on a modest scale compared with many
years in the 1960s and 1970s (see Chart 1.10).

Erme Y - R e o S T —— Y e e et
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Chart 1.10 Stockbuilding
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Prospects for demand 1.39 Growth in 1987 is expected to be around 4 per cent, but in 1988 to fall
and activity back cl8sero the average ratc recorded since 1981. (See Table 1.4.) The
slower growth reflects a fall in North Sea oil production and therefore net [aud sons
o1l exports, and-also a smaller contribution from non-oil exports next year sl cho
Growth in 1987 and-1988 cannot yet, however, be fully explained in terms| *° A
i g : 3@\..(‘)(. o‘
of expenditure because of the large discrepancy between the expenditure A
estimate of GDP and the average estimate in the first half of 1987. ClL’ "’m’ ;
p W
1.40 North Sea output fell by some 2 per cent between the first halves of
1986 and 1987 and is expected to decline further in 1988. In 1988 decliningdv i
output in the North Sea may reduce GDP growth by a little over 4 per 738 net
rather more than in 1987. Manufacturing output is forecast to rise faster than
total non-North Sea GDP in both 1987 and 1988.
Table 1.4 Domestic demand and GDP
Per cent changes on a year earlier
Forecasts
2 1986 1987 1988
- Domestic demand 4 + A3
Exports of goods and services' 3(3H 5% (63) 2} €}))
Imports of goods and services! 6(5%) 6% (7) 5P@ 'L
Domestic production: GDP!-2 313 4 (43) %2 3P
Manufacturing production 1 5 / 17
! Non-oil shown in brackets. 2 Average measure.

15
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Inflation

1.41 As forecast at the time of the Budget, the annual rate of inflation as
measured by the RPI rose slightly during the summer, reflecting the profile
of mortgage rates and petrol prices in 1986. (The national accounts measure
of consumer prices has been showing a markedly lower rate of inflation than
the RPI: it rose by under 24 per cent over the year to the second quarter of
1987.) It is likely to average 4 per cent in the fourth quarter of 1987, in line
with the Budget forecast. Producer output price inflation has been a little
higher this year than forecast at Budget time, and the rate of increase of costs
of materials and fuel has been rather faster than expected.

1.42 The underlying annual rate of increase in average earnings has risen
slightly from 74 per cent at the start of the year to 73 per cent in recent
months. This rise is more than accounted for by increased overtime
payments. Adjusted for changes in overtime hours the underlying growth in
average earnings has actually fallen over the last year, reflecting lower pay
settlements since the second half of 1986. However, there are signs that this
downward trend in pay settlements has to some extent been reversed over
recent months.

1.43 Growth in unit labour costs has been kept down by the rapid growth
of productivity and by relatively slow growth in non wage labour costs.
Indeed, unit labour costs in manufacturing may have hardly risen at all
between 1986 and 1987. For the first time since 1983, unit labour costs in
manufacturing in the other major industrial countries have on average risen
faster than in the UK.

Chart 1.11  Unit labour costs in manufacturing
Per cent change on year carlier
u- —24
a- D UK Unit labour costs L‘ =2
18- — average of other major Nw’m ; —-18
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forecast forecast
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Prospects

Table 1.5

1.44 The very low growth in costs over the last two years has not been fully
reflected in producer output prices. With the benefit of substantial gains in
competitiveness relative to producers overseas and fast growth in demand,
UK manufacturing industry has experienced large increases in profit
margins. Profit margins may continue to rise, if a little more slowly than in
recent years. Thus in spite of slightly faster growth in total unit costs,
producer output prices are forecast to rise next year by about the same
amount as this year and last. (See Table 1.5.)

Costs in manufacturing

Per cent changes on a year earlier

Unit labour Cost of materials Estimated total Output
costs and fuel! unit costs prices!

1985

1986

1987 Partly forecast
1988 Forecast

33 4 4 64
4 -1 -} 44
3 54 14 43
14 7 F2'h 5 43

! Prodweer-prices excluding food, drink and tobacco Aan Aduntriea . 2 Including costs of bought in services.

Table 1.6

1.45 Retail price inflation is expected to fall below 4 per cent by the end of
the (vurth quarter of 1987, but given the conventional assumption of a full
revalorisation of specific duties in the 1988 Budget, compared with the
standstill in the 1987 Budget, and the need for higher electricity prices to
finance the industry’s investment programme there is likely to be a
temporary rise in the annual rate of increase in the RPI after the first quarter
of 1988. In the light of this, the forecast is for the RPI to increase by 4* 6&
cent over the year to the fourth quarter of 1988.

Retail prices index

Per cent changes on a year earlier

Weight in Forecasts

1987 1986 Q4 1987 Q4 1988 Q4
Food 164 33 34 3
Nationalised industries 6 34 2% 61
Housing 15 b 73 K7
Other 624 2} 34 4%
Total 100 34 4 af /o

1.46 The GDP deflator measures the price of domestic value added—
principally unit labour costs and profits per unit of output—and excludes
import prices. The GDP deflator at market prices is forecast to rise by 4} per
cent in the current financial year, just below the Budget forecast, following
an increase of 3 per cent last year. The higher rate of increase this year is
more than accounted for by a recovery in North Sea profits following their
fall of over 50 per cent in 1986-87. The GDP deflarar is now farecast to rise
by 44 per cent in 1988-89.

e
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Productivity and the labour market

1.47 The growth in the employed labour force in Great Britain has been
gathering pace over the last year: in the twelve months to June 1987 it is
estimated to have risen by 372,000. Since 1983, there has been an increase of
over 1,350,000 in the number of jobs. The strong growth in manufacturing
and construction output this ycar has been reflected in particular in a rise in
male employees: the 86,000 rise in the six months to June was the largest half
yearly rise since the first half of 1973.

Table 1.7 Employment
Thousands, change in GB seasonally adjusted
Employees in Self- HM Employed
employment employed Forces labour force
Male Female
June 1984 to
June 1985 + 82 =194 +115 0 + 387
June 1985 to
~ June 1986 =56 +151 17 —4 +108
~ une 1986 to
June 1987 £72 +200 + 102* =3 +372

* Figures for self-employment over the last year are a projection based on self-employment growth over the previous five years.

Table 1.8

1.48 Productivity has been growing strongly, with manufacturing
productivity now estimated to have risen by 4 per cent a year on average
since 1979. Underlying growth in labour productivity in manufacturing
industry now appears to be if anything higher than the rate experienced in
the 1960s. This has been accompanied recently by a substantial improvement
in capital producg}_vity. Non-manufacturing output per &nam
has risen by about }4 per cent a year since 1979, and by about 2per cent a

year since 1983. Output per head has grown less than this as a result of the
large rise in part-time employment.

Output per head of the employed labour force

Annual averages, per cent change

1964-73 1973-79 197987
Manufacturing 33 3 4
Non-manufacturing!-2 3 } M 13
Whole economy? 23 1 (yff 2 )
Non-North Sea 23 1@ 13
economy?

! Excludes public services and North Sea oil and gas extraction.

R ———— e
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&
Unemployment 1.49 Since June 1986 seasonally adjusted adult unemployment in the UK has

fallen for fifteen months in succession, by some 437,000 in total; the number
of unemployed school leavers has also fallen, by some 48,000 over the last
year. The greater part of the improved trend in unemployment this year is
attributable to the strong growth of output and employment. The
remainder is due to various government measures to provide training or
work experience tor the unemployed, or to help them to find jobs. The
encouraging prospects for the UK economy over the next year mean that a
continued fall in unemployment is likely. The main danger to the chances of
further progress in reducing unemployment is of pay settlements being too

high.

Financial developments 1.50 The sterling exchange rate, as already noted, has been broadly stable
™y over the past eight months, following the conclusion of the Louvre

AT, 1ol b same J : : e }

e ;% Lt F"’U ta ~ agreement. During that time there has been a substantial inflow into the
o N T A e " reserves amounting to some 49 billion. Short-term-interestrates-remain
/”//,—*———f—/ s Z 1} - - . .

f

f‘ inkescd 'zj ) - 1.51 The year-on-year growth of MO has been somewhat above the
A vxﬁ

\ . ' midpoint of its 2—6 per cent target range in recent months, in part reflecting
Traken wove albo 2anad .U earlier falls in interest rates. MO is expected to continue to grow quite briskly
s Ealla o g‘\g%mfxdmcj in the immediate future before slowing down again.

& San " 1.52 Broad money has continued to rise rapidly. This has reflected at least in
' T AT part increased deposits by companies and financial institutions. The strong

\ rowth of broad money, which has been evident in recent years, is to a

\ g ¥ 4

\ considerable extent the consequence of financial innovation and

‘gﬁbcralisation. ar

Fiscal developments I.S}ATables 1.9 to 1.11 show both the Budget projections and latest forecasts
for general government expenditure and receipts and public sector
borrowing in 1987-88. They show also the 1986-87 outturn. The PSBR in
198687 was £ 3} billion, nearly £3 billion lower than estimated in the 1987
FSBR.. Lower central government borrowing, more than accounted for by
higher than expected tax revenues, was responsible for about two-thirds of
this downward revision, with the remaining one-third due to lower than
expected local authority borrowing.

1.5% In the first six months of 1987-88 the PSBR. was £ 14 billion.

Excluding privatisation proceeds, borrowing was about £ 1 billion lower

than in the first half of 1986-87. The revised forecast for 1987-88 as a whole
€ is a PSBR of £1 billion, about £3 billion lower than forecast in the FSBR.
' This is mainly due to higher than expected tax revenues but there is also
likely to be a shortfall on the expenditure side.

6 ’
1.58 Table 1.9 shows the relationship between the public expenditure
planning total and general government expenditure. The outturn for the
public expenditure planming total is expected to be £1 billion lower than

19

e —————— E———————— T —



" 1 Economic prospects for 1988

U

was forecast in the FSBR. This is largely accqunted for by higher capital
receipts of local authorities and New TownsAExcluding privatisation
proceeds, general government cxpenditure is now projected to increase by 5
per cent in 1987-88, a little less than the increase in 1986-87.

Table 1.9 General government expenditure

£ billion

198687 198788

i i Budget Latest

Forecast Forecast

Public expenditure planning total 139-4 148-6 147-6
Interest payments 17-4 17:9 17-8
Less public corporations’ market and overseas borrowing =15 =8 =0
Other adjustments 69 6-2 6-8
General government expenditure 165-1 1735 1729
of which
Privatisation proceeds —4-4 =0 =50

-
1.5‘ Table 1.10 shows the forecast for general government receipts. The
forecast of tax and national insurance revenues has been increased by just
over £23% billion since the Budget. The forecast of on-shore corporation tax,
including ACT, is about £ 3 billion higher, mainly reflecting upward
revisions, since the FSBR, to profits estimates for 1986 and, in the case of
ACT, a higher level of dividend payments so far in 1987. The upward
revision of £ % billion to North Sea revenues is more than accounted for by
the higher dollar oil price than was assumed at Budget time. The forecasts of
personal income tax, VAT and national insurance contributions are also each
about £ % billion higher than in the FSBR.. General government receipts in
total are now forecast to rise by ncarly 7 per cent in 1987-88, following an

increase of 5} per cent in 1986-87 (when North Sea revenues more than
halved).

Table 1.10 General government receipts
£ billion
198687 1987-88
S Budget Latest
Forecast Forecast
_— Taxes on income, expenditure and capital 1196 127-8 130-2
__-National insurance and other contributions 26-7 285 289
Interest and other receipts 13-3 12-6 12-3
Accruals adjustment 0-5 0-0 =2
Total receipts 160-2 168-8 171-2

of which
North Sea revennes

? ¥ @
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l.Sfy Table 1.11 shows the old and new forecasts for borrowing. The PSBR
forecast is still subject to a great degree of uncertainty: the average error on
PSBR forecasts for the current financial year made in the autumn is 4 per
cent of GDP, or £24 billion. But on the basis of this forecast, the PSBR,
both including and excluding privatisation proceeds, will be lower as a
proportion of money GDP than in any year since 1970-71.

Table 1.11 Public sector borrowing

£ billion
198687 1987-88
e Budget Latest
Forecast Forecast

General government expenditure 165-1 1735 172-9
General government receipts 160-2 168-8 171-2
General government borrowing requirement 49 4.7 1%
Public corporations’ market and overseas borrowing =15 =08 =l
PSBR 34 39 1-0
PSBR as per cent of GDP 1 1 }
Memorandum item:
PSBR excinding privatisation proceeds 79 89 6-0
As per cent of GDP 2 2Y4 11

21
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Table 1.12 Economic prospects: summary

Forecast Average errors
: from past
1986 to 1987 1987 to 1988 forecasts!
percentage
per cent changes points
Output and expenditure at i
constant 1980 prices
Domestic demand 4 / 3‘/2_ 1
of which:
Consumers’ expenditure 5 }{ H 13
General government consumption 3 X Va2 1
Fixed investment 5% 44 2}

Change in stockbuilding (as per cent of
level of GDP)

Exports of goods and services

Imports of goods and services

§
o

Gross domestic product: total s 3
manufacturing 5 i < 2}

Inflation

Retail prices index per cent changes

76 Q410 1987 Q4 4 1

1,67 Q4 to 1988 Q4 3 Y ’/7_ 2

Deflator for GDP at market prices per cent changes on a year earlier

Financial year 1987-88 44 1

Financial year 1988—89 43 2

Money GDP at market prices L billion?

Financial year 198788 GT 49 N2 1

Financial year 1988—89 4 SBZOHT 4 14

Balance of payments on current account

1987 -2} 14

1988 -3} 3

! The errors relate to the average differences (on either side of the central June 1981). The calculations of average errors are based on forecasts

figure) between forecast and outturn; the errors given for constant price made between 1975 and 1985.

output and expenditure are relevant to the forecast for next calendar or 2 Per cent change on previous financial year in brackets; average error

financial year. The method of calculating these errors has been explained in shown relates to the forecast of the percentage change.

earlier publications and Government forecasts (see Economic Progress Report
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Table 1.13  Constant price forecasts of expenditure, imports and gross domestic product

£ billion at 1980 prices, seasonally adjusted

Exports Less Less Gross
General Total of goods Total Imports of Adjustment Plus domestic
Consumers’ government fixed and Change  final goods and  to factor Statistical 4 productat GDP index
expenditure  consumption investment services  instocks expenditure services cost adjustiment factor cost 1980 =100
1982 138-4 49-6 39:5 63-1 —~1:0 289-7 592 30-6 09 200-8 100-5
1983 144-0 50-6 41-6 644 07 301-2 62-7 31-6 05 207-4 1039
1984 1471 510 45-0 689 0-3 312-2 688 328 2:0 212-7 106'5
1985 152-5 50-9 46-4 72-8 06 323-3 70-7 339 1-7 2204 110-4
1986 161-3 51-4 465 751 07 3350 751 354 2+ 2271 113-8
1987 169-Y0 51-6 490 79-2 032 4?9 800 371 43 236§ 2 118432
1988 176-6 O A1y 512 812208 170y  3emMa0.6 849 38-[4 45 24Mp2.6 4224121 5
1986 HI 796 25.7 229 366 0-4 1652 359 17:4 08 1127 129
H2 816 257 237 385 0-3 169-8 392 18:0 19 1145 1147
1987 H1 830 256 239 39-0 -03 1713 383 183 22 11697  1174)
H2 8621 202259 251 401 of4 Ml 47 188 22 gy 11945
1988 H1 ; 8743 262259 253 4l 0§3  1019.0 417 191 22 13204 24+3120-6
H2 8.7 2623253 259 440403 04 1Y @f4 1943 232 1222 1224 il
Per cent changes & i ! -4
1985 to 1986 6 1 } < AR o 34 6 4 — 3 3
1986 to 1987 5 } 5% 54 — 4] 64 44 — 4 4
1987 to 1988 4f A Vg 43 2f e 34 ] Tl i R )

4

% The average measure of gross domem{——lhe preferred measure of
growth in economic activity—grew by some 33 per cent between the
Sirst halves of 1986 and 1987. The output-based measure, the most
reliable indicator of short period GDP movements, similarly suggests

growth of around 4 per cent. Timing and other measurement
difficulties in the national accounts make it diffi-ult o relate

directly the three measures of GDP; it seems appropriate to discount
the lower growth rate currentiy shown by GDP(E).

8861 303 s30adsoad ojwoucoyg § -
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DRAFT PRESS RELFASE

The public expenditure figures for the Department of
Employment Group are published today.

The Rt Hon Norman Fowler, Secretary of State for Employment,
said:

"Total provision for the Department of Employment Group in
1988/89 is broadly unchanged at £4250m, rising to £4360m in
1990/91.

Unemployment has now fallen for 15 suécennive months and by a
record 400,000 over the last year with particularly
significant reductions in unemployment among young people. I
am therefore taking this opportunity to reassess priorities,
particularly in the employment and training area and I am

carrying out a review of adult training.

The top priority must be to tackle long term unemployment
both through the new Employment Service and the Manpower
Services Commission's progrémmes. In the Employment Service
Restart counselling will be available for all people who have
been unemployed for six months and at six monthly intervals
thereafter. Provision is also being made for a further

expansion of Jobclubs.

The Manpower Services Commission will continue to expand the
new Job Training Scheme and will improve the training provide
within the Community Programme for long term unemployed. The
development of these programmes will help us to meet our
Manifesto commitments to guarantee opportunities for all
18-25 year olds who have been unemployed for six to 12 months
and to aim to provide more opportunities for those under

50 who have been unemployed for over two years.
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Expenditure on YTS is being increased to give effect to the
guarantee of a place for all uuemyioyed 16 and 17 year olds.
A measure of the growing success of YTS is that school leaver

unemployment was at its lowest this September than in any
September for 13 years.

As part of this reordering of priorities, it has been decided
that the Job Release Scheme and the New Workers Scheme will
be closed for applications on 21 January 1986. The coverage
of the Job Release Scheme has been in decline for some time,
from a peak of 95,000 to the current figure of 20,000.
Take-up of the New Workers Scheme has been disappointing and
has now dropped to 18,000. Neither scheme specifically helps
the long term unemployed and neither involves any training.

I have therefore decided that the resources devoted to these
programmes can be better used on other programmes which

provide training for unemployed people.

There will be further increases in the Department's
assistance for small firms and tourism to support the

continued growth of employment in these important and
expanding sectors.

The Health and Safety Commission are getting a substantial
increase on the previously planned provision for 1988/89
which was itself an increase on the 1987/88 expenditure.
This means they will be fully able to maintain their
inspection standards."
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Sl I attach the Autumn Statement book proof,. These incorporate your
amendments to the first proofs together with some other changes
mentioned below. We shall be checking the text and numbers this
evening and tomorrow morning before returning the proofs to the
printer by noon tomorrow. This is now the last opportunity to make
significant changes although minor corrections can be taken on board
at read at press (8am on Monday). We need therefore to have your
comments on the attached by early tomorrow.

Chapter 1

25 We have changed the reference to the exchange rate in paragraph
1.21 as you agreed with Sir Terence Burns. We have also suggested a
slight change to the reference to interest rates in paragraph 1.53,
in order to avoid any possible implication that we are foreshadowing
a further fall in interest rates.

;/Lw
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35 We have amended the figure in the second line of paragraph 1.33,
because the recorded increase in consumers' expenditure referred to
in the first sentence rounds to 6 per cent, not 5} per cent. (This
can be worked out from Table 1.13.)

by, We have revised paragraph 1.45 in the light of your response to

Mr Monck's minute of today.

B Reserves figures for October will be published at 11.30am on the
morning of the AS. Paragraph 1.50 as it stands show the recorded
"underlying" growth in the Reserves over the past eight months in
sterling. Published figures for the Reserves are in dollars: there
is no published source for the "underlying" increase in sterling.
The text therefore shows the increase in dollars not sterling, and

takes account of the October figures.

Chapter 2

6. We have incorporated the BP/Issue Department footnote to

Table 2.3 as agreed at your meeting this afternoon.

M4

M C SCHOLAR
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1 Economic prospects for 1988

Assumptions

Demand and activity

Labour market

Inflation

World economy

UK trade and current
account

Summary

1.01 GDP is forecast to grow by 24 per cent in 1988, following growth of
4 per cent this year. Inflation is expected to remain low and there are good
prospects for a further fall in unemployment.

1.02 The forecast assumes that fiscal and monetary policies are operated
within the framework of the Medium Term Financial Strategy (MTES). It
assumes that sterling remains close to recent levels, and that North Sea oil
prices will average $18 a barrel. The PSBR is expected to be about

£1 billion in the current financial year, some £3 billion below the figure set
in the Budget. The forecast assumes a similar PSBR for 1988-89; the actual
PSBR for that year will as usual be set in the Budget. The forecast takes
account of the recent sharp falls in share prices rthroughout the world but
uncer tainty about their effects means that there is an even greater margin of
error than usual.

1.03 The economy has been growing strongly during the past year. GDP
growth in 1987 is likely to be about 4 per cent, with manufacturing output
growing by 5 per tent. Domestic demand has continued to grow at much
the same rate as in 1986, but with some change in its composition:
investment growth has been higher and consumers’ expenditure growth
lower than in 1986. Non-oil exports have increased strongly. In 1988 GDP is
forecast to grow by 24 per cent.

1.04 Employment has also risen strongly over the past year, with
unemployment falling by 400,000; the largest annual decline since the war.
There are good prospects for a further fall.

1.05 Inflation is expected to remain low. The annual increase in the retail
prices index (RPI) is forecast at 4 per cent in the fourth quarter of 1987, as
envisaged at the time of the Budget, and is expected to rise temporarily to
4% per cent in the fourth quarter of 1988. Unit labour costs have increased
very slowly over the past year, thanks to rapid productivity growth, and this
pattern is expected to continue in 1988.

1.06 GNP in the main industrial countries is forecast to grow by around

21 per cent in 1987 and 2 per cent in 1988. World trade in manufactures has
picked up this year reflecting faster growth of industrial production in the
industrial countries, and should grow at around 4 per cent in 1988. Inflation
is expected to remain low, although there has inevitably been some rebound
from the very low figures produced by last year’s drop in the oil price.

1.07 The UK current account is now estimated to have been in deficit by
£1 billion in 1986 following the fall in the oil price. So far in 1987 it has
been particularly erratic. A current account deficit of £24 billion is expected
this year (about  per cent of GDP), in line with the forecast made at Budget
time. With the UK expected to continue growing faster than other main
industrial countries for a little while, a current account deficit of £34% billion
(about £ per cent of GDP) is forecast for 1988.
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Recent developments

World economy

1.08 The major seven OECD economies are now in their fifth year of
expansion. There was some weakening in the second half of 1986 from
around 3 per cent a year to just below 24 per cent, but recently growth
appears to have strengthened a little.

1.09 The weakness in world growth was largely due to the difficulties of
adjusting both to the collapse in oil prices in early 1986 and to large changes in
exchange rates. Lower oil prices led oil exporters to cut back their imports sharply.
Moreover, with many non—oil commodity priccs falling to their lowest post-
war levels in real terms, other primary producers also had to restrain their
imports severely. As a result, exports from the main industrial countries were
depressed, and industrial production rose by only 1 per cent in 1986.

1.10 Domestic demand in the seven major countries grew strongly in 1986,
encouraged by substantial terms of trade gains and lower interest rates,
though it slowed in the first half of this year. The slowdown was most
marked in the US, reflecting the eftects of the dollar’s depreciation and some
tightening of policy. In Japan and Germany exports have weakened
following the appreciation of their currencies and this also produced some
weakness in business mvestuent.

1.11 Activity in the seven major countries appears to have picked up
recently, helped by the greater exchange rate stability achieved by the
Louvre Accord and by some strengthening in the demand of developing
countries for their exports. Aggregate industrial production 1s now growing
by more than 3 per cent a year.

1.12 Consumer price inflation has increased to just over 3 per cent as a result
of some recovery in oil and commodity prices from the very low levels
reached in 1986. There has been no pick up in the growth rate of earnings
and domestic costs.

Chart 1.1 Real commodity prices
1980 =100 In relation to major seven GNP deflator
140 — - 140
Industrial materials
130 - 130
()
120 — \V Feil —120
|

- 110
—100
=N
— 80
=10
- 60

0= —50

| | |
1970

|
1972

| | | | |
1974 1976

| |
1978 1980 1982 1984 1986 1987




1 Econggaic prospects for 1988

1

1.13 The current account surpluses of Japan and, to a lesser extent, Germany
have now started to decline. In the United States, trade volumes are
responding to the decline in the dollar, but the current account is taking
longer to turn round.

1.14 Oil prices rose to over $20 per barrel for a short time in the summer
before falling back a little to between $17-19 per barrel as OPEC production
cxpanded. Real non-oil commodity prices have recovered somewhat from
the extremely low levels reached in the second half of 1986, but they remain
well below their historical average. Food prices are particularly weak.

Chart 1.2 Real oil pricef
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Prospects 1.15 Table 1.1 shows the forecast for activity and inflation in the major
seven industrialised countries, and for world trade. The recent sharp falls in
securities markets are likely to have a dampening effect on world demand
and activity and have contributed to the uncertainties attaching to the
forecast.
Table 1.1 World economy

Per cent changes on a year earlier

Forecasts
1986 1987 1988

Major seven countries':

Real GNP 23 24 2

Real domestic demand 33 23 2

Industrial production 1 3 3%

Consumer prices 2 23 23
World trade, at constant prices

Total imports 43 34 3%

Total trade in manufactures? 2 33 4

L US, Japan, Germany, France, UK, Italy and Canada.
2 Excluding trade of centrally planned economies.
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Chart 1.3

1.16 The forecast assumes that North Sea oil prices average around $18 per
barrel until the end of 1988. No further recovery in real non-food
commodity prices is forecast and food prices are expected to remain weak.

1.17 Equity prices seem to have been a significant factor behind the continued
strength of consumer demand in the US. Following recent sharp falls in equity
prices some slowdown in US domestic demand is forecast, despite lower
interest rates. The recent fiscal package in Japan and the tax cuts planned in
Germany should help sustain the growth of their domestic demand.

1.18 Industrial production growth in 1988 in the seven major countries
should bc sustained at around present levels.

1.19 World import volumes are likely to rise by about 3} per cent in 1987.
This is somewhat slower than in 1986 when oil trade was very buoyant
following the fall in price. Total world trade in manufactures, on the other
hand, has strengthened and may grow by just under 4 per cent.

1.20 Growth in world trade should be at around the same rate in 1988.
Imports into non-oil developing countries are expected to increase, despite
the debt problems facing some of these countries, since the export earnings
of primary producers will have been increased by higher commodity prices
this year. OPEC countrics may cease cutting back their imports.
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Exchange rates
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Relative costs and prices

Trade volumes (goods
other than oil)

Chart 1.4

Trade and the balance of payments

1.21 Exchange rates between major currencies have been broadly stable
foHewang the Louvre meeting of Finance Ministers of the leading industrial
countries in February. Sterling has reflected this general stability, particularly
against the Deutschemark, moving within a narrow range for several
months. The forecast assumes that sterling remains close to recent levels.

1.22 UK unit labour costs in the manufacturing sector have probably been
rising more slowly than those of other major industrial countries over the
past year. This has meant that the large gain in competitivencss in 1986 has
been sustained.

1.23 The volume of UK manufactured exports, which remained flat in the
first half of 1987, has been rising again in recent months and this should
continue in 1988 as markets for UK exports continue to expand. Total non-
oil exports are likely to increase by about 34 per cent in 1988 compared with
a projected 7 per cent rise in 1987.

Export volumes (goods less oil)
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1.24 Chart 1.5 shows how the UK’s share of the volume of total world
trade in manufactures, which declined during the 1960s and 1970s, has been
broadly steady since 1981.

1.25 Non-oil imports, which fell sharply in the early part of this year, have
since risen again rapidly. The outturn for the year as a whole, however,
seems likely to be close to the Budget forecast in spite of the stronger than
cxpected growth of domestic activity. Non-oil imports are forecast to rise
by 5 per cent next year compared to 8 per cent in 1987,
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Chart 1.5 Share of UK exports in total world trade in manufactures
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Qil trade

Trade prices and the
terms of trade

Table 1.2

1.26 Net oil trade is likely to show a surplus of £4 billion in 1987—similar
to 1986. Lower North Sea oil output has been offset by higher oil prices and
a fall in domestic demand for oil. In 1988 oil production is likely ro decline
again and be close to the centre of the range published in the Department of
Energy’s 1987 Brown Book. At the same time, domestic oil demand is likely

to rise somewhat in response to rising activity. The oil trade surplus may
decline by about /1 billion in 1988.

1.27 The terms of trade, which fell sharply during 1986 as a result of the fall
in oil prices and sterling’s depreciation, have recovered somewhat during
1987 as a result of higher oil prices, lower food prices and the rise in the
exchange rate in the immediate aftermath of the Louvre Accord. A small
improvement in the terms of trade is forecast for 1988.

Visible trade

Per cent changes on previous year

All goods Goods less oil

Export Import Terms Export Import Terms

volume volume of trade* volume volume of trade*
1986 33 6% —54 4 5% =2l
1987 Partly forecast 54 7 1 7 8 1
1988 Forecast 23 5% 1 33 5 1

* The ratio of UK export average values to import average values.

Invisibles and overseas
assets

Table 1.3

1.28 The substantial surplus on invisibles seems likely to be about the same
in 1987 as in 1986. The surplus on services should recover from last year’s fall
which was attributable partly to a decline in the number of tourists visiting
the UK. Net earnings from interest, profits and dividends are expected to be
higher despite some apparent narrowing of margins on banking business.
These improvements should broadly offsct an increase in the deficit on
transfers, largely reflecting increased government contributions to the
European Community. The invisibles surplus should increase again in 1988
as a result of a higher net surplus from interest, profits and dividends,
reflecting in part lower payments abroad by North Sea companies.

1.29 In 1986 the value of the stock of UK net overseas assets/ rose by
£37 billion, reaching £114 billion by the end of the year.

Current account

£ billion

Non oil goods Oil Invis- Current

Manufactures Other il s
1986 —51 ~7 4 7} -1
1987 Partly forecast =74 — 6% 4 7% — 2%
1988 Forecast =9 =6 3 8% —33

11
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Current account 1 30 The current account was in deficit by £12 billion in the third quarter
of this year after a surplus of £} billion in the first half of the ycar. The
forecast for the yecar as a whole is for a deficit ot £ 24 billion, in line with the
projection made at the time of the Budget. This 1s equivalent to about
1 per cent of GDP. The forecast for 1988 is for a slightly higher deficit of
£3% billion, reflecting the fall in the oil surplus.

Chart 1.7 The current account of the balance of payments
(surpluses and deficits as a percentage of GDP)
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Demand and activity

1.31 The UK economy has been growing steadily at around 3 per cent a
year on average since early 1981, with only minor fluctuations. Over the
year to the first half of 1987 growth has been above this average rate, at close
to 4 per cent.

1.32 Over that period output growth has been strong in all sectors of the
economy other than the North Sea where production has fallen. Output of
the service industries rose by 5 per cent between the first halves of 1986 and
1987, manufacturing output by over 4} per cent and construction output by
7% per cent. The recent rise in construction output has reflected not only
growing private sector housebuilding, but also higher commercial building
activity. Results of the last DTI investment intentions survey and the CBI
quarterly industrial trends enquiry, together with recent figures for
construction orders, suggest that commercial and industrial building is likely
to be an important source of further growth in construction output over the
next year or so.

/ Personal sector 1.33 Consumers’ expenditure is now estimated to have increased by Eﬁﬁ!‘?«l

’<x expenditure ©5% per cent in 1986, substantially more than growth in real personal =
disposable income. The personal savings ratio fell by about 1} percentage

points between 1985 and 1986, hringing it back to around the average level

12
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3

Chart 1.8

of the late 1960s and early 1970s. There are at least two major reasons why
the savings ratio has fallen in recent years. First, the decline in inflation has
reduced the extent to whidli households need to save simply to make good
the erosion of past savings. Secondly, employers’ contributions to pension
funds have been falling relative to personal disposable income in recent years
as companies have reacted to the surpluses that many funds have been
showing: these contributions are treated in the national accounts as part of
personal income and saving. 'T'his fall is unlikely to have had a large effect on
consumers’ expenditure and hence will have shown up as a fall in the
recorded personal savings ratio. Chart 1.8 shows the saviugs ratio and the
share of employers’ contributions to pension funds in personal disposable
income.

Personal saving
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1.34 For 1987 as a whole consumer spending may rise by about 5 per cent,
similar to the rise in real personal disposable income. In 1988 consumer
spending may grow by about 4 per cent, with some rise in the savings ratio.

1.35 The housing market remains very buoyant. Although private housing
starts have fallen back from their high first quarter levels, for the first eight
months of 1987 as a whole they were 7 per cent higher than the year before,
while private completions were 84 per cent higher. With investment in
improvements rising fast, private housing investment in 1987 as a whole
may record an increase only a little below the 12 per cent rise seen in 1986.
Housing investment is expected to rise further in 1988.

1.36 The rate of return on non-North Sea industrial and commercial
companies (ICCs) rose sharply again last year, and was back almost to the
level recorded in 1973; while the rate of return of manufacturing companies

13
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was more than 34 times the level recorded in 1981. The sharp fall in North
Sea companies’ profits brought about a reduction in the net real rate of
return earned by all ICCs in 1986 to some 10 per cent. Bur North Sea
profitability appears to have improved this year as a result of the partial
recovery in the oil price while the rate of return of non-North Sea
companies has continued to rise, helped by strong growth in productivity.

Chart 1.9 Companies’ real rates of return
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1.37 Non-North Sea business investment has recovered strongly in the first
half of 1987. This follows a period of weakness in 1986, caused by bringing
forward of capital spending into 1985 ahead of the final stage of the changes
in capital allowances announced in the 1984 Budget. Manufacturing
investment, including assets leased from finance lessors, rose some 7 per cent
between the second half of 1986 and the first half of 1987. The projections of
the DTI’s June investment intentions survey for 1987 (4 per cent growth in
manufacturing investment and 8 per cent growth in investment on average
in all industries covered) now seem likely to be exceeded. The recent
performance of output and profitability suggg ster growth of
manufacturing investment next year. North Sea investment seems likely to
fall again this year, to less than two thirds of the 1984 level, but may change
little further next year.

1.38 Stocks fell in the first half of 1987. Given the sharp rise in sales, there
may have been some involuntary element in the fall in manufacturing
stocks. The full effect of the abolition of stock relief in the 1984 Budget may
now have largely fed through. Thus while stock output ratios are expected
to fall further over the second half of 1987 and in 1988, the absolute level of
stocks could rise. Stockbuilding is forecast to remain on a modest scale
compared with many years in the & d 1970s (see Chart 1.10).

$
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Chart 1.10 Stockbuilding
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Prospects for demand
and activity

Table 1.4

1.39 Growth in 1987 is expected to be around 4 per cent, but in 1988 to fall
back to a little below the average rate recorded since 1981. (See Table 1.4.)
The slower growth reflects a fall in North Sea oil production and therefore
net oil exports, a smaller contribution from non-oil exports next year and
some reduction in the growth of domestic demand. Growth in 1987 cannot
yet, however, be fully explained in terms of expenditure because of the large
discrepancy between the expenditure estimate of GDP and the average
estimate in the first half of 1987.

1.40 North Sea output fell by some 2 per cent between the first halves of
1986 and 1987 and is expected to decline further in 1988. In 1988 declining
output in the North Sea may reduce GDP growth by a little over

1 percentage point, rather more than in 1987. Manufacturing output is
forecast to rise faster than total non-North Sea GDP in both 1987 and 1988.

Domestic demand and GDP

Per cent changes on a year earlier

Forecasts
1986 1987 1988
Domestic demand 4 4 34
Exports of goods and services! 3(3%) 5% (63) 2:43)
Imports of goods and services! 6 (53) 61 (7) 5 (43)
Domestic production: GDP!:2 3(3) 4 (4% 21 (3)
Manufacturing production 1 5 3%

! Non-oil shown in brackets. 2 Average measure.

15



1 Ecqn.ic prospects for 1988

v

16

Inflation

1.41 As forecast at the time of the Budget, the annual rate of inflation as
measured by the RPI rose slightly during the summer, reflecting the profile
of mortgage rates and petrol prices in 1986. (The national accounts measure
of consumer prices has been showing a markedly lower rate of inflation than
the RPI: it rose by under 2% per cent over the year to the second quarter of
1987.) It is likely to average 4 per cent in the fourth quarter of 1987, in line
with the Budget forecast. Producer output price inflation has been a little
higher this year than forecast at Budget time, and the rate of increase of costs
of matcrials and (uel has been rather faster than expected.

1.42 The underlying annual rate of increase in average earnings has risen
slightly from 7% per cent at the start of the year to 73 per cent in recent
months. This rise is more than accounted for by increased overtime
payments. Adjusted for changes in overtime hours the underlying growth in
average earnings has actually fallen over the last year, reflecting lower pay
settlements since the second half of 1986. However, there are signs that this
downward trend in pay settlements has to some extent been reversed over
recent months.

1.43 Growth in unit labour costs has been kept down hy the rapid growth
of productivity and by relatively slow growth in non-wage labour costs.
Indeed, unit labour costs in manufacturing may have hardly risen at all
between 1986 and 1987. For the first time since 1983, unit labour costs in
manufacturing in the other major industrial countries have on average risen
faster than in the UK.

Chart 1.11 Unit labour costs in manufacturing
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Prospects

Table 1.5

1.44 The very low growth in costs over the last two years has not been fully
reflected in producer output prices. With the benefit of substantial gains in
competitiveness relative to producers overseas and fast growth in demand,
UK manufacturing industry has experienced large increases in profit
margins. Profit margins may continue to rise, if a little more slowly than in
recent years. Thus in spite of slightly faster growth in total unit costs,
producer output prices are forecast to rise next year by about the same
amount as this year and last. (See Table 1.5.)

Costs in manufacturing

Per cent changes on a year earlier

Unit labour Cost of materials Estimated total Output
costs and fuel! unit costs? prices!
1985 33 4 + 6%
1986 ks et il - 3 4%
1987 Partly forecast 1 5% 13 43
1988 Forecast 11 2 2 41
! Producer prices excluding food, drink and tobacco industries. 2 Including costs of bought in services. : 3
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1.45 Retail price mﬂatlon 1s‘c\xpected to fall below 4 per cent by the end of
the fourth quarter of 1987, but'given the conventional assumption of a full
revalorisation of specific duties in the 1988 Budget, compared with the
standstill in the 1987 Budget' and the need for hlgher elee&ne;&ypnccuo

e annual-rate-of increase inthe RPFafter the first quarter

temporary-rise in th
o£1988_In the light-of this, fhe forecast is for the RPI to increase by
4% per cent over the year to the fourth quarter of 1988.
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Table 1.6 Retail prices index
Per cent changes on a year earlier

Weight in Forecasts

1987 1986 Q4 1987 Q4 1988 Q4
‘Food 161 31 31 S5
Nationalised industries 6 31 2% 6%
Housing D s 73 7
Other 621 21 33 4%
Total 100 31 4 4

1.46 The GDP deflator measures the price of domestic value added—
principally unit labour costs and profits per unit of output—and excludes
import prices. The GDP deflator at market prices is forecast to rise by

4% per cent in the current financial year, just below the Budget forecast,
following an increase of 3 per cent last year. The higher rate of increase this
year is more than accounted for by a recovery in North Sea profits
following their fall of over 50 per cent in 1986—87. The GDP deflator is now
forecast to rise by 44 per cent in 1988—89.
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1 Econpr. prospects for 1988

Productivity and the labour market

1.47 The growth in the employed labour force in Great Britain has heen
gathering pace over the last year: in the twelve months to June 1987 it is
estimated to have risen by 372,000. Since 1983, there has been an increase of
over 1,350,000 in the number of jobs. The strong growth in manufacturing
and construction output this year has been reflected in particular in a rise in
male employees: the 86,000 rise in the six months to June was thc largest half

yearly rise since the first half of 1973.

Table 1.7 Employment

Thousands, change in GB seasonally adjusted

Employees in Self- HM Employed
employment employed Forces labour force
Male Female

June 1984 to

June 1985 +82 +191 +115 0 387

June 1985 to

June 1986 =56 +151 +47 —4 +108

June 1986 to

June 1987 el +200 H102% =y | 372

* Figures for self-employment over the last year are a projection based on self-employment growth over the previous five years.

18

1.48 Productivity has been growing strongly, with manufacturing
productivity now estimated to have risen by 4 per cent a year on average
since 1979. Underlying growth in labour productivity in manufacturing
industry now appears to be if anything higher than the rate experienced in
the 1960s. This has been accompanied recently by a substantial improvement
in capital productivity. Non-manufacturing output per man hour has risen
by about 2 per cent a year since 1979, and by about 24 per cent a year since
1983. Output per head has grown less than this as a result of the large rise in

part-time employment.

Table 1.8 Output per head of the employed labour force

Annual averages, per cent change

1964-73 197379 el 979——81
Manufacturing 33 3 4
Non-manufacturing! 3 1 13
Whole economy 23 1 2
‘S 12

Non-North Sea 23
Ceconomyy

! Excludes public services and North Sea oil and gas extraction
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Unemployment

Financial developments

Fiscal developments

1.49 Since June 1986 seasonally adjusted adult unemployment in the UK has
fallen for fifteen months in succession, by some 437,000 in total; the number
of unemployed school leavers has also fallen, by some 48,000 over the Last
year. The greater part of the improved trend in unemployment this year is
attributable to the strong growth of output and employment. The
remainder is due to various government measures to provide training or
work experience for the unemployed, or to help them to find jobs. The
prospects for the UK economy over the next year mean that a further fall in
unemployment is likely. The main danger to the chances of further progress
in reducing unemployment is of pay settlements being too high.

1.50 The sterling exchange rate, as already noted, has been broadly stable
over the past eight months, following the conclusion of the Louvre
agreement. During that time there has been a substantial inflow into the

{{eserves amounting to some_£9 billion.

Fl6
1.51 The year-on-year growth of M0 has becn somewhat above the
midpoint of its 2—6 per cent target range in recent months, in part reflecting
carlier falls in interest rates. MO0 is expected to continue to grow quite briskly
in the immediate future before slowing down again.

1.52 Broad money has continued to rise rapidly. This has reflected at least in
part increased deposits by companies and financial institutions. The strong
growth of broad money, which has been evident in recent years, is to a
considerable extent the consequence of financial innovation and
liberalisation.

1.53 The sharp fall in share prices will tighten monetary conditions
somewhat. This will to some extent be offset by/z fa Tlfr%rshort term interest
rates; and long term rates have also eased. On the balance of evidence
monetary conditions remain firm.

1.54 Tables 1.9 to 1.11 show both the Budget projections and latest forecasts
for general government expenditure and receipts and public sector
borrowing in 1987-88. They show also the 1986-87 outturn. The PSBR in
1986—87 was £3% billion, nearly £3% billion lower than estimated in the 1987
FSBR. Lower central government borrowing, more than accounted for by
higher than expected tax revenues, was responsible for about two-thirds of
this downward revision, with the remaining one-third due to lower than
expected local authority borrowing.

1.55 In the first six months of 1987-88 the PSBR was £ 14 billion.
Excluding privatisation proceeds, borrowing was about £14 billion lower
than in the first half of 1986—87. The revised forecast for 1987—88 as a whole
is a PSBR of (1 billion, about £3 billion lower than forecast in the FSBR..
This is mainly due to higher than expected tax revenues but there is also
likely to be a shortfall on the expenditure side.

1.56 Table 1.9 shows the relationship between the public expenditure
planning total and general government expenditure. The outturn for the
public expenditure planning total is expected ro he £1 billion lower than

19
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.

was forecast in the FSBR. This is largely accounted for by higher capital
receipts of local authorities and Wew T owns. Excluding privatisation
proceeds, general government expenditurc is now projected to increase by
5 per cent in 198788, a little less than the increase in 1986—87.

Table 1.9 General government expenditure

£ billion

198687 198788

Qulytm Budget Latest

Forecast Forecast

Public expenditure planning total 139-4 148:6 147-6
Interest payments 17-4 170 17-8
Less public corporations’ market and overseas borrowing =15 =0:8 =0
Other adjustments 6}{? 6:2; 6-7
General government expenditure 165-1 1735 172-8
of which ) |
Privatisation proceeds —4-4 i =35:0

1.57 Table 1.10 shows the forecast for general government receipts. The
forecast of tax and national insurance revenues has been increased by

423 billion since the Budget. The forecast of on-shore corporation tax,
including ACT, is about £ billion higher, mainly reflecting upward
rcvisions, since the FSBR,, to profits estimates for 1986 and, in the case of
ACT, a higher level of dividend payments so far in 1987. The upward
revision of £ billion to North Sea revenues is more than accounted for by
the higher dollar oil price than was assumed at Budget time. The forecasts of
personal income tax, VAT and national insurance contributions are also each
about £} billion higher than in the FSBR. General government receipts in
total are now forecast to rise by nearly 7 per cent in 198788, following an
increase of 54 per cent in 1986—87 (when North Sea revenues more than

halved).

Table 1.10 General government receipts

£ billion

1986-87 1987-88

O thath Budget Latest

Forecast Forecast

Taxes on income, expenditure and capital 119-6 127-8 130-1
National insurance and other contributions 267 285 289
Interest and other receipts 18:6 126 12:5
Accruals adjustment 0-5 0-0 =02
Total receipts 160-2 1688 171-1
of which
North Sea revenues 4-8 3:9 45

20



1 Econw', prospects for 1988

1.58 Table 1.11 shows the old and new forecasts for borrowing. The PSBR.
forecast is still subject to a great degree of uncertainty: the average error on
PSBR forecasts for the current financial year made in the autumn is

1 per cent of GDP, or £ 24 billion. But on the basis of this forecast, the
PSBR, both including and excluding privatisation proceeds, will be lower as
a proportion of money GDP than in any year since 1970-71.

Table 1.11 Public sector borrowing

£ billion

198687 1987-88

R Budget Latest

Forecast Forecast

General government expenditure 165-1 175:5 172-8
General government receipts 160-2 168-8 1745
General government borrowing requirement 49 47 17
Public corporations’ market and overseas borrowing =155 =08 0:7
PSBR 34 39 1-0
PSBR as per cent of GDP 1 % 1 1
Memorandum item:
PSBR excluding privatisation proceeds 7EY) 89 6-0
As per cent of GDP P 2% i1
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.

Table 1.12 Economic prospects: summary

Forecast Average errors
from past
1986 to 1987 1987 to 1988 torecasts!
percentage
per cent changes points
Output and expenditure at
constant 1980 prices
Domestic demand 4 33 1
of which:
Consumers’ expenditure 5 4 13
General government consumption 1 3 1
Fixed investment 53 41 2%
Change in stockbuilding (as per cent of
level of GDP) 0 0 1
Exports of goods and services 5% 2 2%
Imports of goods and services 6% 5 23
Gross domestic product: total 4 2% 3
manufacturing 5 33 2%

Inflation
R etail prices index

1986 Q4 to 1987 Q4

1987 Q4 to 1988 Q4

Deflator for GDP at market prices
Financial year 1987-88

Financial year 1988-89

Money GDP at market prices

Financial year 1987—88
Financial year 1988—89

Balance of payments on current account

1987
1988

per cent changes

4
4%

per cent changes on a year earlier

i
43
£ billion?

418 (8%)
448 (71)

—

1
13

13
3

! The errors relate to the average differences (on either side of the central
figure) between forecast and outturn; the errors given for constant price
output and expenditure are relevant to the forecast for next calendar or
financial year. The method of calculating these errors has been explained in
earlier publications and Government forecasts (see Economic Progress Report
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June 1981). The calculations of average errors are based on forecasts

made between 1975 and 1985.

2 Per cent change on previous financial year in brackets; average error
shown relates to the forecast of the percentage change.
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Table 1.13 Constant price forecasts of expenditure, imports and gross domestic product

£ billion at 1980 prices, seasonally adjusted

General Total

Exports Less Less
of goods Total

Imports of Adjustment Plus

Gross
domestic

Consumers’ government fixed and Change  final goods and  to factor Statistical ~ productat  GDP index
expenditure consumption investment services  instocks expenditure services cost adjustment factor cost' 1980=100
1982 1384 496 39-5 631 =10 289-7 59:2 306 )9 200-8 1005
1983 144-0 506 416 64-4 0-7 301-2 62:7 31-6 D:5 207-4 1039
1984 1471 51-0 45-0 689 0-3 312-2 68-8 32-8 2:0 2127 1065
1985 1525 50-9 46-4 72-8 0-6 323-3 70-7 339 1-7 2204 110-4
1986 161-3 51:4 465 751 0-7 335:0 75:1 354 27 2271 1138
1987 169-0 51-6 49-0 79-2 0-2 3489 80-0 371 43 4 2367 3 1183
1988 176:0 519 512 80- 2 08 360-6 7 84-1 384 45 2427 12196
1986 H1 79:6 2557 229 36:6 0-4 165-2 35:9 17-4 0-8 112-7 112
H2 816 25:7 237 38:5 0-3 169-8 39:2 18-0 129 1145 1147
1987 H1 83-0 256 2319 39-0 =0:3 171-3 383 183 22 116-# 9 1171
H2 861 25:9 251 40-1 0-4 177-7 41-7 18-8 222 119-4 11954
1988 H1 87-3 25:9 253 40-1 0-3 179:0 41-7 19-1 2.2 120-/5 120-f 7
H2 88-7 2519 259 40-8 0-4 181-7 424 193 22 1222 1224
Per cent changes
1985 to 1986 6 1 1 5 2= 81 6 43 == 3 3
1986 to 1987 5 3 5% 54 o 4 63 4% == 4 4
1987 to 1988 4 15 43 2 == 31 5 31 = é}-? 21

! The average measure of gross domestic product—the preferred
measure of economic activity—grew by some 33 per cent
between the first halves of 1986 and 1987. The output-based
measure, the most reliable indicator of short period GDP
movements, similarly suggests growth of around 4 per cent.

Timing end other measurement difficulties in the national accounts
make it difficult to relate d'rectly the three mvasures of GDP; it seems
appropriate to discount the lower growth rate currently shown by

the expenditure measure o GDP.
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2 Public expenditure plans

Chart 2.1

Main points

2.01 Public expenditure will continue to fall as a proportion of the nation’s
income over the next three years. Excluding privatisation proceeds, general
government expenditure is expected to fall sharply as a percentage of GDP
from 44 per cent in 1986—87 to 42} per cent in 1987-88 and then gradually
to 414 per cent in 1990-91, the lowest it has been since the early 1970s. The
new ratios are lower in each year than those envisaged in the last public
expenditure White Paper (Cm 56).

2.02 The public expenditure planning totals have been set at £156-8 billion
for 198889 and £167-1 billion for 1989-90 increases of £2-6 billion and
£5-6 billion over those published in Cm 56. A planning total of

£176-1 billion has been set for 1990-91.

General government expenditure as a percentage of GDP

Per cent
S50 - 50

48 — =248

X Excluding privatisation proceeds
46 — N Grat

44— —44
\\ ‘..
42— ] =%
. CING
40 — Z40
38— — 38
36— - 36
| | | | | [ I | | | | |
1978 1980 1982 1984 1986 1988 1990
—79 —81 —83 1% —87 —89 —91

2.03 In real terms, the average growth in general government expenditure
excluding privatisation proceeds in the four years from 1986—87 to 1990-91
is expected to be 1} per cent a year. This compares with growth averaging
almost 3 per cent in the decade up to 197879, around 2% per cent in the four
years from 1978-79 to 1982-83 and around 13 per cent in the four years
from 1982-83 to 1986—87.
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.

Chart 2.2

2.04 The new plans include increased provision for priority services such as
health, law and order, defence, and education. Extra provision of some

/1 billion has also been made for capital spending in each year: this includes
large increases for the nationalised industries and for housing, education, and
roads. The plans include substantial uplifts for local authority current and
social security expenditure. They also provide for larger uncommitted
Reserves in the two later years. Full details of the spending plans will be
published in the forthcoming 1988 public expenditure Whitc Paper.

2.05 The trends of public spending as a percentage of GDP and in real terms
are illustrated in Charts 2.1 and 2.2 and summarised in Tables 2.1 and 2.2.

General government expenditure in real terms'

£ billion (log scale)

200 — — 200

180 — — 180

—160
140 — — 140
120/= =120
| | | | | | | | | | | | |
1978 1980 1982 1984 1986 1988 1990
—79 —81 —83 —85 —87 —89 -9

1. Cash figures adjusted to 1986-87 price levels by excluding the effect of general inflation
as measured by the GDP deflator.

-

1987-88: outturn

2.06 The latest forecast of the planning total in the current year, 1987-88,is
£147-6 billion. This is £1 billion lower than was planned and published in
Cm 56. The reduction can be attributed to increases in the capital receipts of
local authorities and new towns.

28
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Table 2.1 Public expenditure as percentage of GDP

General government General government expenditure
expenditure (excluding privatisation
proceeds)

1978-79 43% 43%
1979-80 43% 433
1980-81 453 46
1981-82 46% 463
1982-83 463 463
1983-84 P 46
1984-85 45% 46%
1985-86 433 441
1986-87 423 L4
1987-88 41% 421
1988-89 403 42
1989-90 403 413
1990-91 40% 41}

Table 2.2 Public expenditure trends’

/£ billion
Planning total General government General government
expenditure cxpenditure (excluding
privatisation proceeds)

Cash Real terms? Cash Real terms? Cash Real terms?
1978-79 65-7 1279 74-8 1455 74-8 1455
197980 77-6 129-1 89-8 149-4 90-1 150-1
198081 92-6 130-1 108-4 152:2 108-8 152-8
1981-82 104-0 133-0 120-5 154-1 121-0 154-7
198283 113:5 135-4 13215 158-1 133:0 158.6
198384 120-3 137:2 140-1 159:7 141-2 161-0
198485 129-8 141-8 150-1 164-0 1522 166-3
1985-86 133:7 137-8 158-3 163-0 161-0 165-8
198687 139-4 139-4 165-1 165-1 169:5 169-5
198788 147-6 141-6 172-8 165-8 177-8 170-6
1988—-89 156-8 143-9 183-0 168-0 188:0 172:6
198990 167-1 148-2 193:2 17113 198-2 175-8
1990-91 176-1 151-6 202-1 174-0 2071 178-3
! Estimated outturn for 1987-88; plans for 1988—89 onwards. 2 Cash figures adjusted to 1986-87 price levels by excluding the effect of

general inflation as measured by the GDP deflator at market prices. The
GDP deflator is assumed to increase by some 44 per cent in 1987-88, and
by 4%, 3} and 3 per cent respectively in the years 1988-89 to 1990-91.
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2 Publ"xpenditure plans

Defence

Foreign and
Commonwealth Office
(Diplomatic Wing)

Overseas Development
Administration

European Communities

Ministry of Agriculture,
Fisheries and Food

Trade and Industry

Changes to plans

2.07 Table 2.3 sets out the revised spending plans and the changes since

Cm 56 for cach dcpartmental programme. Tables 2.5, 2.6, and 2.7 show a
breakdown of these totals by three spending authorities: central government,
local authorities, and public corporations (including nationalised industries).
The following paragraphs briefly report the main changes.

2.08 Additions to provision have been made of £230 million in 1988-89
and £490 million in1989-90. Provision in 1990-91 is £600 million higher
than in 1989-90. The increase over plan in the current year is a result of the
carry forward of capital underspending from 1986—87 under the end-year
flexibility scheme.

2.09 A net reduction on this programme has been made possible largely by
a fall in the estimated cost of the FCO’s overseas operations resulting from
movements in overseas prices and exchange rates. The revised provision
includes additions for the current expenditure of the BBC External Services
for the next three year period.

2.10 The increase to the net overseas aid programme provides for growth in
real terms over the next three years.

2.11 The latest projection of the United Kingdom’s net payments to s
European Community Institutions assumes a continuance of the 1-4 per cent
VAT ceiling. The profile shows a drop in payments in 1988-89 followed by
an increase in 1989—90 mainly becausc thec UK is cxpected to benefit from an
exceptionally large abatement (£1 750 million) during 1988. The changes to
the projections since the White Paper result mainly from a fall in our
projected share of agricultural receipts and an increase in our share of gross
contributions, reflecting higher customs duties and levies and a revised
forecast of the UK’s VAT base.

2.12 Small additions to provision have been made in a number of areas, in
particular on the farming and rural enterprise initiative (announced in
February). These are more than offset by a reduction in the estimated cost of
market support under the Common Agricultural Policy including savings
arising from policy reform. Most of the market support expenditure is
ultimately financed from the Community Budget receipts which are
reflected in the UK’s net contribution to the EC. Total provision for
spending on agriculture including expenditure by the Intervention Board for
Agricultural Produce, the Scottish, Welsh and Northern Irish agriculture
departments, and the Forestry Commission is below the Cm 56 levels by
£170 million and 4140 million respectively in 1988-89 and 1989-90.

2.13 Increased provision is made for launch aid for the new Airbus (as
announced in July), for revised estimates of the costs of commitments under
demand-determined schemes of industrial assistance, and for the expansion
of some advisory services.
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Table 2.3 Public expenditure!?

£ million

Latest estimates ot outturn

198687  1987-88 Change
outturn estimated 198687 to
outturn 1987-88

Ministry of Defence 18 149 18950 800
FCO—Diplomatic wing 631 700 70
FCO—Overseas Development Administration 1294 1330 30
European Communities 1088 1400 310
Ministry of Agriculture, Fisheries and Food* 1865 2130 270
Department of Trade and Industry 2097 920 1170
Export Credits Guarantee Department 259 160 — 100
Department of Energy =il 280 470
Department of Employment 3877 4100 230
Department of Transport 4709 4800 90
DOL—I Ivusiug 2605 2520 =0
DOE—Other environmental services 3915 4020 110
Home Office 5161 5790 630
Legal departments® : 673 880 200
Department of Education and Science 15691 17170 1480
Office of Arts and Libraries 817 890 80
DHSS—Health and personal social services 17918 19560 1640
DHSS—Social security 44 442 46 400 2000
Scotland 7736 8220 480
Wales 3057 3310 260
Northern Ireland 4638 4890 250
Chancellor’s departments 2067 2310 240
Other departments 1318 1450 130
Reserve 0 0 0
Privatisation proceeds —4403 ~5000" — 600
Adjustment® 0 350 350
Planning total 139413 147 600 8200
General government gross debt interest 17 409 17 800 400
Other national accounts adjustments 8298 7400 —900
General government expenditure 165120 172 800 7700
! The rounding and other conventions used in this table and Tables 2.5, does not imply accuracy to this degree. Debt interest and other national
2.6 and 2.7 are as follows: plan figures are rounded to the nearest accounts adjustments for future years are rounded to the nearest
£ 10 million, except for social security (in this table and Table 2.5), the £ billion. Outturn figures for 1987—88 have also been rounded to reflect
planning and spending authority totals (except public corporations) their provisional nature. The changes and totals are based on the
and general government expenditure which are rounded to the nearest unrounded figures. They may differ therefore from the changes and
4100 million. In the case of general government expenditure, this sums of the rounded figures.
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A

New plans Change from
January 1987 White Paper’

1988-89  1989-90 1990-91 1987-88  1988-89 1989-90

plans .,  plans plans
19210 19960 20560 170 230 490 Mini-stry of Defence
720 740 760 0 =10 & L FCO—Diplomatic wing
1430 1500 1550 -30 30 60 ECO—Overseas Development Administration
800 1470 1320 520 350 400 European Communities
2210 2330 2500 =120 —180 —160 Ministry of Agriculture, Fisheries and Food*
1230 1190 1140 —200 260 220 Department of Trade and Industry
130 140 120 0 20 90 Export Credits Guarantee Department
120 o0 — 420 360 160 50 Department of Energy
4 2?#0 4300 4360 80 50 0 Department of Employment
5150 58 1) 5210 — 340 60 =30 Department of Transport
3020 3000 3040 =700 —10 — 100 DOE—Housing
3820 4 000 4110 190 — 60 90 DOE—Other environmental services
6060 6310 6 480 260 360 p°4400  Home Office
970 1040 1100 0 30 30 Legal departments’
17960 18630 19160 580 630 800 Department of Education and Science
900 940 970 70 50 60 Office of Arts and Libraries
20680 21670 22 650 430 810 920 DHSS—Health and personal social services
48500 51200 53700 400 1000 1900 DHSS—Social security
8510 8610%e0 S78081M0 260 Loo#0  Jyod90 Scotland
3450 3550 3660 120 %160 160  Wales
5130 5310 5470 20 90 110 Northern Ireland
2 460 2600 m(ﬁo 100 160 180 Chancellor’s departments
1640 1660 1730 =0 10 —40 Other departments
3500 7000  10P00 —3500 —2000  —500  Reserve
—5000 —5000 — 5000 0 0 0 Privatisation proceeds
0 0 0 350 0 0 Adjustment®
156800 167100 176100 —1000 2600 5600 Planning total
¥ 18000 18000 18000 —300 +100 —800* General government gross debt interest
8 000 8000 8000 + 500 + 600 + 600 Other national accounts adjustments
183000 193200 202100 — 800 3300 5400 General government expenditure
21y this and Tables 2.5, 2.6 and 2.7 some figures may be subject to detailed 5 Legal departments comprise: the Lord Chancellor’s Department,
technical amendment before publication of the 1988 public expenditure White Paper. the Northern Ireland Court Service, the Crown Prosecution
3 Plans as set out in the last public expenditure White Paper Service, the Serious Fraud Office and the Crown Office.
(Cm 56) adjusted for minor changes of classification and allocation. 6 An adjustment for the difference between the assessment of the likely
4 Includes Intervention Board for Agricultural Produce and Forestry outturn for 1987—88 and the sum of the other items shown.

Commission.
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3

Export Credit Guarantee
Department

Energy

J( pa rl’men"a)z

Employment

Transport

Housing

2.14 The changes to the plans reflect the latest estimates of the cost of
interest support and tender to contract cover.

2.15 The departmental totals include both departmental expenditure and the
external finance for the energy industries (which is negative in some years).
There are increases to reflect growth in essential safety related work by the
Atomic Energy Authority on decommissioning and nuclear waste
management and the costs of moving to new/accommodation,and changes
in estimates of payments under the redundant mineworkers’ payments
scheme. There are also increases in the external financing requirements of the
electricity industry in England and Wales (see paragraphs 2.38 and 2.39).

2.16 There are a number of broadly balancing increases and reductions
within the new totals. There is increased provision for support for tourism,
Jobclubs, the Health and Safety Executive, adult training (as a result of the
employment measures announced in January) and the Youth Training
Scheme (reflecting the withdrawal of income support for school leavers).
The Job Release Scheme and New Workers Scheme will be closed for
applications from 31 January 1988.

2.17 Additional provision has been made for expenditure on national roads,

particularly for a programme of bridge renovation-an ir, and for gross
capital expenditure by local authorities. (Mmainkenence

2.18 Provision for gross capital expenditure on housing has been increased
by £380 million in 1988—89 and /280 million in 1989-90. This will enable
the Housing Corporation to provide extra aid for housing associations and
will make available resources for the setting up of Housing Action Trusts. It
will also provide for increases in planned spending by local authorities and

N _New F&wns. The continuing success of the Government’s right to buy

Other environmental
services

policy is reflected in further significant increases in the forecast level of
capital receipts.

2.19 Substantially increased expenditure on Urban Development
Corporations and increases for countryside, recreation; heritage and .

—

environmental research programmes are offset bythigher receipts of New )

? (2 & AFowns. Extra local authority receipts have also made possible an incrcasc in

Home Office

Legal departments

Education and Science

30

gross capital provision for local environmental services. In addition
£20 million of extra funds has been provided to the National Heritage
Memorial Fund in 1987-88.

2.20 Provision in all years has been increased to finance an acceleration and
expansion of the prison building programme. Provision for local authority
expenditure, principally on the police, has also been increased substantially.

2.21 Provision has been increased mainly to cover the cost of a larger court
building programme and a permanent ‘payments on account’ scheme for
lawyers; the plans also cover the increased costs of the Crown Prosecution
Service and the cost of setting up the Serious Fraud Office.

2.22 Additional provision has been made for the implementation of the
Government’s education reforms, including the introduction of the national
curriculum; and for universities, mainly for a programme of restructuring.
The science budget is being increased. Provision has also been increased
substantially for current and capital expenditure by local authorities.



2 Publig‘)enditure plans

Arts and Libraries

Health

2.23 Additions have been made for incentive funding and for increased

estimates of the cost of the British Library new building project. Increased
pl'OVlSlOl’l has also been made for lacal anrhnrlty e\(pendlture on museums, 3. g
galleries and libraries. >

2.24 Additional provision has been made for the hospitals and community

health services.|In addition, health authorities will have available extra cash
generated by a new programme for increasing hospital ir;céme from non-
NHS sources.[Health authorities will have available alss extra cash released

Social security

Scotland, Wales and
Northern Ireland

Chancellor’s departments

Other departments

Science and technology

latter are cxpected to yicld £150 million in 1987-88 (on top of the £500
million achieved prior to that) ){Provision for the Family Practitioner
Services allows for higher forecast demand and for further service
improvements. There is also increased provision for local authority spending
on personal social services.

by land sales and by their continuing cost improvement programmes. Thﬂ

2.25 The new plans reflect the latest estimates of benefit expenditure over
the Survey period. They reflect the decision announced last May to include
within income-related benefits the average cost to claimants of paying

20 per cent of rates. The provision also takes account of the statement on
benefits by the Secretary of State on 27 October 1987 and allows for further
upratings of benefits in April 1989 and April 1990. For the purpose of these
estimates, the number of unemployed (GB, excluding school-leavers etc) is
assumed to average 2-7 million in 1987—88 and 2-6 million in 198889, ,_@
1989-90, and 1990-91. The RPI is assumed to rise by Mm year
to September 1988 (for the upratings in April 1989) and by pcr cent in
the year to September 1989 (for the upratings in April 1990). 'y

2.26 The net changes in these programmes mainly reflect the effects of

changes in comparable programmes in England. The Secretaries of State will
allocate this expenditure taking account of local factors. The brecakdown of

figures between central Government, local authorities, and public

corporations, is based on previous patterns of expenditure and may be varied
except in the case of local authority relevant expenditure in 1988—89, Whete where
the provision for Scotland and Wales is as announced in July in the RS&
settlement for that year. For the later years the Scottish and Welsh local

authority relevant figures reflect changes in the comparable totals for

England.

2.27 Additional resources have been provided for the Revenue departments
to deal with increases in workload and to strengthen controls against drug
smuggling. A third of the overall increase reflects changes in the estimates of
relief on life assurance premiums and mortgage interest to non-taxpayers.

2.28 This line in the tables covers a miscellany of minor departments and
programmes, civil superannuation costs, and the Property Services Agency.
The revised plans provide for additional expenditure on maintenance of the
Government estate which should enable the PSA to reduce the present
backlog of major repairs over the next three years.

2.29 Additional provision for spending on science and technology is
included in several of the programmes above. Among the increases in
provision are additions for universities, R esearch Councils, launch aid, and
other science and technology programmes. Spending on civil science and
technology will rise by some £200 million a year, including increases
already announced, compared with the plans in Cm 56.
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Local authorities

Relevant 2.30 Local anthority relevant public expenditurc accouuts for over three
quarters of total local authorities’ expenditure. It comprises current spending
on a wide range of services, and contributions to housing revenue accounts
in England and Wales.

2.31 It is forecast to exceed provision in Cm 56 by £1-2 billion in 1987-88.
From the estimated outturn for 1987-88, the provision set for the three -
forward years shows annual increases of 3-9/per cent, 3-2/per cent and 3'\/\ 3‘?[

3:0 per cent. The allocation to services is basedjon local authorities’ budgets
for 1987-88. @

2.32 Aggregate Exchequer Grant to local authorities for 1988—89 has been
set at £ 17-4 billion, as announced by the Secretaries of State for the
Environment, Scotland and Wales on 23 July.

Other current 2.33 Local authorities other current expenditure consists largely of Housing

Benefit and Student Awards which are supported as-to-ever-90-per-eent by

specific grants from central Gavernment.

2.34 The plans reflect revised estimates of the costs of Housing Benefit.
They take into account the proposed changes in benefit entitlement
announced by the Secretary of State for Social Services on 27 October.

Capital 2.35 Local authority gross capital spending in Great Britain in 1987-88 is
forecast to be £7-1 billion. After allowing for capital receipts, the net cost of
programmes is forecast to be £3-7 billion.

2.36 Gross provision for spending in 1988—89 has been increased by

£0-6 billion to £6-9 billion and gross provision of £6-8 billion and £6-7
billion has been made for 1989-90 and 1990-91. Within this provision the
amount issued as allocations will take account of the expected use by local
authorities of the spending power available to them from other sources,
notably capital receipts.

2.37 For the main local authority capital cash limit in England, allocations
of over £2-6 billion will be issued in 1988—89. Of the total, housing
authorities will receive £1-3 billion. Education allocations will rise to

£372 million in 1988-89, 24 per cent higher than in 1987-88, increasing the
scope for work on school(improvements.

Nationalised industries

2.38 External financing limits for nationalised industries in 1988-89 are
listed in Table 2.4. In total there is an increase of £340 million from
provision in Cm 56. This reflects a number of changes but the main
additions are for the electricity industries in England and Wales and
Scotland. Investment plans have been substantially increased, particularly in
the electricity industry, which is embarking on a major programme of
building new capacity, and the water industry. The plans also allow for
additional investment by British Rail, London Regional Transport and the
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@

Post Office to improve the quality of service. Total nationalised industries’
investment is expected to rise from about £44 billion in 1987-88 to around
A6 hillion in 199091, Elihls figure includes provision for amias

industries which are candidates for pr 1yatis satlonj

2.39 Despite the substantial level of investment planned, total provision for
nationalised industries’ external finance is expected to decline in 1989-90 and
1990-91, with net repayments of debt overall by the end of the decade
(Table 2.7). This trend is in line with the Government’s objective of
minimising the burden which the industries place on the taxpayer, and
strengthening them as businesses earning an adequate rate of return. External
finance for nationalised industries has already been significantly reduced,
from nearly £3 billion in 1979—80 to an estimated £590 million in 1987-88.
The Government will continue to require improvements in the industries’
profitability and further progress in reducing costs and increasing
productivity by setting demanding financial targets and performance aims.

n
Table 2.4 External ﬁnancﬁ limits for the nationalised industries 198889

£ million!
British Coal 670
Electricity (England and Wales) 1040
North of Scotland Hydro-Electric Board =20
South of Scotland Electricity Board 131
British Steel Corporation —100
Post Office el
National Girobank =8
British Railways Board 753
British Waterways Board 47
Scottish Transport Group 2
British Shipbuilders 80
Civil Aviation Authority 21
Water (England and Wales) 10
London Regional Transport 221
Total 687

! Figures are shown rounded to the nearest £ 1 million.

Other public corporations

2.40 Provision is included under this heading for a large number of public
corporations including Urban Development Corporations (UDCs), the
Scottish and Welsh Development Agencies, the Northern Ireland Electricity
Service, New Towns and the Northern Ireland Housing Executive.
Substantial increases to provision have been made for UDCs. These and
other increases are offset in 1988—89 by increased estimates of receipts by

oy, biwns New-TFowns.
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Reserves

2.41 The plans include Reserves of £35 billion in 1988-89, 47 billion 1n
1989-90, and £10-5 billion in 1990-91. These will be available to meet
unforeseen requirements including estimating changes. The Reserves for the
two later years are higher than in any previous plans.

Privatisation

2.42 The estimate of net proceeds from the privatisation programme is

A5 billion a year, the same as in Cm 56. These proceeds are netted off the
planning total and general government expenditure. However, in order to
show the underlying trends in expenditure more clearly, Charts 2.1 and 2.2
show growth rates and ratios to national income both including and
excluding privatisation proceeds.
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Table 2.5 Central government spending '

A4 million
Latest estimates of outturn New plans Change from
January 1987 White Paper
1986-87  1987-88 Change 1988-89 1989-90  1990-91  1987-88  1988-89  1989-90
outturn  estimated 198687 to  plans plans plans
outturn 1987-88

Central government
Ministry of Defence 18161 18950 790 19210 19960 20560 170 230 490
FCO—Diplomatic wing 631 700 70 720 740 760 0 —10 =10
FCO—Overseas Development Administration 1270 1310 40 1400 1470 1520 el 30 60
European Communities 1088 1400 310 800 1470 1320 520 350 400
Ministry of Agriculture, Fisheries and Food 1667 1940 280 1990 2110 2280 —120 —190 —180
Department of Trade and Industry 1844 1050 —790 1250 1250 1190 80 280 280
Export Credits Guarantee Department 259 160 —100 130 140 120 0 20 90
Department of Energy 907 590 75320 510 460 430 90 40 30
Department of Employment 3757 3980 220 4110 4170 4210 80 40 510
Department of Transport 1260 1410 150 1460 1490 1530 40 30 40
DOE—Housing 1313 1370 50 1320 1380 1460 10 —10 40
DOE—Other environmental services 363 430 70 440 450 450 30 30 20
Home Office 906 1030 130 1120 1200 1210 10 80 110
Legal departments 673 880 200 970 1040 1100 0 30 30
Department of Education and Science 2459 2700 240 2930 3080 3150 70 210 280
Office of Arts and Libraries 337 370 30 400 420 440 10 40 50
DHSS—Health and personal social services 15154 16520 1360 1723%’ 18 450 19330 330 700 790
DHSS—Social security 40973 42700 1700 4900 47900  49%00 300 1000450 1900 lion
Scotland 2 3310 3500 190 3600 3780 3920 70 50 120
Wales 2 1453 1560 100 1680 1720 1780 40 100 90
Northern Ireland 2 3593 3800 200 4010 4170 4300 10 80 90
Chancellor’s departments 2074 2320 240 2470 2600 2700 100 160 180
Other departments 1318 1450 130 1650 lipo 1670/ 17407770 — 90 2000 —30-4o
Total central government 104 768 110100 5300 114700 120 600 1257300 1700 3-300- 4800
1 See footnotes to Table 2.3. 2 See paragriph 2.26, d o 8] g 6L fyov
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Table 2.6 Local authority spending’

/£ million
Latest estimates of outturn Nezw plans Change from
January 1987 White Paper
1986-87  1987-88 Change 1988-89  1989-90  1990-91  1987-88  1988-89  1989-90
outturn  estimated 198687 to  plans plans plans
outturn 1987-88
Ministry of Agriculture, Fisheries and Food 186 170 — 20 200 200 210 —10 10 20
Department of Trade and Industry 79 90 10 90 90 100 10 10 10
Department of Employment 115 130 10 130 140 140 10 10 10
Department of Transport 2483 2470 il 2650 2720 2800 —200 —50 —40
DOE—Housing 1274 1140 =130 2690 1540 1460 — 660 50 =150
DOE—Other environmental services 3424 3660 240 3370 3480 3570 340 20 40
Home Office 4254 4760 510 4940 5110 5270 250 230 330
Department of Education and Science 13232 14470 1240 15030 15550 16010 510 410 530
Office of Arts and Libraries 480 520 40 500 510 530 60 10 20
DHSS—Health and personal social services 2738 3030 290 3120 3230 3320 100 110 130
DHSS—Social security 3470 3790 320 folp ¥720 {2S0 3980 Gk 4400 450 160 HO3 200470
Scotland? 3942 4330 380 4510 4620 4760 130 170 150
Wales? 1539 1680 140 1690 1730 1790 80 50 60
Northern Ireland? 716 700 2l 740 770 790 0 10 10
Total 37932 40900 3000 42600 43900 45200 800 1500 1600
of whichi— g
Relevant expenditure’ 29396 32100 2700 33200 34300 35400 1200 1000 1300
Other current 4792 5100 300 5400 5600 5900 100 470 500
Capital 3743 3700 0 4000 4000 3900 —500 0 —200

! See footnotes to Table 2.3.

2 See paragraph 2.26.

3 Public expenditure relevan: for Aggregate Exchequer Grant.
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Table 2.7 Public corporations'~

£ million s

Latest estimates of outturn New plans Change from e Y

January 1987 White Paper
198687  1987-88 Char.ge 198389~  1989-90" = =199(-91 1987-88  1988-89  1989-90
outturn estimated 198687 to  plans plans plans
outturn 1987-88 i
FCO—Overseas Development Administration 24 10 =19 30 30 30 —10 ) 0
Ministry of Agriculture, Fisheries and Food 13 20 10 20 20 2, 5 h e ) 0
Department of Trade and Industry 173 —210 —390 —100 =150 =148 —280 =20 =0
Department of Energy —1098 —320 780 o, ol 640 —850 260 12) 20
Department of Transport 966 920 sl 140 900 880 =70 8) gAY
DOE—Housing i 19 10 =10 20 90 120 =00 =60 10
DOE—Other environmental services 128 —80 5200 0 80 90 — 180 —100 w30
Scotland?® N L s Ml 2 00 —90 400 200 90 B0 110
Northern Ireland’ 329 390 60 380 370 380 0 1) 10
Other s 90 10 =090  #90 ~90 0 ) 0
Total 1115 12000 106~ 1400 980 710 —380 200 100
of which:— 3o e '4%0
Nationalised industries S sel o el o 16 B9 200 690 =30 =390 —100 3o 20
Other public corporations 729 640 w0 0790 1010 1090 —300 - z'yo 10

! See footnotes to Table 2.3.

% For nationalised industries and most public corporations, the
planning total inctudes their external finance. For nationalised
% indusln'cslcxtemalﬁnan(e limits for 1988-89, see Table 2.4.

? See paragraph 2.26.
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3.01 The Secretary of State for Social Services has conducted his annual
review of national insurance contributions, as required by the provisions of
the Social Sccurity Act 1975. Full details were set out in a statement by the
Secretary of State on 3 November 1987. The main proposals are as follows:

—the Class 1 insurance rates for employers and employees should remain
unchanged for 1988-89.

—the lower earnings limit should be increased from April 1988 from the
present level of £39a week to £41a week in line with the single rate
retirement pension.

—the upper earnings limit should be increased from £295a week to
£305 a week.

—the earnings limit for the reduced rate brackcts should also be increased
from £65, £100 and £150a week to £70, £105 and £155a week.

—the Treasury supplement should be cut from 7 per cent of contributions
ta 5 per cent.

This would give the following structure of national insurance contributions:

Weekly earnings Percentage NIC rate on all earnings
Employees Employers

Below [£41 (No NICs payable)

L£41 to £69-99 5 5

L£70 to £104-99 7 7

£105 to £154-99 9 9

£155 to £305 9 10-45
Above £305 9 on £305 10-45

3.02 The necessary orders will be laid shortly with a report by the
Government Actuary on the likely effect of the changes on the National
Insurance Fund. In accordance with normal practice, the Government
Actuary has been provided with working assumptions for use in preparing
his report. These assumptions, which are not forecasts or predictions, will be
summarised in his report and include the following:

—the number of unemployed (GB, cxcluding school leavers etc) averages
2:7 million in 1987-88 and 2:6 million in 1988-89.
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3 NationaI insurance contributions

—the increase in average earnings is expected to decline from about
7% per cent between tax years 1986-87 and 1987-88 to about
6% per cent between tax years 1987-88 and 1988-89. Figures for
settlements are of course lower than these earnings figures in both years.

The report will also allow for an uprating of benefits in April 1988 on the
basis of the 4-2 per cent increase in the RPI over the year ending in
September 1987, as announced by the Secretary of State on 27 October 1987.

3.03 The estimated effects of the proposed changes are shown in Table 3.1.

Table 3.1 Estimated total payments by employers and employees of national
insurance contributions in 1987-88 and 1988-89'

Great Britain (£ million)

Employers  Employees Total
National insurance contributions:
1987-88 13510 12540 26 050
1988-89 14 800 13550 28350
Total change +11:290 +1010 2300
of which:
Change in contributions from 1 [
increased earnings, etc? =99 fO + 860 =2 O/ib
Change in contributions from
lower contracted-out rebate’ +220 +110 + 330
Change in contributions from | + X
increase in earnings limits —120 +40 — 80

! Figures are rounded to the nearest £ 10 million. Detailed figures for national insurance contributions will be
included in the Government Actuary’s report on the draft of the Social Security (Contributions, Re-rating)
(No. 2) Order 1987. As in previous years, figures in this table are on a receipts basis excluding self-employed
and voluntary contributions. Figures include NHS and Employment Protection Allocation contributions.
Employers’ contributions are net of deductions in respect of statutory sick pay and statutory maternity pay.

* Including population and employment changes.

> As announced by Secretary of State for Social Services on 16 March 1987.
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4 Tax revenue ready reckoner

Indexation of allowances,
thresholds and bands for

40

1988—-89

4.01 Thec tables below show the effects of various illustrative tax changes on
tax receipts in 1988—89 and 1989-90.

4.02 The effects of tax changes depend on economic variables, such as
prices, earnings and consumer expenditure. The estimates shown are
consistent with the economic forecast given in Chapter 1.

4.03 An illustrative rate of inflation of 4 per cent has been used to show the
effects of indexation and revalorisation in 1988—89. This is in line with the
annual rate of increase in the RPI forecast for the fourth quarter of 1987.

4.04 The tables show estimates of the direct effects of tax changes. In
practice, tax changes will themselves affect economic variables, which in
turn will have further effects on tax yields and on the PSBR. The estimated
direct effects are not, therefore, the same as the effects on the PSBR.. The
approach used here is explained in the Annex to Chapter 4 of the Financial
Statement and Budget Report published in March 1987.

4.05 Tables 4.1 to 4.3 show tax allowances, thresholds, and bands for 1988—
89 after 4 per cent indexation. For income tax, rounding follows the rules
laid down in the 1980 Finance Act; for inheritance tax and capital gains tax
those laid down in the 1982 Finance Act. Estimates of the revenue effects of
these changes are shown in Table 4.4.
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.

Table 4.1 Income tax

£
198788 198889
Allowances:
Single and wife’s earned income allowance 2425 2525
Married allowance 3795 3955
Additional personal and widow’s bereavement
allowance 1370 1430
Single age allowance (age 65—79) 2960 3080
Married age allowance (age 65-79) 4675 4865
Single age allowance (age 80 and over) 3070 3200
Married age allowance (age 80 and over) 4845 5045
Aged income limit 9800 10200
Income tax rates Bands of taxable income
L
Per cent 1987-88 1988-89
27 0-17900 0-18700
40 17901-20 400 1870121 300
45 20401-25 400 21 301-26 500
50 25 401-33 300 26 50134 800
55 3330141200 3480143100
60 Over 41200 Over 43100
Table 4.2 Inheritance tax
Rate on death Bands of chargeable value
£’000
Per cent 198788 1988-89
Nil 0-90 0-94
30 90-140 94-146
40 140220 146-229
50 220-330 229-344
60 Over 330 Over 344
Table 4.3 Capital gains tax
£
1987-88 1988-89
Annual exempt amount:
Individuals 6 600 6900
Trusts 3300 3450
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A

Table 4.4

Direct revenue effects of
illustrative changes

in income tax and
corporation tax

42,

Costs of indexation for 1988—89

£ million

1988-89 1989-90

Indexation of income tax allowances and
thresholds 940 1420
Of which:

Increases in main personal allowances 770 1120

Increase in the basic rate imit* 110 170

Increases in further higher rate thresholds* 60 130
Indexation of inheritance tax thresholds
and bands 25 60
Indexation of capital gains exempt amounts — 10

* Additional costs after previous changes have been introduced.

4.06 Table 4.5 shows estimates of the direct revenue effects of illustrative
changes in income tax and corporation tax. For income tax allowances and
thresholds, these are changes from an indexed base.

4.07 The effects of the illustrative changes can be scaled up or down over a
reasonably wide range. However, the extra cost of increasing allowances
and, in particular, higher rate thresholds tends to fall as the allowances or
thresholds rise. For this reason, effects are given for different percentage
changes.

4.08 The total cost of a group of income tax allowances changes can be
broadly assessed by adding together the revenue effects of each change.
However, if allowances are increased substantially and combined with a
reduction in basic or higher rates, the effects of the rate reductions will be
reduced. In such cases, the cost or yield obtained by adding components
from the ready reckoner should be considered only as a general guide.




4 Tax revenue ready reckoner

B

A

Table 4.5 Direct effects of illustrative changes in income tax and corporation

1

tax
/£ million
1988-89 1989-90
cost/yield cost/yield
Income tax
Rates
Change basic rate by 1p? 1250 1600
Change all higher rates by 1p 85 165
Personal allowances®
Change single and wife’s earned income allowance by £100 295 380
Change married allowance by £100 240 310
Change single age allowance* by £100 23 30
Change married age allowance* by £100 22 26
Change aged income limit by £200 4 A
Change all main personal allowances by 1 per cent 180 2755
Change all main personal allowances by 10 per cent: "
increase (cost) 15775 2 375
decrease (yield) 1825 2429 00
Higher rate thresholds®
Change all higher rate thresholds by 1 per cent.
increase (cost) &1l 55
decrease (yield) 32 55 60
Change all higher rate thresholds by 10 per cent:
increase (cost) 280 5280
decrease (yield) 365 637 so
Allowances and thresholds®
Change all main personal allowances and higher rate thresholds by 1 per cent 215 340 295
Change all main personal allowances and higher rate thresholds by 10 per cent: a
increase (cost) 2050 2 875
decrease (yield) 2250 3075
Corporation tax’
Change full rate by 1 percentage point 360 560
Change small companies’ rate by 1 percentage point® 25 45

! The estimated revenue effects of changes in the basic rate of income tax
and in the main personal allowances of 10 per cent are rounded to the
nearest £ 25m; other effects over £ 50m are rounded to the nearest £ 5m;
effects of less than £ 50m are rounded to the nearest £1m.

% Including the effects of the change on receipts of advance corporation
tax and on consequent liability to mainstream corporation tax.

3 Percentage changes are calculated with reference to 198788 levels.

* Including higher age allowance for those aged 80 or over.

5 Assessment to corporation tax normally relates to the preceding year.
These estimates are, therefore, the changes to revenue that would occur if
the changed rates were applied to incomes from 1 April 1987.

© These figures ignore any possible associated changes in the imputation
system.
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Indirect taxes

4.09 Table 4.6 shows estimates of the effects of changes in excise duties. The

first part shows the extra revenue from the individual duties if they were to
be increased by exactly 4 per cent, together with the price increase that
would result (after allowing for consequential VAT). The second part shows
the revenue yield from changing current levels of duty so that (atter VA'L)
the price of a typical item is changed by the amount shown.

4.10 Table 4.7 shows the revenue effects of a 1 percentage point change in

the rate of VAT.

4.11 Within limits the illustrative changes for specific duties can be scaled up
or down to give a reasonable guide to the revenue effects. [Towever, with
large changes the margins of uncertainty surrounding the effects on sales and
hence on revenue become progressively larger, and scaled estimates will be

less reliable.

Table 4.6 Revenue effects of indirect tax changes

4%, Revalorisation'

Changes from present levels of duty

Current level Price Sl Price Actual 4T

of duty on change M_ change percentage Lm cost/yield i’

typical items inc. VAT?  1988-89 1989-90 inc. VAT? change in duty 1988-89  1989-90
Beer (pint) 18-6p 0-9p 65 70 1p 4.7 75 85
Wine (70 cl bottle of
table wine)* 68-6p 3-2p 20 20 5p 63 30 35
Spirits (bottle) £473 21-8p 25 30 10p 1-8 15 15
Cigarettes (20 kingsize)® 93-4p 3:7p 95 110 1p 11 25 30
Petrol (gallon) 88-1p 4-1p 210 240 1p 1-0 55 60
Derv (gallon)® 74:5p 3-4p 50 55, 1p 12 15 15
VED (cars and light vans) £100-:00 £4-00 85 90 £1-:00 1-0 20 25

Y An “ across the board’ revalorisation by 4 per cent (including the minor
duties not shown above) would yield about £ 590m in 1988—89 and

L 655m in 1989-90, and the impact on the RPI would be to raise it by
0-3 per cent.

2V AT is payable in addition to the duty except in the case of VED.

Table 4.7 VAT

3 Assuming implementation on 1 April 1988.

* Revenue effects include all wines.

5 The duty on cigarettes has ad valorem and specific elements; the
percentage change relates only to the specific element, but the price
change includes the subsequent increase in ad valorem duty and VAT.
6 Revenue effects allow for offsetting increase in bus fuel grants.

L m cost/yield in
1988-89 1989-90

1% change in rate of VAT!

940 1310

! Assuming implementation on 1 April 1988.
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AUTUMN STATEMENT: ORAL STATEMENT

As you will appreciate, the Chancellor has had very little time
this week to work on the Oral Statement.

2 He did, however, make some general comments over the weekend,
oo and I attach a redraft which attempts to take account of these.

3te The Chancellor will want to work on this over the weekend.

Please could I have any comments by 6.00 pm tonight.

A P HUDSON
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AUTUMN STATEMENT 1987: ORAL STATEMENT:

DRAFT OF 31 OCTOBER

With permission, Mr Speaker, I should like to make a

statement.

2. I am laying before the House today an Autumn
Statement which brings together the Government's outline
public expenditure plans for the next three years, makes
proposals for National 1Insurance contributions next
year, and sets out the forecast of economic prospects for

1988 required by the 1975 Industry Act.

Public Expenditure in 1987-88

35 I turn first to the expected outturn for the current

financial year, 1987-88.

4, The public expenditure planning total now looks
likely to amount to £147% billion, or around £1 billion
less than was allowed for in 1last vyear's public
expenditure White Paper. The main reason for this is
higher capital receipts by 1local authorities and new
towns. Spending on other programmes, taken together, is

expected to be in line with plans.



5 Taking account of debt interest and other items, the
total shortfall on the expenditure side is likely to be

about £% billion.

1987-88 revenues

6 On the receipts side, non-o0il revenues are
benefitting from the strong growth of the economy and
seem likely to be about £2 billion higher than I expected
at the time of the Budget. Corporation tax revenues have
risen strongly following the surge in profits in recent
years. Income tax, national insurance contributions and
VAT are also buoyant. North Sea revenues are likely to
be £% billion higher than expected, largely because the
0il price has been above the $15 assumed in the Budget

forecast.

1987-88 PSBR

Tl This increase of £2% billion in tax revenues,
together with the reduction of £} billion in expenditure,
means that I now expect the Public Sector Borrowing
Requirement for the current financial year to be about
£1 billion, representing % per cent of GDP. This is some
£3 billion lower than the figure I set in the Budget, and

lower than the PSBR in all but two years since 1950.

Public Expenditure plans

8 I turn now to the public expenditure plans for the

next three years.



9 Since 1982-83 public spending, both including and
excluding privatisation proceeds, has been declining as a
proportion of national output. There is likely to be a
further substantial reduction this year, which will make
this the 1longest sustained fall since the wWar time

economy was unwound.

10. In July, the Cabinet reaffirmed the objective of
ensuring that public spending as a share of national
output was held at or below the ratios in the last White
Paper. The plans that I am about to announce will not
only secure that objective but will ensure that the share

is actually lower than in the plans we set last year.

11. New planning totals have been set at £a billion for
1988-89 - and _eby Billion  for 1989-90, increases of
£c billion and £4 billion over the totals previously
published. For 1990-91 the planning total has been set

at £4d billion.

124+ The totals incorporate an estimate for
privatisation proceeds of £5 billion a year, unchanged

from last year.

13. I have also thought it prudent to set aside larger
Reserves within the planning totals than in previous
years. These will be £33} billion in 1988-89, rising to

£10% billion in 1990-91.

1l4. These plans mean that public spending, excluding
privatisation proceeds, continues to fall as a share of

-
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national output, as it has done since 1982-83. From the
peak of 47 per cent in that year, it has come down to
under 43 per cent this year, and by 1990-91 will be down
to 41% per cent, the lowest since 1972-73. The new
ratins are lower, in each year, than those published in

the last White Paper.

15. This achievement has been founded on our success in
cutting back the rate of growth of spending. Tn the
1960s and 1970s public spending (using the same measure)
grew by around 3 per cent a year in real terms. 1In the
four years to 1982-83 the growth was 2% per cent; in the
four years to 1986-87 just under 1% per cent; and in the
succeeding four years, that is the current year plus the
three Survey years, the growth is planned to be less than
13 per cent a year, the lowest [for thirty years], and
well within the prospective growth of the cconomy as a

whole.

16. But while public spending as a whole is growing more
slowly, the substantial reduction in public borrowing
this Government has brought about has reduced debt
interest, and thus made more room for programme spending.
The Government has th;?ore again been able to provide

additional resources for a number of priority services.

17. An extra £7@million is being provided for the
National Health Service in England in 1988-89, and an
extra £800 million in 1989-90. On top of this the Health

Service will benefit from additional resources from the



cost improvement programmes and from land sales. All
this will enable the NHS to continue to improve services.

[What about the NHS in the rest of the UK?]

18. Provision has also been made for the substantial
increase and acceleration in the ©prison building
programme, which my RHF the Home Secretary announced to
the House in July. [Can we say, very briefly, how many

more prisons we get?].

20. As my RHF the Secretary of State for the Environment
announced in July, the provision for local authority
current spending has been increased by £1 billion in
1988-89 and £1% billion in 1989-90. Nearly half of thie
is accounted for by education. [Again, is there a short,
telling example of what the money buys? Or is it all
teachers' pay?] In addition, an extra £60 million a year
has been provided for the improvement of school
buildings. There will also be additional spending on the
universities, including the restructurinmg of academic
pay already announced, of £115 million in 1988-89 and
£130 million in 1989-90; and a further £45 million and

£65 million for science.

21. Gross provision for housing investment is being
increased by nearly £400 million next year. [This will
not only sustain the rising trend of spending on local
authority renovation, but provide additional resources

for housing associations, much of it to be used in



conjunction with private finance.] £5 million next year,
rising to £50 million the year after, is being made
available for Housing Action Trusts. Provision for Urban
Development Corporations is being increased by
£65 million next vyear. [These additional amounts are
offset by more buoyant capital receipts from sales of
houses under the Right to Buy, and from commercial

property and land.]

22. £1 billion extra in 1988-89 and £1.9 billion in
1989-90 is being set aside for social security
expenditure. This takes account of the decision
announced last May to increase income~related benefits to
reflect the average cost to claimants of paying 20 per
cent of rates. It also reflects the statement on
benefits made by my RHF the Secretary of State for Social

Services on 27 October.

23. Provision for defence has been increased by
£230 million in 1988-89 and £490 million in 1989-90, an
increase of some 2 per cent in cash terms over previous

plans.

24. Taking all the programmes together, the additions to
planned capital expenditure amount to over £1 billion in
each of the next two years. [Is there a bull point on

capital spending compared to 1978-79?]



25. Further information about these and other changes
are contained in the printed Autumn Statement which will
be available shortly in the Vote Office. Full details,
together with information on running costs and manpower
will be given in the public expenditure White Paper early

in the New Year.

National Insurance contributions

26. I turn now to National Insurance contributions.

27. The Government have conducted the usual autumn
review of contributions in the light of advice from the
Government Actuary on the prospective income and
expenditure of the National Insurance Fund, and taking
account of the statement on benefits which my RHF the
Secretary of State for Social Services made on

27 October.

28. The Lower Earnings Limit will be increased next
April to £41 a week, in line with the single person's
pension, and the Upper Earnings Limit will be raised to
£305 a week. The limits for the reduced rate bands will
also be increased. The upper limit for the 5 per cent
and 7 per cent bands will be raised to £70 and
£105 respectively. The upper limit for the 9 per cent

rate for employers will be raised to £155.

29. The taxpayer's contribution to the National

Insurance Fund - the so-called Treasury supplement -



will be reduced by 2 per cent to 5 per cent, but this
will not require any change in contribution rates. Thus,
the main Class I contribution rates will be unchanged at
9 per cent for employees and 10.45 per cent for

employers.

Industry Act Forecast

30. Finally, I turn to the Industry Act Forecast.

31. Growth this year looks to be turning out at 4 per
cent, above the trend of the steady upswing which began
in 1981, and faster than any other major economy. Strong
growth in domestic demand has been more than matched by
the rapid rise in exports. Manufacturing industry has

done particularly well, with output rising by 5 per cent.

32. This strong performance has led to a substantial
fall in unemployment, which is now over 400,000 lower
than a vyear ago - thel dargests: falill SVon tiirecords.
Unemployment is falling faster here than in any other

major country.

33. As I expected at Budget time, inflation in the
fourth quarter of this year is likely to be 4 per cent.
The current account of the balance of payments is likely
to show a modest deficit this year of £2% billion, or
about % per cent of GDP, again in line with the Budget

forecast.



34. Looking ahead to 1988, the prospect is for a
continuation of the steady growth, with low inflation,
that we have now seen for over five years. The Forecast
takes account of the recent falls in the stock market.
It is clearly too early to say what the precise effects
will be, but the strength of the British economy puts us

in a strong position to weather any storm.

35. Growth next year is likely to be around 2% per cent.
Domestic demand should continue to expand at [much the
same rate as this year], with both consumer spending and
investment growing at similar rates. Business investment
outside the North Sea is expected to be particularly
strong, rising by 5% per cent. Wwith olher major
countries' likely to grow more slowly than the UK, export

el
growth shew3d be lower than this year.

36. With the UK continuing to grow faster than other
countries, there is likely to be a further small increase
in the current account deficit to about £3% billion, or

3 per cent of GDP.

37. Inflation, as measured by the retail price index,
may be a little higher next year than this, at 4% per
cent in the fourth quarter, but I expect it to be on a
downward trend by the end of next year. The control and
reduction of inflation remains at the heart of the

Government's economic strategy.



38. With continuing healthy growth, the prospect is good
for the fall in unemployment to carry on next year,

provided always that labour costs remain under control.

Peroration

39. Mr Speaker, the progress and prospects I have
described demonstrate once again the soundness of the
policies we have followed, now over two Parliaments.
This first Autumn Statement of our third term offers a
clear prospect of further sustained growth and steadily
rising living standards with unemployment continuing to
fall. We have brought this about by promoting
enterprise, with sound money and with strong public

finances. We will stéck to these policies.
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CHAPTER 1 OF THE AUTUMN STATEMENT : PROSPECTS FOR 19

Paragraph 1.45 specifically mentions higher electricity prices as one of the reasons
for a temporary rise in the annual rate of increase in the RPL after the first
quarter of 1988. I suggest that it would be preferable to generalise this by
referring to the average price increase for the industries -which 1is set out in
the accompanying table, 1.6 (see attached page). Prices will rise faster than
the RPI for water, British Rail and LRT as well as for electricity. Also, although
Mr Parkinson is presenting higher electricity prices as necessary to [inance
investment, this is not the normal Treasury doctrine and I would prefer that it
did not appear in a Treasury document quite so nakedly. It is also relevant that
the Chapter 2 table of EFLs shows a negative figure for electricity of over
£1 billion. '

2. I suggest a revised text below. I have taken the opportunity to break up and
re-order the present second sentence which is more than six lines long. I would
prefer to leave out the justification in square brackets. The reference to catching
up on the real fall in 1987/88 fits quite well with the explanation of a temporary
rise in the RPI:

"Retail price inflation is expected to fall below L4 per cent by the
end of the fourth quarter of 1987, but there is likely to be a temporary
rise after the first quarter of 1988. This reflects the conventional
assumption of a full revalorisation of specific duties in the 1988
Budget, compared with the stand-still in the 1987 Budget; and the

need for higher increases in nationalised industry prices in 1988



CONFIDENTIAL

after the fall 1in real +terms this year {in order to improve
profitability and help finance increased investmenti. The forecast
is for the RPI to increase by 4% per cent over the year to the fourth

quarter of 1988".

3. If you prefer to stick to the existing structure of the paragraph my suggestion

1

would be reduced to substituting "... and the need for higher increases in

nationalised industry prices in 1988 after the fall in real terms this year" tor
".es the need for higher electricity prices to finance the industry's investment

1"
programmc .

L, Although +there are already press reports about electricity oprice
increases, partly as a result of what Mr Parkinson has said, it seems to me
preferable not to highlight these now, since this would lead to many detailed
questions after the Autumn Statement. We could otherwise hope to have attention
mainly focussed on them later on when price increases are actually announced:
and rely now on the normal briefing line that nationalised industry price increases

are for the industries to decide in the light of their EFLs and Financial Targets.
5. DEn officials tell me that Mr Parkinson would be very disturbed by the existing
reference to electricity prices and would feel that it would make hls problems

unnecessarily difficult.

6. A decision is, I'm afraid,needed today.

m

N MONCK
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Extract from Chapter 1 of the Autumn Statement

: Economic Prospects for 1988

1.45 R.etail price inflation is expected to fall below 4 per cent by the end of
the fourth quarter of 1987, but given the conventional assumpton of a full
revalorisation of specific duties in the 1988 Budget, compared with the
standstill in the 1987 Budget, and the need for higher electricity prices to
finance the industry s investment programme there is likely to be a
temporary rise in the annual rate ot increase in the RPI after the first quaster
of 1988. In the light of this, the forecast is for the RPI to increase by 4‘ 6<
cent over the year to the fourth quarter of 1988.

Table 1.6 Retail prices index

Per cent changes on a year carlier

Weight in Forecasts

1987 1986 Q4 1987 Q4 1988 Q4
Food 164 Shane . i 8
Nationalised industries 6 3} 2} 64
Housing 15 7 73 H7
Other 62} 23 34 4}
Total 100 33 4 4f Yo
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CHANCELLOR OF THE EXCHEQUER'S AUTUMN STATEMENT, 3 NOVEMBER 1987
With permission, Mr Speaker, I should like to make a statement.

I am laying before the House today an Autumn Statement which, as
usual, contains first, the Government's outline public expenditure
plans for the next three years and the expected outturn for this
year; second, proposals for National Insurance contributions next
year; and, third, the forecast of economic prospects for 1988
required by the 1975 Industry Act. The forecast of course takes
into account the likely effect of the recent worldwide falls in
equity markets.

I turn first to the expected outturn for the current financial
year, 1987-88.

The public expenditure planning total now looks likely to amount to
£147% billion, or around £1 billion less than was allowed for in

7“Eiast yearts Public Expenditure White Paper. The main reason for
this shortfall is higher capital receipts by local authorities and
new towns. Total spendingy on programmes, apart from this, is
expected to be broadly in line with plans.

Taking account of miscellaneous items not included in the planning
total, the net shortfall on the expenditure side is likely to be
slightly in excess of £3% billion.

On the receipts side, total tax revenues are likely to exceed the
Budget forecast by almost £2% billion. This buoyancy reflects
higher than forecast economic growth, greater than expected
profitability, and an oil price above the $15 a barrel assumed at
the time of the Budget.

At that time, I set a Public Sector Borrowing Requirement for
1987-88 of some £4 billion, or 1 per cent of GDP. As a result of
the higher tax revenues and lower spending, I now expect the PSBR
for the current financial year to be only £1 billion, or % per cent



o‘;DP: the third successive year of significant undershoot.
Privatisation proceeds have, of course, made an important
contribution to this year's low PSBR. But even if there had been
no privatisation proceeds at all, it would still be the lowest PSBR
for 17 years.

I turn now to the public expenditure plans for the next three
years.

Since 1982-83 public spending, both including and excluding
privatisation proceeds, has been declining as a proportion of
national income. There is likely to be a further substantial
reduction this year, which will make this the longest sustained
fall in public expenditure as a proportion of national income since
the early 'fifties.

In July, Cabinet reaffirmed the objective of ensuring that public
spending as a share of national income continued to fall and in
particular did not exceed the ratios published in the last White
Paper. The plans that I am about to announce secure that
objective.

New planning totals have been set at £1563 billion for 1988-89 and
£167 billion for 1989-90, increases of £2} billion and £5% billion
respectively over the totals previously published. For 1990-91 the
planning total has been set at £176 billion.

For the later years, I have judged it prudent to set aside larger
Reserves within the planning totals than I have done previously.
The Reserves will therefore rise from £3% billion in 1988-89, to
£7 billion in 1989-90 and £103% billion in 1990-91.

The planning totals also incorporate an estimate for privatisation
proceeds of £5 billion a year, unchanged from the last White Paper.

As I have indicated, these plans mean that public spending,
excluding privatisation proceeds, will continue to fall as a share
of national income. From nearly 47 per cent in 1982-83, that share
has come down to around 42} per cent this year, and by 1990-91 will



e

e

B e

R

b‘down to 41} per cent, the 1lowest since 1972-73. The new
proportions are lower, for each year, than those published in the
last White Paper.

This progress has been founded on our success in reining back the
rate of growth of public spending. 1In the 1960s and 1970s public
spending grew by around 3 per cent a year in real terms. In our
first Parliament the real rate of growth averaged 2% per cent a
year; in our second Parliament it was just under 13} per cent; and
in the succeeding four years, that is the current year plus the
three Survey years, the real growth of public spending is planned
to be around 1% per cent a year, well within the prospective growth

of the economy as a whole.

But while public spending as a whole is growing more slowly, the
substantial reduction in public borrowing this Government has
brought about, has, by reducing the burden of debt interest
payments, made more room for programme spending. The Government
has, therefore, once again been able to provide additional
resources for a number of priority services. In each case, the
figures I am about to give represent increases over the plans
published in the last Public Expenditure White Paper.

First, health. An extra £700 million is being provided for the
National Health Service in England in 1988-89, and an extra
£800 million in 1989-90. On top of this the Health Service will
benefit from additional resources from the cost improvement
programmes and from land sales. All this will enable the NHS to

continue to improve services.

Second, law and order. Provision has been made for the substantial
increase and acceleration in the prison building programme, which
my right hon. Friend the Home Secretary announced to the House in
July. This will provide 4,200 extra places by 1993. Provision for
local authority spending on the police has also been increased
significantly.

Third, education. Provision for local authority current spending
has again been increased substantially. In addition, an extra



E.million a year has been provided for the improvement of school
buildings. Spending on the universities will be increased by
£115 million in 1988-89 and by £130 million in 1989-90. There will
also be an additional £45 million in 1988-89 and £65 million in
1989-90 for science.

Gross provision for housing investment is being increased by nearly
£400 million next year. This will not only sustain the rising
trend of spending on local authority renovation, but will also
provide additional resources for housing associations, much of it
to be used in conjunction with private finance. Provision for
Urban Development Corporations is being increased by £65 million
next year, to help tackle the problems of the inner cities.

There are also substantial increases in provision for social
security spending, which has been increased by £1 billion for
1988-89 and £1.9 billion for 1989-90. This is partly because the
take-up of benefits is 1likely to be higher than was previously
envisaged. It also takes account of the uprating of benefits
announced by my right hon. Friend the Secretary of State for Social
Services last week, including the cost of compensating income
support claimants for their average contribution to rates.

Spending on defence is to be increased by £230 million in 1988-89
and £490 million in 1989-90.

The additions to planned capital expenditure, for the public sector
as a whole, amount to some £1 billion in each of the next
two years. About half of this is for the nationalised industries,
principally for the large scale investment programmes of the
electricity and water industries.

Further information about these and other changes is contained in
the printed Autumn Statement which will be available from the Vote
Office as soon as I have sat down. Full details, together with
information on running costs and manpower, will be given in the
Public Expenditure White Paper early in the new year.

I turn now to National Insurance contributions.



ﬂl' Government have conducted the wusual autumn review of
contributions in the light of advice from the Government Actuary on
the prospective income and expenditure of the National Insurance
Fund, and taking account of the statement on benefits which my
right hon. Friend the Secretary of State for Social Services made on
27 October.

The Lower Earnings Limit will be increased next April to £41 a
week, in line with the single person's pension, and the Upper
Earnings Limit will be raised to £305 a week. The limits for the
reduced rate bands will also be increased. The upper limit for the
5 per cent and 7 per cent bands will be raised to £70 a week and
£105 a week respectively. The upper limit for the 9 per cent rate
for employers will be raised to £155 a week.

The taxpayer's contribution to the National Insurance Fund - the
so-called Treasury supplement - will be reduced from 7 per cent to
5 per cent, but this will not require any change in contribution
rates. Thus, the main Class I contribution rales will once again
remain unchanged at 9 per cent for employees and 10.45 per cent for
employers.

Finally, I turn to the Industry Act Forecast.

Growth this year looks to be turning out at 4 per cent, compared
with the 3 per cent growth I forecast at the time of the Budget.
This is well above the trend of the steady upswing which began in
1981, and faster than any other major economy. Strong growth in
domestic demand has been more than matched by the rapid rise in
exports. Manufacturing industry is doing particularly well, with
output rising by 5 per cent.

This strong performance has 1led to a substantial fall in
unemployment, which is now more than 400,000 lower than a year
ago - the largest annual fall on record. Indeed, unemployment has
been falling faster in the UK than in any other major country.

As I forecast at the time of the Budget, inflation in the
fourth quarter of this year is likely to be 4 per cent. 1I also see



nc‘eed to amend my Budget forecast of a modest current account
deficit of some £2% billion, or about } per cent of GDP.

Looking ahead to 1988, the prospect is for a continuation of the
steady growth with low inflation that we have now enjoyed for over
five years. As I have already indicated, the full forecast I am
publishing today takes into account the likely implications of the
recent falls in world stock markets insofar as it is possible to do
so at this early stage. This is clearly a time when economic
forecasting is a more than usually hazardous business. But what is
clear is that the strength of the British economy, and of our
public finances, puts us in the best possible position to weather
any storm. And that strength will also enable us to play a full
part in the international co-operation which is more than ever
needed today.

Subject to the uncertainties to which I have just referred, the
economy is forecast to grow next year by around 2} per cent. With
North Sea o0il output now declining, this implies 3 per cent growth
for the non-North Sea economy as a whole. Domestic demand should
continue to expand, though at a slightly lower rate than this year,
with consumer spending and investment growing at a similar pace.
Business investment is likely to be particularly strong, rising by
5% per cent.

With the UK continuing to grow faster than other major countries,
and the o0il surplus declining, there is likely to be a further
small increase in the —current account deficit, to about
£3%4 billion, or % per cent of GDP.

Inflation may rise a little next year, reaching 4% per cent in the
fourth quarter, by which time it should be on a downward trend
again. The defeat of inflation remains at the heart of the

Government's economic strategy.

With continuing healthy growth in 1988, unemployment should
continue to fall.



T\.progress and prospects I have described demonstrate once again
the soundness of the policies we have followed over the past
two Parliaments. We will continue to pursue these policies in our
third. Despite the recent deterioration in the world economic
climate, the prospect I am able to offer the House is one of further
sustained growth and steadily rising 1living standards, with
inflation low and unemployment continuing to fall. We have brought
this about by promoting enterprise, sound money and strong public
finances. And that is what we will stick to.
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I attach a copy of the Autumn Statement briefing in draft.
A As for the Budget, we have produced a two-stage brief. The main brief covers the key

issues; detailed information available in the supplementary section.

5 Work is still in progress on the individual briefs and we have not yet been able to

reflect all the comments you made at your meeting this afternoon.

have time, you might care to glance through

Al
Bl
C1
C2
E2

Strategy
Industry Act forecast

Fiscal policy

Revenue prospects: 1987-88

Public expenditure: 1988-89 to 1990-91

Nevertheless, if you
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The Chief Secretary may like to look at some of the more detailed expenditure briefs.

4. We aim to submit the final version of the full brief on Monday evening.

nvorA

MISS M O'MARA
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AUTUMN STATEMENT ON PUBLIC EXPENDITURE

I attach a copy of the comment which my Secretary of State is proposing
to make on the figures for the Scotland programme in parallel with the
Chancellor's Autumn Statement; and of the notes issued for the
consumption of media editors.

These documents have been cleared with Treasury officials save for two
minor presentation changes which have been made to the last paragraph
subsequent to the draft they have seen.

Yours sincerely

0  DAVID CRAWLEY
Private Secretary
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HMP30301



e S A0

HANCELLOR OF THE EXCHEQUER'S AUTUMN STATEMENT: COMMENT
THE SECRETARY OF STATE FOR SCOTLAND

Commenting on the public expenditure figures for Scotland announced by
the Chancellor of the Exchequer in his Autumn Statement today, the
rt hon Malcolm Rifkind QC MP, Secretary of State for Scotland, said:

"The Chancellor's Statement today confirms that the Government are
continuing to ensure that taxpayers' money is being directed to
where our national priorities lie. That additional resources are
available is a reflection of the underlying health of the national
economy, and is testimony to the careful management of public
expenditure since we came to office.

Scotland is benefiting from the Government's financial management.
For my own programme I will have some £8,514m next year. This is
almost 7% above provision for the current year, and well above the
rate of inflation.

The figures include provision for the services within the Scottish
block which has been fully enhanced by the application of the
territorial formula to changes in spending on comparable English
programmes. The formula increase for local authority current
expenditure in 1988-89 is less than the extra cost of the generous
RSG settlement which I have already announced in July, because of
the level of spending of Scottish local authorities so I have made up
the balance from the rest of my block. As a consequence in that
year the amount available for non-local authority expenditure in
Scotland is lower than it would otherwise be. I will now be
considering how the remainder of the resources at my disposal

should be allocated among my services, and I will announce my
detailed decisions in December."

CONFIDENTIAL
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Notes for Editors

CHANCELLOR OF THE EXCHEQUER'S AUTUMN STATEMENT: scomn’
PROGRAMME 25 Sl : :

1. The figures for the Scotland programme which appear in the Autumn
Statement published today are: -

£ million
1986-87 1987-88 1988-89 1989-90 1990-91
Outturn Estimated Outturn Provision Provision Provision
7736 8220 8510 8610 8780

2. The figures differ from those in the Public Expenditure White Paper
(Cm56) because of budget and other changes since the White Paper was
published; revised economic assumptions; and the outcome of this year's
Public Expenditure Survey including the consequences for Scottish
programmes of applying the population-based formula whereby changes in
comparable English or English and Welsh programmes are reflected in the
total amount available for public expenditure in Scotland.

3. There is an increase of 6.9% in provision between 1987-88 and
1988-89 and the increase over estimated outturn in 1987-88 is 3.5%. The
difference is due to several factors including the settlement in health
service pay, higher than expected electricity board costs and continued
spending by local authorities above the level provided for. However, the

estimated outturn figures may be reduced as firmer information becomes
available.

4. The figure of £4,520m for local authority expenditure in Scotland [in
Table 2.6] for 1988-89 reflects the generous RSG settlement which the
Secretary of State announced in July. The settlement will cost more in
Scotland than in England because of higher overspending by Scottish
authorities. The cost exceeds the amount produced by application of the
formula by £71m and the Secretary of State has made up the difference
by transferring that amount from the rest of his block. He hopes that
overspending in Scotland will not be repeated in the later years so the
figures shown for local authority expenditure in 1989-90 and 1990-91 are
CONFIDENTIAL

HMP30302
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those produced arithmetically by the application of the formula to the

uivalent English figures. No attempt has been made to anticipate next
year's RSG settlement.

5. The detailed breakdown of the figures is subject to confirmation;
the Secretary of State will announce in December his decision and the
allocation of his total expenditure provision among the services within his
responsibility.
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