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FROM: A C S ALLAN
DATE: 16 February 1987
MISS C EVANS cc Mr Scholar

PRICE OF THE FSBR

The Chancellor was grateful for your minute of 13 February, and is
content for the FSBR to cost £6.90.

A C S ALLAN
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FROM: MISS C EVANS
DATE: 13 FEBRUARY 1987

Hos Bl
1. MR SCHOLAR

2. CHANCELLOR OF THE EXCHEQUER

-~
PRICE OF THE FSBR ﬁj\%i

We propose that this year the FSBR should cost £6.90, an increase of
43 per cent on last year's price of £6.60. You will recall that last
year the increase over 1985 was more than 23 per cent. Are you
content with £6.90 please?

C varvws

MISS C EVANS
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Sir Angus Fraser C&E
THE PSBR IN 1987-88

Mr Allan's minute to Mr Mowl of February 11 (copy attached) asked for an
urgent update of the prospects for p -@ sector finances in 1987-88 and
beyond in the light of the recent m&‘;u y .figures on borrowing. The
attached paper by Colin Mowl and ﬁsgfgrovides this reassessment for

1987-88.

O);::

2. By this stage of the budget preparation <gur projections of public
finances are, as the note explains, on a post-budget basis. The
forecast for the PSBR in 1987-88 will of course vary with any changes to
the assumed package. Because we have produced this update quickly and

because new information on the outturn for 1986-87 a prospects for

1987-88 will become available between now and the co n of the FSBR

we and the tax forecasters in the revenue departments wi nt to make
w

further changes to the underlying forecast in the next f

3. We have included in the attached note a detailed account(df-the most
up to date forecast for the PSBR in 1986-87. Our latest estimate i%: for
s

a PSBR of £4.3b. This is identical to the forecast in Colin Mo ote
to you of February 13 covering the draft monthly note on the PSBR., We
EH
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likely to make some further changes to our forecast for 1986-87 in
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Gﬁié' fight of the CGBR(0O) figures for February which we will get on
Our current estimate of the PSBR in 1987-88 is just under
suming the package in the score card for your February 16
As you will see from the attached note we have re-examined in
:':,iée prospects for borrowing by local authorities and public

corporatio It goes without saying that predictions of behaviour in

these areas have very wide error margins around them.

4. When we have your reactions to the updated projections it will be
necessary to con
1986-87 and 1987

er how you want to present the fiscal prospect for
the FSBR. The decisions you take will affect the
figures and text rts 1, 3 and 6 of the FSBR. (Messrs 0dling-Smee
and Riley will let hayve a further submission in due course on the
presentation in part

o the FSBR of the fiscal numbers for the later
years.) <3§§§>

5. You have indicated that ould like to publish an estimate of the
PSBR in 1986-87 if anything a 1little above our central view of the
likely outturn. Similarly you have indicated a desire to choose a
forecast PSBR for 1987-88 - after taking account both of any changes to
Lhe package and the figure published or 1986-87 - that allows some
margin for safety. We will prepe numbers for the FSBR - and in

particular the text for part 6 - in the‘kiaht of your decisions on what

o
@P N() S‘E’D'cgmcx

o

PSBR numbers to show.

@
%
D
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A C S ATTAN
11 February 1987

Sir P Middleton
Sir T Burns

Mr Cassell

Mr Peretz
N ; :‘.: ""6\’,’3';,; ‘W
Mr Scholar
Mr Ritchie
Mr Devereux
Dr Clark

R

ful for your note of 10 February. 1In the

figures, he would like an urgent revision of
the outlook for 1987-8 a

8 thereafter). There must be a strong
presumption that the cu nt” Budget package would produce a lower

PSBR than that at present projected, and he might well wish to show

o

s

A C S ALLAN

this.

@
%
O
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‘6 THE PSBR IN 1987-88
Qmonucﬂon

@ paper re-assesses the prospects for public finances in 1987-88 in the

f the most recent developments.

2 The forecast reported here differs from the January forecast in that

it is on a post-budget basis. The most recent forecasts for taxes provided

by Inland Rewxe and Customs and Excise incorporate both any changes in the
underlying Jju on yields and the assumed cffects of the budget package.

The package use is that described in the fifth budget scorecard
(Ms Sinclair's minu February 12: +this hardly differs from the sixth
scorecard, circulated
output, incomes, etc on %the estimates for public finances are based

have barely changed since the January forecast. The submission on the Draft

Industry Act forecast, which we will send you on Tuesday February 24, will

discuss the small changes 1n the econemic prospect that the most recent data
and developments suggest. |

o

R The rest of this paper is arranged a{)s:

o

Section I summarises the Jlatest forecast and compares it with the

January exercise and the 1986 FSBR

Section I1 discusses CG revenues, expenditure an%ng
T T

Section IIT deals with IA's borrowing %
Section IV deals with PC's borrowing i %
BUDGET SECRET NOT TO BE COPIED
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1: PSBR in 1986-87 — £ billion

<§%§§§}o) LABR

NOT TO BE COPIED

Table 1 summarises the latest data and forecasts for 1986-8T

PSER

Budget Jan Iatest Budget Jan ILatest Budget Jan Latest Budget Jan Iatest

F'st F'st
April
to
January 4.0 20 0.4 —0.3. <086 -0.2

1986-87 6.1 146 Bl 049 -0.6

@

The '"news" in the Jag

uary
public corporations. Cumulat

taken together was £1.9 bi

-0.6 -1.1 )

=lade =108 {fict

F'st F'st

131 0.b

5e2. W3

igures was mainly on the local authorities and
e borrowing to end-January by these two sectors

below the cumulative budget profiles for the

first ten months of 1986—87 and £ billion lower than in the January Forecast.

Over half of the net undershoot on the prediction in the January forecast

was the result of downward revisions to the LABR and PCRR in earlier months
rather than an overestimate of bo@ in January itself. The cumulative

outturn for the CGBR(O) to Januar

for other reasons the forecast CGBR(O)
down by £% billion since January. Thi
in the draft monthly note on the PSBR, ci
which included[nﬁ‘ew forecast of the PSBR in 1

as slightly higher than forecast, but
the year as a whole has been revised
evision to the CGBR(O) was reported
ed by Mr Mowl on 13 February,
T of-£h.3 billion.

G Table 2 compares the PSBR forecast for 1987-88 with the January forecast.

Table 2: PSBR and Fiscal Adjustment — £ billion

Fiscal Adjustment PSBR

January Latest
Forecast Forecast
1986-87 = o 542
1987-88 2.9 2.1 I3

January Iatest

@1n PSER Prospect®

* equals for 1987-88 the assumed change in PSBR less any change in the fiscal adjustment
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. The first yepr gﬂfﬁégﬂrtffsl??Bbme? an indexed base) of the package

assumed in the latest forecast is £2.1b. The effect of the cut in the basic

rate is itself £2.1b. A number of small measures together offset the extra

enue from the VAT partial exemption measure.

@t January forecast assumed cuts in income tax (achieved by raising
AN

allédwances rather than cutting the basic rate) with a first year PSBR effect

of £2.90b.

8. Taking nt of the difference in the assumption on the fiscal

adjustment plu@ changes in the forecast, the PSBR forecast for 1987-88

comes out at Jjust d £3% billion. Table 3 shows that most of this revision

occurs on central nt own account borrowing. The main contributions
to the reduction of £O.@in the CGBR(O) are:

- 0.8 smaller fiscal adjustment allocaated to tax cuts than in the

January forecast.

0.5 better ECGD trading performahce due to refinancing of
Nigerian debt. @

+ 0.3 lower North Sea Revenues main eflecting a lower oil price
+ 0.2 changes in other receipts 0@
=u£0:8b;

o

9. The forecast of the LABR has been revised down slightly, in line with

the revision to 1986-87, mainly the result of revi iew on LA capital
receipts, in part offset by a lower assumed increase 1 tes. There is
a very modest reduclion in the PCBR in the light of a ch in view of the

trading surpluses PC's are likely to achieve with the econowing at 3

per cent or thereabouts. @

_3_
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Table 3: Sectoral Components of PSBR in 1986-87 and 1987-88 — £ billion

CGBR(0) LAER PCER
Janmuary Latest January ILatest January Latest
1986-87 @ 2 LT 1.1 0.9 =1.1 =143
1987-88 253\\32 2.4 1.9 1.8 -0.8 -0.9

10% Table 3 shows that even with the modest downward adjustments to the

LABR and PCBR in 1987-88 the central expectation, as in the January forecast,

is that both e BR and PCBR are likely to rise in 1987-88, after falling
in the two previc ars, 1985-86 and 1986-8T. The rise in the LABR is mainly

due to a smalle @tes increase in 1987-88 than in 1986-87, with little

change in the growt penditure. The rise in the PCBR primarily reflects
the privatisation of Br s (ie its transfer from the PC sector). Adjusted
for privatisation the PCER orecast to fall in 1987-88. Sections III and

IV of this note consider in more detail the plausibility of this aspect of

the forecast. The next section reviews the forecast of the CGBR(0).

II CGBR(0)

S

N

11. Table 4 compares the latest and Jaﬁﬁ@arecasts of the CGBR(O). The
downward revision since January to the fo Oast for 1986-87 is mainly due
to a reduction in supply expenditure. There is also a small upward revision
to Customs & Excise taxes. The reduction for 1987-88 is mainly the result

of the £% billion difference in the assumed Budget packa@

Table 4: CGBR(0O) £billion @

1985-86 1986-87 1987-88

Jamuary Forecast b1 5.2 @ 30
Latest 4.1 4.7 @ 2.k

BUDGET SECRET NOT TO BE COPIED
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12,

Little new information has emerged on central government expenditure.
he) prospect for 1987-88 remains much the same as envisaged in the January
cast.

A

Central Government Revenues

we did earlier.

13% Total @al government taxes and royalties in 1986-87 are now forecast
at £104.2 bi

changed from the January forecast. An upward revision

of £350 million forecast of tobacco duty receipts, reflecting the

evidence now emer much greater than expected pre-Budget forestalling,

nward revision of £300 million to VAT receipts,

(%\'\t information on the inflow of tax receipts.

On Customs and Excise advice, we are now attributing rather more of higher

in the light of the mo

than forecast VAT receipts to a once-for-all effect from Keith changes than

&

Tl As compared with ﬁhe Janua‘r'yO ecast, our view of the underlying
(TaN \‘\«'\. 3<P

path for non-North Sea taxes)has not significantly. The revisions

to the VAT and tobacco duty forecasts for -8T7 carry through to 1987-88,

O
but are broadly offsetting. For North Sea revenues, however, we have revised

down the January forecast by £0.3 billion as a result of the lower oil price

assumption. @

iih s Among the non-tax items which count towards centra ent. receipts,
the main change since January has been a reduction of &£ ion in the
projected trading deficit of ECGD, as a result of recent de on the
refinancing of Nigerian debt. This scores as an increase in er ntral

government receipts.

BUDGEY SECRET NOT TO BE COPIED
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\L, Table $ shows the January and latest forecasts of the LABR, together

il recorded data for earlier years. The forecasts of the LABR in 1986-87
@ revised down by £0.2 billion since January as in the latest monthly
not%\e forecast for 1987-88 has been revised down by only £0.1 billion
however because rate increases now look likely to be slightly lower than assumed

in January and the estimate of current expenditure has increased a little.

Table § : The TARR - %
1981-8 @2—83 1983-8k4 1984-85 1985-86 1986-87 1987-88
January Forecast -0.2 i B 2.4 3.7 £:d 1.9
1.8

Latest 0.9

. The forecast of the LABR in 1986-8T7 takes into account the outturn so
far, but is heavily influenced by the historical record of the level of
borrowing in the last two months of; inancial year, and a recent DOE survey
of the authorities' borrowing intentdo in the 1last quarter of the year,

the first results of which have become <%va' able since the January Forecast

was completed. The forecast also prodt a complete picture of local
authorities' income and expenditure accounts a&a cross—check., This cross—-check
has severe limitations however as latest data for 1986-87 covers the first
half of the financial year only and is not comprehensive. For example, there
nditure in 1986-87

@ hed by the CSO

are based on the authorities' budgets, not on informatio

are no outturn data yet on the authorities' curren

- the quarterly figures for the first half of the yea

actually undertaken.

\&  Table b sets out the past experience of borrowing in February and

March and the forecast for the same two months this year,

BUDGETSEGRET | NOT TO BE COPIED
BUDGET LIST ONLY :
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Table b

: LABR in February and March - £ billion

1982 1983 1984 1985 1986 Average 1987
1982-86 Forecast

Cash g@ 0.6 1.3 1.2 1.5 1.2 ol 1.5

1987 prices 8 1S 153 1.6 1.8 343 145

‘4, The forec for LA borrowing in February and March is slightly higher,
though not b than the average for previous years because - faut de
mieux - we have @a good deal of weight to the DOE Borrowing Survey.
This survey has a verpredicted borrowing, but table 7 shows that an
allowance is made in ecast for the average bias. If the error this
year were higher than awvera for example at the top of the range of past

errors - the LABR in 1986-87 as a whole would be £0.2 billion lower than the

current forecast ie. £0.7 billion rather than £0.9 billion.

Table 7 : DOE Borrowing Intention@y - £ billion

i,
1983 Q1 1984 Q1 1985 @1( 1986 Q1 Average 1987 Q1

1983-86

Survey 1.8 1.6 1.5 <>@.O 1% 2.3

Outturn 150 1l 1.2 01.3 5 W, 1.6%

-0.7 -0.5 -0.3 -0.7 -0.5 -0.5%

*¥ Forecasts @

10 The forecast of the LABR in 1987-88 is based lar @a projection

6 or. Table

of the detailed income and expenditure accounts for the

& sets out the main elements of the authorities' accounts national
income accounting concepts. gi

BUDGET-SEERET NOT TO BE COPIED
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Local Authoriti frowing — £ billion (% changes

in brackets)
1985-86 1986-87 1987-88
Outturn Budget Iatest Iatest
@ Forecast Forecast Forecast
1. Rates 13.8 L 6T) 15.6: (13.8) ¥5.5 £12.8) 6.7 . ATS5)
2. Current ggx S0V LAy B 18,07 2t e, a0 )
3. Other current income 5.6 ( 5.7) 00 I 5 5. 2 5Bk +350) Si 9 7(1,9)
4. Current expenditure 38:2" ( k.9) 4.6 ( 7.6) 41,3 (' 8:1) 45.0 (9.0)

5, GDFCF @’4.0 (10.1) 306" 14,1 3.7 (-6.5) 380030

6. Capital grants (net b -0.2 -0.3 -0.3
and net lending
@
PAN

e <i0ther (01 =-0.2 -0.1

D)
8. LABR iy, 1.6 0.9 1.8
(=1-2-3+L+5+6+T)
V%y the

A o Tabler & dllustes LABR is forecast to rise in 1987-88.
Gross current expenditure is forecast to rise at about 9 per cent per annum,
a little faster than in 1986-87’but rate income is projected to increase much

less than in 1986-8T7. Together with @rise in capital spending this pattern
ow

makes an increase in the LABR on th 86-87 outcome very likely indeed.

o

The rest of this section examines the fo wing key components in turn:
(@)
o rates
(1) o
(ii) current expenditure and balances

(iii) GDFCF and other capital

3>) . The basis of the rates forecast for 1987-88 has cha ince the January

Forecast. In the January Forecast the forecast was 1la etermined by
the projections of current expenditure and grant on the one
changes in rate fund balances on the other. While the rates

influenced by anecdotal evidence on 1likely rate increases there wa firm

information on these. In the recent past the DOE has begun to receive

BUDGET SEERET NOT TO BE COPIED
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information from BHQQ EIIH!T*I'ﬁT ONLY ed rate increases. Most of

he information for England is from the shire counties, with little or nothing

om the metropolitan authorities. The average increase for England, based
relatively small sample, is T to 8 per cent. The available figures for
d Scotland are higher than this. Nevertheless LG advise that, because
sh metropolitan authorities and district councils are expected on
average to agree lower rates increases than those for the counties (in part
because a substantial proportion are rate capped), an average 1increase of
T-to«8 per or the UK as a whole is the current best estimate. This
is slightly 1lo n in the January Forecast, and other things equal, would

increase the LABR £ billion.

Table 49 : Rate Inconeé@nge

1985-86 1986-8T : 1987-88
January Iatest
Forecast
B5 T 125 8.2 T
o
2. About three quarters of current <>nditure is on wages and salaries.
The basis of the forecast is an assumpti at local authority employees

receive earnings increases in line with the pr@vate sector, with the exception
of the teachers who are assumed to receive increases in line with the Baker
proposals. Table W shows the forecast for average earnings. The 1985-86
increase for local authorities was artificially low e of the timing

of the interim award to teachers.

Table 10 : Average Earnings — % change @

1985-86 1986-87 1987-88
Local authorities 340 9.8 9.6
Pri s N T ey, e e .
i BUDGET SECRET |">NOT TO BE COPIED
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cent a year (fu.ll cIme—equrvaTrents/s This—is—ih line with recent trends in

986-8T.

Current estimates suggest little change in rate fund balances in 1986-8T7,
when\Vrate increases were relatively high, but the authorities are expected
to rufi rate fund balances and special Fovads down in 1987-88, when rate
increases are relatively low. The latest forecast of current expenditure,
grant and rates implies a reduction in rate fund balances of about £ billion
(GB). DOE c such a reduction plausible. Reductions in balances score

as an increase owing: a larger assumed reduction would imply a higher

forecast LABR. @

3L . The forecast of c I\spending is summarised in table 14. The forecast
of net capital spending (ro as been reduced a little since January because
there are indications that recent capital receipts have been higher than

assumed.

Table \ : Local Authority Capital E“: nditure* - £ billion

o
1985-86 </ 1986-8T 1987-88

Jé@ Latest January Iatest

For <§.st Forecast
i GDFCF 4.0 3.6 Byl 3.9 3.8
of which: council house sales (-1.3) (-1.3) (-1.4) (-1.4) (-1.5)
other (5.3) (4.9) {5.1) {5:33 {5+3)

L

2. Net lending -0. =0.3 —8§§SS> -0.2 -0.L
3. Capital grants 0.7 0.6 o.<g?3§§>o.9 0.8

R
4. Total capital (net) 4.3 3.9 3.8 L 4.2
(=1+2+3) <:>
5. 1987 PEWP provision for total - - - b2
capital (net)
6. Overspend on PEWP - - - 0.3 C; 0.0

(=4-5)

* national accounts definitio']'g BUDGET SECRET NOT TO BE COPIED
BUDGET HS? ONLY ~
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N
Tabls

1+, Table \» summarises the forecast of public corporations' borrowing
: The PCBR — £ billion
1980-81 1981-82 1982-83 1983-84 1984-85 1985-86  1986-8T 1987-88

Jan Iatest Jan ILatest
F'st F'st

Actual/Forec 5%1.5 235 1.5 - 0.4 2 0.0 =130 it TR0 8 o =0..9

Actual/Forecast 1.6 2.0 1.9 0.9 0.4 =03 -0.4 -0.6 -0.8 -0.9
Ad justed for

privatisation

and Coal Strike

Table

13

&y

An increase in @R in 1987-88 compared with 1986-87 is not surprising

given the privati i f British Gas. Adjusting for this a further fall

in borrowing in 1987-8 ecast. The downward revision to the PCBR forecast
for 1987-88 since the ua/\Forecast is smaller than that for 1986-8T for
two reasons. First it now looks as if some industries will see their agreed
nominal price increases reduced in real terms by higher inflation and secondly

the ‘oe.;\e—(:\\' of net trade credit receipts %o ¥we €L IR (A \G\Q\m-d’ﬁkﬁ e
\,o,\ov-\> (4 -\n\\'\\ke_\«ﬁ XAl s bee @@ &,

e
1+ ¢, Cumulative borrowing by public C&JI‘ tiqns to the end of January was
nearly £1 billion Dbelow both the Budgefile and borrowing in the
corresponding period of 1986. Table (3 be%ow shows which industries have
contributed to the lower borrowing in 1986-87 compared with 1985-86.

: Public Corporations Borrowing April to December 1986 less borrowing in April
to December 1985

British Coal +
British Gas s

05
0.4
British Steel =03
Electricity - 0.6
Others +. 0,1 ;:

Total PCER - 0.7
BUDGET_SFCRET NOT TO BE COPIED
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e main reasons for the changes appear to be:

itish Coal - a lower coal price, following the fall in oil prices;

itish Gas - a large change in their net trade credit position;
Steel - a rise in profit margins following favourable exchange rate

movements — assisted by falls in raw material costs;

Electricity - the end of post-coal strike re-stocking and lower input cost.

ra ., None of e factors imply that there would be a further fall in
borrowing in == but by the same token with the exception of British
Gas, none of th S d reverse, suggesting that the lower 1986 level of

borrowing could b ' ained. The privatisation of British Gas, where

borrowing has been negatives might be expected to increase the PCBR however.

39. All of the factors mentioned in paragraph >»€ could have been anticipated

by the Budget Forecast, apart from British Gas's trade credit receipts.

Unfortunately the available data on 198 : 8'( is not yet sufficient for a proper

analysis of why the Budget Forecast o Q e”PCBR now appears too high. A feature
of the Budget Forecast for Public cor0 tions, however, was the allocation
of £ billion of the Reserve to nationalised> @ry external finance, compared

erve.

&

with an estimated outturn of zero claim on th

3\, Our current forecast for 1987-88 by contrast is for an EFL outturn broadly
in line with provision in the 1987 PEWP, as shown @ble & .. _This 'is

coincidence however as the forecast is built up large endently of the

expenditure plans through an assessment of the industries g prospects,
given the economic prospects generally, and assumptions about i spending.

T SECRET NOT TO BE COPIED
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2 1987-88
</ 1987 Latest
PEWP Forecast

i [ 0.5 0xT 077
2, sidies 2.+.0 1.9 149
3. Borrowin %G 0.2 -0.4 -0.5
4, Market and Overseas Borrowing -1.7 -0.8 -0.7
5. OPC Borrowing 0.2 N/A 0.2
6. PCBR -1.3 N/A -0.9

(=3+4+5) @
@

3y, The forecast blic corporations' trading surpluses is influenced
by a number of factor%st important of which are:

(1) their output
(ii) costs and prices
(iii) productivity increases

A,

a0

Coal output is on a trend decline an ritish Rail is not likely to experience
much, if any growth. The other major dustries should benefit however from
the steadily growing economy. Average g in public corporations are
assumed to rise in line with those in the (private sector. The industries
in aggregate are assumed to achieve further productivity gains in 1987-88
but somewhat smaller than in 1986-87. Table ({ below shows the price

increases assumed in the forecast. In aggregate real@ falls in 1987-88

are a little larger than those in 1986-87. @
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Nationalised Industry Prices in Real Terms* — %

1985-86 1986-8T 1987-88
-2 - 3% - b
— 2 -2 -5
Coal
= Industrial + 6 - - b
- Domestic - 1% -1 -2
Water + 5% %55 + %
British Rail (Passenger) +% + 3 +1
Average, all NIs <§§S§2§§> = 71 =2 =53
Al
Memo: GDP Deflator @ + 6 + 3 + L
Retail price index + 6 3 % 5

¥ Relative to the GDP deflator, e
which are relative to the retail pricerindex.

33. The net result of these assumptions about prices, output etc for the
nationalised industries gross trading surpluses (GTS) is shown in table b .
Adjusted for privatisation the GTS ‘{5 ecast to be higher in 1987-88 than

1986-87 but the same as a proportion of @DP;;>

o
Table |b : Nationalised Industries' Gross Trading Surp(;i22>— £ billion

C>19811-85 1985-86 1986-87 1987-88

1980-81 1981-82 1982-83 1983-8L

Gross trading surplus 4.6 6.3 Tl 6.7 2.9 6.2 4.9 k.7

Gross trading surplus
adjusted for privatis—
ation and coal strike LT Fe2 2.6 2.k 2.l 4.1 LT
(% of money GDP) (0.7) (1.2) (el ) (0.8) (0.7) (1.1} ¢ A1el)

Jw The other major factor which will affect borrowing is cap':s::

Table \77 gives the figures in the forecast and compares them with %
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A7 : Nationalised IndustFjep[Capital|Spending\H #/billion

( 1985-86 1986-87 1987-88
N
198T.

Bl Bl 4.3

Forecas@ 5.4 W) 4.2

Forecast, for

privatisat L.h L4 4.2
(Ooo) (—308)

(% change)
¥ fixed assets plus other capital expenditure
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<§§2> For its part the Government will continue to pursue sound and
dent financial management. The framework for that policy will

c to be the Medium Term Financial Strategy, as it has been
sin . It is designed to bring inflation down further over a
perio f¥years and ultimately to achieve price stability.

2 & The MTFS has provided a durable framework in which monetary
policy has been pursued with steady persistence and a clear sense
of direction.géﬁ?)has proved adaptable to changing circumstances

both at hom beyond our shores. Above all it has proved a
success. We sh ild on this success.

3. rlonetary condi

5) will be. set so as t~ maintain the gradual
rediuciion 1n money

<?\over the medium term. In the short run
there will be fluctuat oq;ééSF it is the medium term trend which
is important. Experieneée “over the past seven years shows that

this policy will deliver a combination of low inflation and steady

growth.

-,

4, The achievement of a d%§i§§3ng path for money GDP growth

requires firm monetary policies orted by low public sector
borrowing. Our commitment to ant flationary monctary policies
is demonstrated by the declining pat opo o 1991 for ‘.growth ‘of

money supply as measured by MO.

Sis Short-term interest rates rcmain the essential instrument of
monetary policy. Changes in interest rates are made 1in response
to changes in monetary conditions. In turn monetary conditions
are assessed in the light of movements in narro%3§S§>broad money,

and the behaviour of other financial indicators,\i ticular the

exchange rate. There is no mechanical formula fo

factors into account; a balance must be struck.

6% For narrow money the target range for
2+6 per cent - exactly as indicated in last year's MTFS. §>

N
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¥
e . There is no target for broad money this year. Rapid changes
<j>' financial markets associated with wholly desirable

n
nstitutional changes have affected monetary indicators throughout
orld. The interpretation of particular monetary conditions
h ecome very difficult. In the United States, M1 has been put
tem99§§§aly into cold storage. In this country rapid £€M3 growth
has proved consistent with monetary conditions which have
demonstrably brought about lower inflation. It is too uncertain a
measure to use for target purposes, as was vividly demonstrated by
the Govern f the Bank of England in his Loughborough speech.
We shall e to make judgements about broad money in
assessing monet conditions. But I have selected a more
reliable guide ﬂgéfi%- monetary target.

/

B TH; exchanye r;-t will continue to play a significant part in
monetary condition thus in decisions about short-term
interest rates. The ragé§%>agreement by the 6 major industrial
nations to reduce existing imbalances and co-operate to foster the
stability of exchange rates will reduce uncertainty. Et" ig

entirely consistent with our medium-term objectives and has been

widely welcomed.
.. D

0(
PUBLIC SECTOR BORROWING

9 An important component of the success of the MTFS has beccn

the reduction in the level of public sector borrowing.

10. Last year the Budget arithmetic was dominéted by the sudden
collapse of our oil revenues, which have falle From £11 T/2
billion in 1985-86 to an estimated £4 1/2 billi in 1986-87. I

introduced a cautious Budget which nevertheless lefit some room

to reduce taxes. The PSBR was expected to be around hllion in

the current financial year.

11. In spite of lower oil revenues it now appears that qgé§>>SBR

this year will, for the second year in succession, be lower than

T SECRET NOT T E PIED
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‘e Budget estima

C&. We now estimate that this year's PSBR will

¥
L}

e £5 billion, or about 1 1/4 per cent of GDP. If privatisation
<j§ oceeds are added back, it is still lower as a share of GDP than

éégiyy year since 1969-70.
L2

last year, this successful outcome is due to two factors.
Firs lic expenditure has been held within the planning total
and continues to fall as a proportion of GDP. The second factor
has been a marked surge in non-oil revenues. This 1is not the
result of a short-lived boom; the economy has performed in line
with our proj ions. It 1is the consequence of higher than
expected efézgggisg tax rates for a given 1level of economic

activity.

13. This means t: PSBR this year, as _a proportion of GDP,

is about une quart-' he level—we inherited in 1978-79. There
have been two marked ps(\downwards. The first step brought the

PSBR from 5 1/4 per ce to around 3 per cent in 1981-82. The
second step brought it down from 3 per cent to 1 1/4 per cent in
1985-86.

14. Last vyear's MTFS indicated 4-PSBR for 1987-88 of £7 billion.
There is a sensible presumption {h I stick to the pre-announced
figure. But given the outturn fo his year and the buoyancy of

revenues projected for next year I ve decided to aim to make

faster progress towards the desiredc> vel for the PSBR. [I am
not sure whether it is intended to me n the figure here or
laterl. <

15. North Sea revenues are forecast at about £5 billion, the same
level as in 1986-87. In the light of the uncer

0il prices I have stuck to the assumption made

y surrounding

ear that oil
prices will average $15 dollars a barrel. The p from the
privatisation programme are expected to be £5 bil

(Ei?ips set out
in the Autumn Statement.

16. This is a cautious and prudent policy. Unfortundt =
will not allow room for the substantial reduction in taxa to
BUDGET SECRET NOT TO BE COPIED
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<giibh1ch this Government attaches such importance. That, . ks

egkettable, but necessary, for we are determined, as we have been

e past eight years, to take no risks with inflation, and no
C§§$;h our management of the public finances.

17. Even so I will be able to announce some reductions in
taxation. It is a measure of the soundness of our policies that
at the same time we shall be able to maintain public borrowing at
unequlvocal w levels despite the sizeable additions we have
made to th of public expenditure, and despite the slashing

of our.oil re

%

@
%
D
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Financial Secretary
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g ( Sir P Middleton
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7 é . Mr Culpin
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THE R;‘é'ﬁg IN 1987-88 7~ WJ‘J/ = { haSe v s Ap~\ A
S vt M}s ,\“r}f”qtu‘

Mr Allan's minute to Mr Mowl of February 11 (copy attached) asked for an .

urgent update of the prospects for sector finances in 1987-88 and
beyond in the light of the recent mon vy igures on borrowing. The
attached paper by Colin Mowl and mgg>provides this reassessment for

1987-88. 0@

2. By this stage of the budget preparations @ur projections of public
finances are, as Lhe note explains, on a post-budget basis. The
forecast for the PSBR in 1987-88 will of course vary with any changes to
the assumed package. Because we have produced this update quickly and

because new information on the outturn for 1986-87 a prospects for
of the FSBR

t to make

1987-88 will become available between now and the com
we and the tax forecasters in the revenue departments
further changes to the underlying forecast in the next f

3. We have included in the attached note a detailed account giS@hg most
up to date forecast for the PSBR in 1986-87. Our latest estima w@%§>>for
a PSBR of £4.3b. This is identical to the forecast in Colin Mo S note
to you of February 13 covering the draft monthly note on the PSBR. We
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likely to make some further changes to our forecast for 1986-87 in

in:Q ight of the CGBR(0) figures for February which we will get on

2 Our current estimate of the PSBR in 1987-88 is just under

suming the package in the score card for vyour February 16

As you will see from the attached note we have re-examined in

the prospects for borrowing by local authorities and public

corporati It goes without saying that predictions of behaviour in

these areas have very wide error margins around them.

4. When we have your reactions to the updated projections it will be
necessary to cz§§§§fr how you want to present the fiscal prospect for

1986-87 and 1987 the FSBR. The decisions you take will affect the
figures and text<§§§$§rts 1, 3 and 6 of the FSBR. (Messrs 0Odling-Smee
and Riley will let @if%}e a further submission in due course on the
presentation 1in part

he FSBR of the fiscal numbers for the later
years.)

5. You have indicated that ¥g§>@ould like to publish an estimate of the
PSBR in 1986-87 if anything a 1little above our central view of the
likely outturn. Similarly you have indicated a desire to choose a
forecast PSBR for 1987-88 - after taking account both of any changes to

the package and the figure published or 1986-87 - that allows some
margin for safety. We will prepe numbers for the FSBR - and in
particular the text for part 6 - in th@/kgaht of your decisions on what
PSBR numbers to show. <<;

o
O fi
P N SEDGWICK

@
%
D
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A C S ALLAN

11 February 1987

cc Sir P Middleton

Sir T Burns

Mr Cassell

Mr Peretz

Mz gedgwicky

Mr Scholar

Mr Ritchie

Mr Devereux

Dr Clark

PSBR IN JANUARYEiéi§S>

The Chancellor was ul for your note of 10 February. In the
light of the January ures, he would like an urgent revision of
the outlook for 1987- <§(2§§>thereafter). There must be a strong
presumption that the current Budget package would produce a lower
PSBR than that at present projected, and he might well wish to show

this.

&
o chr

er”’/———T

A C S ALLAN

@
%
D
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THE PSER IN 198T7-88

\@//\mmonucﬂon

paper re-assesses the prospects for public finances in 1987-88 in the

;‘{\ the most recent developments.

2% The forecast reported here differs from the January forecast in that
it is on a post-budget basis. The most recent forecasts for taxes provided
by Inland Re and Customs and Excise incorporate both any changes in the
underlying judg tsyon yields and the assumed effects of the budget package.

The package use @ is that described in the fifth budget scorecard

(Ms Sinclair's minut ebruary 12: this hardly differs from the sixth
corecard, circulated b olar on February 19). The projections of future
ronJﬁ"W "mj

output, incomes, etc on the estimates for public finances are based
have barely changed since the January forecast. The submission on the Draft
Industry Act forecast, which we will send you on Tuesday February 24, will

discuss the small changes in the e@c prospect that the most recent data

S 2
3 The rest of this paper is arranged aso:

o

Section I summarises the latest forecast and compares it with the

and developments suggest.

January exercise and the 1986 FSER

Section II discusses CG revenues, expenditure and ing
Section IIT deals with LA's borrowing %
Section IV deals with PC's borrowing @%

T NOT TO BE COPIED
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.<<:§§!' I PSER PROSPECTS:

\/O . Table 1 summarises the latest data and forecasts for 1986-8T

B -

CCGER(

PSBR in 1986-87 - £ billion

0) LABR

PCBR PSBR

Budget Jan ILatest Budget Jan Iatest
F'st F'st

4.0 2.0 <§§§3>
M h@l.

The

April
to
January

1986-8T

"news"

Budget Jan Latest Budget Jan ILatest
F'st F'st

-0.2 -0.6 -1.1 4,2 0 S 5 1 )

-0.6 -1.1 -1.3 Tl Bl s

on the local authorities and

borrowing to end-January by these two sectors

below the cumulative budget profiles for the

first ten months of 1986-8T7 and £% billion lower than in the January Forecast.

Over half of the net undershoot on the prediction in the January forecast

was the result of downward revisions to the TABR and PCBR

rather than an overestimate of bor
outturn for the CGBR(0) to Januar as slightly higher than forecast,

for other reasons the forecast CGF&R(OS>
down by £% billion since January. Thi
in the draft monthly note on the PSBR,

(T
which includedL-'new forecast of the PSBER in 1

5.

Table 2: PSBR and Fiscal Adjustment — £ billion

Fiscal Adjustment

in earlier monthgo
The cumulative
but

in January itself.

the year as a whole has been revised

revision to the CGBR(0O) was reported

oi

PSER

ed by Mr Mowl on 13 February,
T of £4.3 billion.

Table 2 compares the PSBR forecast for 1987-88 with the January forecast.

@in PSBR Prospect*

Iatest January

Forecast

January
Forecast

2.9

1986-8T7
1987-88

5.2
4.3

<
D

Latest

4.3
3.4

Je :
¥ equals for 198T7-88 the assumed change in PSBR less any change in the fiscal adjustment

NOT TO BE COPIED
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6. The first year BUEGWE‘!WQ)NL anl indexed base) of the package

assumed in the latest forecast is £2.1b. The effect of the cut in the basic

\/@rate is itself £2.1b. A number of small measures together offset the extra

@nue from the VAT partial exemption measure.

2:@ January forecast assumed cuts in income tax (achieved by raising
allowances rather than cutting the basic rate) with a first year PSBR effect

of £2.9b.

B Taking @ t of the difference in the assumption on the fiscal
adjustment plus e¥’ changes in the forecast, the PSBR forecast for 198T7-88

comes out at Jjust de 3% billion. Table 3 shows that most of this revision

occurs on central gove t own account borrowing. The main contributions

to the reduction of £0. in the CGBR(0) are:

0.8 smaller fiscal adjustment allocaated to tax cuts than in the

January forecast.

= 0.5 belter ECGD trading performanse due to refinancing of >
Nigerian debt. 4 }WT/%
+ 0.3 lower North Sea Revenues math eflecting a/lower oil price m X(/S-7
e
+ 0.2 changes in other receipts 0@

£0.8b. S

9. The forecast of the LABR has been revised down slightly, in line with
the revision to 1986-8T7, mainly the result of revi@ew on LA capital

receipts, in part offset by a lower assumed increase ir@tes. There is

> o
a very modest reduction in the PCBR in the light of a cl&@ view of the

trading surpluses PC's are likely to achieve with the econoz@ning alb 3

per cent or thereabouts.

_3_
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Table 3: Sectoral Components of PSBR in 1986—-87 and 1987-88 - £ billion

CGBR(0) LABR PCER
January Latest January Latest January Latest
1986-87 @ 2 L7 Lol 0.9 g ! o
1987-88 %2 2.4 1.9 1.8 -0.8 -0.9

10. Table 3 shows that even with the modest downward adjustments to the
LABR and PCBR in 1987-88 the central expectation, as in the January forecast,
is that both BR and PCBR are likely to rise in 1987-88, after falling
in the two pre ars, 1985-86 and 1986-8T7. The rise in the LABR is mainly

due to a smalle @tes increase in 1987-88 than in 1986-87, with little

change in the growt penditure. The rise in the PCBR primarily reflects

the privatisation of Br s (ie its transfer from the PC sector). Adjusted
for privatisation the PCER orecast to fall in 1987-88. Sections III and
IV of this note consider in more detail the plausibility of this aspect of

the forecast. The next section reviews the forecast of the CGBR(0).

II CGBR(0) @

O(
11. Table L compares the latest and Jai recasts of the CGBR(O). The
downward revision since January to the for éa.st for 1986-87 is mainly due
to a reduction in supply expenditure. There is also a small upward revision

to Customs & Excise taxes. The reduction for 1987-88 is mainly the result

of the £% billion difference in the assumed Budget packa@

Table 4: CGBR(0O) £billion

1985-86 1986-87 @ 1987-88
January Forecast 4.1 5.2 665 3.2

ILatest b b7 2.4

I ) Gl = r~
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@2. Little new information has emerged on central government expenditure.

rospect for 1987-88 remains much the same as envisaged in the January

t.

Central Government Revenues

135 Total.c al government taxes and royalties in 1986-87 are now forecast

at £104.2 bil changed from the January forecast. An upward revision

of £350 million

W ‘:’%, evidence now emergl
take ‘?&f’ )
%% " is largely offset by

g
\ Qf)\ in the light of the mo /p&p‘b information on the inflow of tax receipts.
g

forecast of tobacco duty receipts, reflecting the

@ much greater than expected pre-Budget forestalling,
0N
ward revision of £300 million to VAT receipts,

-~

el
\%\A &+ \f\w On Customs and Excise advice, we are now attributing rather more of higher
w

‘3‘\ than forecast VAT receipts to a once-for-all effect from Keith changes than
we did earlier. O
1k, As compared with the JanuaryO ecast, our view of the underlying
N\ \°\31-3?

path for non-North Sea taxes’\has not cﬁh@significantly. The revisions

to the VAT and tobacco duty forecasts for -87 carry through to 1987-88,

o

but are broadly offsetting. For North Sea revenues, however, we have revised

down the January forecast by £0.3 billion as a result of the lower oil price

Sy assumption. @
5o ARG Ll
155 Among the non-tax items which count towards centra@ ent receipts,
the main change since January has been a reduction of S%on in the
projected trading deficit of ECGD, as a result of recent dc @on Lhe
refinancing of Nigerian debt. This scores as an increase in other ntral

government receipts.
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III LOCAL AUTHORITY BORROWING

@ \L, Table S shows the January and latest forecasts of the LABR, together

recorded data for earlier years. The forecasts of the LABR in 1986-8T
%revised down by £0.2 billion since January as in the latest monthly
not®&~ The forecast for 1987-88 has been revised down by only £0.1 billion
however because rate increases now look likely to be slightly lower than assumed

in January and the estimate of current expenditure has increased a little.

R

Table § : The LABR - £ i

1981-82 @2-83 1983-8k4 1984-85 1985-86 1986-87 1987-88

1.2 2.4 1.7 1.1 1.9

3

. The forecast of the LABR in 1986-8T7 takes into account the outturn so

far, but 1is heavily influenced hy t historical record of the level of

D

borrowing in the last two months of ‘@Qf nancial year, and a recent DOE survey
of the authorities' Dborrowing intent@opr& in the last quarter of the year,

the first results of which have become\availsble since the January Forecast

was completed. The forecast also prod

o

authorities' income and expenditure accounts as”a cross—-check. This cross—check

has severe limitations however as latest data for 1986-87 covers the first
half of the financial year only and is not comprehensive For example, there
are no outturn data yet on the authorities' current\\e iture in 1986-8T7
- the quarterly figures for the first half of the year ued by the CSO

are based on the authorities' budgets, not on information\‘about\ expenditure

actually undertaken. @
éry and

&, Table b sets out the past experience of borrowing in Fe

March and the forecast for the same two months this year,
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Table G : LABR in February and March - £ billion

O 1982 1983 1984 1985 1986 Average 1987

Cash

1.3 1.2 15 2 ida. 155

@ 1982-86 Forecast
@ 0.6

1987 prices %8 1.5 1.3 1.6 12 1.3 1.5

for LA borrowing in February and March is slightly higher,

though not b than the average for previous yecars because - laut de
mieux - we have q a good deal of weight to the DOE Borrowing Survey.
This survey has alway averpredicted borrowing, but table 7 shows that an

allowance is made in i&s‘ ecast for the average bias. If the error this
year were higher than awera for example at the top of the range of past
errors — the LABR in 1986-87 as a whole would be £0.2 billion lower than the

current forecast ie. £0.7 billion rather than £0.9 billion.

Table 7 : DOE Borrowing Intention@ey - £ billion

\Jﬁ
1983 Q1 1984 Q1 1985 1986 Q1 Average 1987 Q1
1983-86

<o
1. Survey 1.8 1.6 8 iy @.O T 2oy
2. Outturn (e 31 1.2 o 1.3 1.2 1.6%
3. Error -0.7 -0.5 -0.3 -0.7 -0.5 -0.5%

(2-1)

¥ Forecasts @

10 . The forecast of the LABR in 1987-88 is based largsl. a projection

of the detailed income and expenditure accounts for the 6 or. Table
s n

¥ sets out the main elements of the authorities' account

ational
income accounting concepts. <§;§§>

BUDGET-SEGRET NOT TO BE COPIED
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Local Authorities Income Expenditure and Borrowing — £ billion (% changes

in brackets)

1985-86 1986-87 1987-88
Outturn Budget Latest Latest
Forecast Forecast Forecast
Rates <3§§§§> 1380 6.7 15.6. : [13:8) 15.5 - (S 16.T @5
Current grg% 20T LBl o EESS al )RR St UL B Tkl (156)
Other current income S o N 8, & Gobe (0 BHT) 5830 5 Liled )
Current expenditure 38.2 ( 4.9) 406 [, "Ti6) hi.3." (SEEE) 45.0 (9.0)
GDFCF @h.o (10.1) 3+6. (L) 3.7 (-6.5) 3.8 (3.0}
Capital grants (net) L4 -0.2 -0.3 -0.3
and net lending
Other @ Ok -0.2 =0.1
23
LABR 1.7&j 1.6 0.9 1.8

(=1-2-3+L4+5+6+T)

Y\. Table

& illustrategggsg&' the LABR is forecast to rise in 1987-88.

Gross current expenditure is forecast to rise at about 9 per cent per annum,

a little faster than in 1986—87,but rate income is projected to increase much

less than in 1986-8T.

rise in capital spending this pattern

Together with
makes an increase in the LABR on the Oﬁ<§986—87 outcome very likely indeed.

The rest of this section examines the fol

(1)

(11)

rates

current expenditure and balances

(iii) GDFCF and other capital

3. The basis of the rates forecast for 1987-88 has chaq%i?igince the January

Forecast. In the January Forecast the forecast was largééiii%etermined by

wing key components in turn:

©

o

the projections of current expenditure and grant. on the one 1-4’@: likely

changes in rate fund balances on the other.

While the rates<Z£0 t was
influenced by anecdotal evidence on likely rate increases there wa ovfirm

information on these.

e s

by

DGET SECRET

BUDGET LIST ONLY

In the recent past the DOE has begun to receive

NOT TO BE COPIED



BUDGET SECRET
BUDGET LIST ONLY

BUDGET SECRET
BUDGET LIST ONLY

NOT TO BE CO‘ED :

NOT TO BE COPIED



NOT TO BE COPIED

ed rate increases. Most of

om the metropolitan authorities. The average increase for England, based
@: relatively small sample, is 7 to 8 per cent. The available figures for

@v Scotland are higher than this. Nevertheless LG advise that, because
the sh metropolitan authorities and district councils are expected on
average to agree lower rates increases than those for the counties (in part

because a substantial proportion are rate capped), an average increase of

7 to 8 per or the UK as a whole is the current best estimate. This
is slightly 1lo in the January Forecast, and other things equal, would
increase the LABR £0 billion.
Table 4 : Rate Incmé@l%p

1985-86 1986-87 : 1987-88

January Iatest
Forecast

6.7 12.5 8.2 s

O

2. About thfee quarters of current %end ure 1s on wages and salaries.
The basis of the forecast is an assumpti t local authority employees
receive earnings increases in line with the pl@vate sector, with the exccption
of the teachers who are assumed to receive increases in line with the Baker
proposals. Table W0 shows the forecast for average earnings. The 1985-86
increase for local authorities was artificially low e of the timing

of the interim award to teachers.

Table !0 : Average Farnings - % change @i

1985-86 1986-8T7 198T7-88
Local authorities 3.0 9.8 9.6
THREE eecher BUDGET SECRET [*3NOT TO BE COBIED
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1¥. The forecast |has BURMDE T SELRBEL - thom@-lém-ggylﬁgz QQEIE@
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cent a year (full line with recent trends in

@986-87 .

Current estimates suggest little change in rate fund balances in 1986-8T7,
W rate increases were relatively high, but the authorities are expected
to &te fund balances and special %Yoadgs down in 1987-88, when rate
increases are relatively low. The latest forecast of current expenditure,
grant and rates implies a reduction in rate fund balances of about £5 billion

(GB). DOE co@ such a reduction plausible. Reductions in balances score

as an increase 4 owing: a larger assumed reduction would imply a higher
forecast LABR. @

2L . The forecast of c pending is summarised in table 11. The forecast
of net capital spending (ro s been reduced a little since January because

there are indications that recent capital receipts have been higher than

assumed.

Table (| : Local Authority Capital @;ﬁt\m‘e* - £ billion

o
1985-86 </ 1986-8T 1987-88
J d%gy’ Latest January ILatest
For <g.st Forecast

L.0 3.6 P 3.9 3.8
which: council house sales (-1.3) (-1.3) (-1.4)  (-1.k4) (-1.5)
other (5.3) (4.9) {5.1) (5:3) (5.3)

N

2. Net lending -0.4 =08 —8§§§S> -0.2 =0,
3. Capital grants 0.7 0.6 05 //<§S§p.9 0.8

D
L. Total capital (net) 4.3 3.9 3.8 @3’4 L.2
(=1+2+3)
5. 1987 PEWP provision for total - - - 4.2

capital (net)

6. Overspend on PEWP - - - 0.3 %0.0

(=k-5)

* national accounts definitions BUD
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1+, Table (3 summarises the forecast of public corporations' borrowing

Tabls @ : The PCBR - £ billion
@ 1980-81 1981-82 1982-83 1983-84 1984-85 1985-86 1986-8T7 1987-88

Jan Latest Jan Iatest
F'st F'st

Actual/Forec 5%1.5 2.5 1.8 s 0k 1.2 Q0 = =gl PICR. " =008 0.0

Actual/Forecast 1.6 2.0 1.9 0.9 0.4 -0.3 -0.4 -0.6 -0.8 -0.9
Ad justed for

privatisation

and Coal Strike

Table

3

An increase in@ R in 1987-88 compared with 1986-87 is not surprising
given the privati@ f British Gas. Adjusting for this a further fall
in borrowing in 1987-8 ecast. The downward revision to the PCBR forecast
for 1987-88 since the %orecast is smaller than that for 1986-87 for
two reasons. First it now looks as if some industries will see their agreed

nominal price increases reduced in real terms by higher inflation and secondly

the ‘oe.‘\e-{-\‘c of net trade credit receipts ko Wwe CC IR (A \G\—\?\a-d’ﬁ(xae.

\DQ,\Ov-‘> \.4 '\n\\‘\\ke_\\:) cal Sas T 6\ &c

0.

1+ ¢, Cumulative borrowing by public c&gr ions to the end of January was
nearly £1 billion below both the Budgefile and borrowing in the
corresponding period of 1986. Table (3 be<_|>.ow shows which industries have
contributed to the lower borrowing in 1986-8T compared with 1985-86.

: Public Corporations Borrowing April to December 1986 less borrowing in April

to December 1985 w

British Coal +
British Gas =

0.5
0.4
British Steel =H003
Electricity - 0.6
Others - e 615 §:

Total PCBR —= 0] 7f
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The main reasons for the changes appear to be:
N
@itish Coal - a lower coal price, following the fall in oil prices;

itish Gas - a large change in their net trade credit position;
@Steel - a rise in profit margins following favourable exchange rate
% movements - assisted by falls in raw material costs;
Electricity - the end of post—coal strike re-stocking and lower input cost.
ra ., None of e factors imply that there would be a further fall in

borrowing in but by the same token with the exception of British

Gas, none of th d reverse, suggesting that the lower 1986 level of

The oprivatisation of British Gas, where

ight be expected to increase the PCBR however.

All of the factors mentioned in paragraph >€ could have been anticipated

2.

by the Budget Forecast, apart from British Gas's trade credit receipts.

Unfortunately the available data on 198: 87 is not yet sufficient for a proper

\Q)

of the Budget Forecast for Public cor%o%ions, however, was the allocation

analysis of why the Budget Forecast o PCBR now appears too high. A feature

of £% billion of the Reserve to nationalised @ry external finance, compared

with an estimated outturn of zero claim on the regerve.

o

3\, Our current forecast for 1987-88 by contrast is for an EFL outturn broadly

in line with provision in the 1987 PEWP, as shown This is

a ble \Yy .
coincidence however as the forecast is built up large@ endently of the
expenditure plans through an assessment of the industries g prospects,
given the economic prospects generally, and assumptions about% spending.

A

¢
2
2
@)
¥
@
09
m
O
O
9
m
O
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1987-88
1987 Latest
PEWP Forecast
Lo "N 0.5 0.7 QT
Fi
2. Grant sidies 20 1.9 1.9
3. Borrowin f&%G s -0.4 =05
k., Market and Overseas Borrowing e ] -0.8 -0..77
5. OPC Borrowing 02 N/A 0.2
6. PCBR -1.3 N/A- -0.9
(=3+4+5) §
3y, The forecast\\of blic corporations' trading surpluses is influenced
by a number of factors, ost important of which are:
(1) their output%
fae) costs and prices
(1ii) productivity increases

Coal output is on a trend decline and—British Rail is not likely to experience

much, if any growth. The other major industries should benefit however from
<&

the steadily growing economy. Average .-. in public corporations are

assumed to rise in line with those in the (private sector. The industries
in aggregate are assumed to achieve further productivity gains in 1987-88
but somewhat smaller than in 1986-87. Table I below shows the price

increases assumed in the forecast. In aggregate real@ falls in 1987-88

are a little larger than those in 1986-8T7. @

UDGETSERCRET NOT TO BE COPIED




BUDGET SECRET
BUDGET LIST ONLY

BUDGET SECRET
BUDGET LIST ONLY

NOT TO BE CO‘ED :

NOT TO BE COPIED

\



BUDGET SECRET NOT TO BE COPIED
BUDGET LIST ONLY

Nationalised Industry Prices in Real Terms* - %

1985-86 1986-8T 1987-88
-2 - 3% -
-2 -2 -5
Coal
- Industrial +6 - L - 4
- Domestic - 1% -1 - 2%
Water + 5% + 5 + 3%
British Rail (Passenger) +% + 3 + 1

=

Average, all NIs

Memo: GDP Deflator <§§j§> +6 +3 + b3
Retail price index <:> + 6 3 + 5
¥ Relative to the GDP deflator, omestic prices, Water and British Rail Passengers,
which are relative to the retai index.

13, The net result of these assumptions about prices, output etc for the

nationalised industries gross trading surpluses (GTS) is shown in table b .

Adjusted for privatisation the GTS ecast to be higher in 1987-88 than
1986-8T7 but the same as a proportion of @%E§;>
o
Table |Ib : Nationalised Industries' Gross Trading Surp. — £ bildion

1980-81 1981-82 1982-83 1983-8k 198L-85 1985-86 1986-87 1987-88
Gross trading surplus 4.6 6.3 T2 6.7 2.9 B 4.9 LT

Gross trading surplus
adjusted for privatis—
ation and coal strike 4l
(% of money GDP) (0
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@ : Nationalised Industpiles Capital)s Mg\ %/ bil

@ 1986-87 1987-88
198 @ 5.4 5t 4.3

Forecas 5wl 5.0 4.2

Forecast, ed for

privatisatien L.k L. L b2

(% change) <;£§>> (0.0) (-3.8)

¥ fixed assets plus other capital expenditure

@
%
O
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FROM: A C S ALLAN
DATE: 23 February 1987

MR SEDGWICK cc Chief Secretary
Financial Secretary
Economic Secretary
Minister of State
Sir P Middleton
Sir T Burns
Sir G Littler
Mr F E R Butler
Mr Cassell
Mr Monck
Mr Odling-Smee
Mr Scholar
Mr Culpin
Mr S Davies
Mr Mowl
Mr Riley
Mr Cropper
Mr Tyrie
Mr Ross Goobey

Mr Battishill - IR
Sir Angus Fraser - C&E

THE PSBR IN 1987-88

The Chancellor was most grateful for your minute of 20 February.
25 He feels that the margin of safety in the published
1987-88 PSBR figures will consist of the $15 oil price assumption:
no further margin is required. '

3 % He will take decisions on the precise numbers to publish for

1987-88 as soon as the Budget package is finalised. For 1986-87 he
has not yet decided between £4% billion and £5 billion, though he

inclines to £4.9 billion.

A C S ALLAN
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v FROM: B J PORTEOUS
: DATE: 22 February 1987

MR WALTERS cce Mr Scholar
Miss 0'Mara
Mr Dyer
Miss Evans
Mr Evans
Mr Pickering
Mr Rawlings
Mr Woodall

Mr Cropper

1987 BUDGET: FSBR

In the final paragraph of your minute of 9 February to Nigel Fray you asked
for my comments on setting up a contingency plan for photocopying the FSBR
if HMSO run into difficulties.

s The FSBR is a sizeable document. In 1986 it was 67 pages in length
and 835 copies were produced. To try and print the FSBR in-house would present
us with enormous difficulties. 1In addition to the size of the job, the paper
used for the FSBR is of a high quality and A3 size (folded into AL). It
is bound in a manilla cover and each copy is saddle stitched. We simply
cannot match this. We have only one machine capable of copying A3 size

documents and it does so at a less than impressive speed.

3. We would also be in trouble on timing. According to the Aide Memoire,
the final proof of the FSBR will not be ready until the morning of 16 March,
yct the full 835 copies are needed by early morning on Budget Day itself.
If we do have to try and produce thc FSBR in-house, we will probably have
to do so sometime between late Budget Eve/early Budget Day, when we will
be at the height of producing other Budget documents. If I tell you that
last year our deadline for completion was 0800 on Budget Day and we actually
managed to finish at 0750, you will realis-e that there was no room for

manoeuvre.

/e I do wonder, however, whether we really need a contingency plan. My
understanding is that HMSO have contingency plans of their own. I believe
that the FSBR will be printed on HMSO's secure press at Nine Elms. In the

event of any failure production will be switched to the HMSO unit in the



- RESTRICTED

<, House of Commons, where essential copies will be taken (if necessary, extra
‘=‘copies will be produced after the Budget speech). If another failure occurs,
production will be switched to a secure outside contractor under the strict

supervision of HMSO staff.

5% I must confess that this seems as much as we can hope for, I do not
think we need anything else. If, despite all their plans, HMSO cannot produce
the FSBR then we will, of course, have to do it in-house. But the price
to pay will be markedly inferior quality and, more importantly, a virtual

certainty that one or more of the other Budget documents will not be produced.

6. I am happy to discuss any of this with you if it would be helpful.

J1N

B J PORTEOUS
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24 February 1987

MR SCHOLAR cc Miss C Evans

1987 FSBR: CHAPTERS 4 AND 5

The Chancellor was most grateful for your minute of 23 February and
the attached drafts of Chapters 4 and 5 of this year's FSBR. He

had the following comments:

(i) in paragraph 4.03, we need to add the higher age
allowance for the over-80s;
(11) in paragraph 4.06, the square-bracketed sentence can be
omitted;
(141) on paragraph 4.07, he would be content for you to amend

the text to refer to limits of £1,500 or 10 per cent, as
you suggested in paragraph 4 of your covering note. But
he noted that the treatment in paragraph 8 of the Annex
to Chapter 4 used the £3,000/20 per cent presentation in
a way which seemed perfectly clear to him. He would be
grateful to be reminded when we decided on a £1,500 1limit
rather than £2,000, and why?

(iv) in the paragraphs on excise duties (4.08 to 4.12), he

felt that (despite last year) there is no need to mention
any that are unchanged: they are not annual taxes, and
so we can simply mention the changes. This may need to
include the minor changes on recovery vehicles and
coolers;

(v) on paragraph 4.19, he felt we must make it clear that

indexation continues for post-1982 gains. He suggests
that the second sentence starts "They will be taxed
without adjustment, other than the indexation that

applies to post-1982 gains, at the rates applying to
other profits ...":



(vi)

(vii)

(viii)

(ix)

(x)

C(x1i)

(xii)

(xiii)

(xiv)

(xv)

(xvi)

(xvii)

(xviii)

(xix)

in paragraph 4.26, he wondered whether the explanation of

personal pensions was sufficiently clear;

in paragraph 4.31, he felt that we needed to expand the

description of the anti-avoidance provisions;

in paragraph 4.33, he felt that the ceiling on retirement

relief should be a separate paragraph;

in paragraph 4.36, "the maximum permitted under European

Community law" should be deleted;

in paragraph 4.38 "will" should be "would";

in paragraph 4.41, the reference to aligning UK law with

the EC Sixth Directive should be omitted. The paragraph
should also refer explicitly to partial exemption;

in Table 4.1, TItem 31, he wondered whether the two
measures (ie the ending of fractions and the allowance

against ACT) should be separated out;

in Table 4.1, he felt we needed a new sub-total under
Item 77 for "total VED and other";

in the Annex to Chapter 4, Item 4, the over-80s age

allowance needs adding;

in Item 8, "highly uncertain"™ should be "inevitably
uncertain", and "in particular"™ should be deleted;

Item 14 should start "The tax treatment of Lloyds

reinsurance to close will be made consistent ...";

On TItem 27, he wondered whether the description was
completely accurate;

in Item 31, he felt the first two sentences needed
complete redrafting: the ACT point needs separating out
and, the small companies change needs to be explained
properly. The third sentence should start "The yield
represents ...";

in Item 36, the first sentence needs more explanation;



(xx)

(xx1i)

(xxii)

(xxiii)

(xxiv)

he thought we had dropped the presentation "the following
changes are proposed®™, used at the start of Items 45
and 46";

Item 48 can be deleted;

he would prefer Item 70 to say "abolished" rather than
"reduced to nil";

in paragraph 5.05, he thought the description of the
change between plans and estimated outturn for 1986-87

was very oddly drafted. It did not make it sufficiently
clear that the increases included allocations from the
Reserve, and so totalled over £5% billion, whereas the

overrun on the planning total is only £1% billion;

in paragraph 5.06, he felt the first sentence should
start "Central Government spending makes up about

three-quarters ..."; the fourth sentence should read
"Spending by 1local authorities accounts for about
one-quarter ..."; and the next sentence should start
"Nationalised industries and other public corporations

account for the remainder of the total".

festt

A C’SﬂLAN
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DRAFT OF PART 3 OF THE FSBR (RECENT ECONOMIC DEVELOPMENTS AND
PROSPECTS TO MID 1988)

I attach

(a) a short note that assesses recent data and their implications

for the economic prospect,

and (b) a draft of part 3 of the FSBR which takes account of
provisional decisions reached at a meeting yesterday chaired
by Sir P Middleton.

2. I attach as well as an annex an extract from the record of your
meeting on the January forecast which lists the provisional decisions
taken at that time on the main numbers to publish in the FSBR. In the
rest of this note I discuss some of the factors you will want to

consider in the presentation of economic prospects.
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The order of the sections

We spent some time agonising over the order when preparing
the Autumn Statement. The order of the sections in the
attached draft 1is close to that finally adopted in the AS,
except that the section on financial conditions comes
immediately after the summary. The discussion in Part 3 of
the FSBR (the IAF) is now the only retrospective assessment
of monetary conditions in the FSBR. (At one time there was a
retrospective assessment in the MTFS section.) It is now by
custom fuller than the discussion of monetary conditions in
the AS IAF. It would be very odd for this section to come at
the end of the short term forecast, appearing almost as an
afterthought. (In the AS IAF the discussion of financial
conditions was followed by one on fiscal conditions in the
current financial year which the FSBR IAF does not need.) We
judged that it would be better for the financial section to
come before the section on the world economy, rather
than - as in the FSBR last year - between the sections on the
world economy and trade and the balance of payments, which

should be consecutive.
We have ordered the discussion in the summary section at the
beginning as in the 1986 FSBR, except that the paragraph on

assumptions comes at the end.

GDP in 1986

We will need to decide how to present the record on GDP
growth in 1986. During the next few weeks the CSO will be
accumulating the material on which their estimate of the
average measure of GDP will be based. They will publish this
estimate on March 20, and will not have a near final estimate
until near budget day. We will need to take a final
decision on what to include in the FSBR in the light of the
then available information from the CSO about a week before

budget day.



St seems

P

SECRET

There seems virtually no chance that the CSO will produce an
estimate of GDP(A) growth in 1986 that rounds to 3 per cent.
In the light of this there are two options for the treatment
of GDP in the FSBR that depend on the number the CSO 1is
likely to publish.

At the moment it looks as if the CSO will publish a figure
for the growth of GDP(A) that will round to 2% per cent - the
same (when rounded) as the already published growth of
GDP(0). If, when the FSBR goes to press, this still looks
the most likely number for GDP(A) that the CSO will publish,
our inclination is to show it in Part 3 of the FSBR (in
tables. 3.6, .3.13, - and: 3.14). The text could mention the
likelihood of this estimate being revised up, given the CSO's
own analysis of past revisions. It will at all events be
necessary to discuss in the text the profile of growth during
1986 shown by GDP(0O), which 1is generally considered more
reliable than GDP(A) for short run movements. In this
option, which we have followed in the attached draft of
Part 3 of the FSBR, there is not a strong case for breaking
with tradition and showing GDP(0O), either as well as GDP(A)
or instead of 1it, in tables 3.13 and 3.14, ie the main
summary table and the detailed half yearly expenditure/GDP
table. The table below compares the numbers for GDP(A) that
we have in mind on this option with the January forecast and

last year's FSBR forecast.

January Draft
1986 Internal RS 1987
FSBR forecast FSBR

Real GDP 1986 3 3 ) 23

p oVt Money GDP 1986-87 63 6% 1 6

If, on the other hand, it looked as if the CSO was going to
publish a figure for growth of GDP(A) that rounded to 2 per
cent we would advise including figures for GDP(O) in
table 3.14. (The GDP(O) index could be a final column next
to the GDP(A) index.) If necessary the summary table (3.13)



(iii)

(iv)
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could include GDP(O) only. There could be an even fuller
discussion in the text of GDP(0O) behaviour in 1986 than with
the first option. We would not advise publishing different
growth rates for GDP(O) and GDP(A) for the future.

The exchange rate

Last year Part 3 of the FSBR said "...neither the sterling
index nor the sterling/dollar exchange rate is assumed to
change much". Following the G5/G7 meetings we have replaced
the usual assumption of little change in the exchange rate
with the explicit assumption that it stays at 1its current
level. We have also removed the significant changes in other
countries' exchange rates during 1987 that were 1in the
January WEP. (The January WEP had a further substantial fall
in the $.) This latter change prevents the sterling index and
the £/$ rate - which is important for oil revenues - behaving
differently.

If you thought that the new form of words for the exchange
rate assumption might be taken to imply a greater commitment -
to a stable exchange ratc than you want to give, we could
revert to 1last vyear's words without altering any of the
figures. 3

Lol ¢ nd

£x

Inflation C

(
At your meeting on the forecast in January it was realised
that it would be difficult to show 4 per cent RPI inflation
in 1987(4) without an assumed cut in the mortgage rate. The
RPI prospect will as well depend on the precise fiscal

package you choose.

It is possible that some commentators would spot an assumed
cut in the mortgage rate from the behaviour of the housing
component of the RPI (though in the past, eg at the time of
the 1986 Autumn Statement, commentators have not always

interpreted this series correctly).



(v)

(vi)

(vii)

SECRET

The o0il price

We have assumed $15 for Brent (equivalent to about $14.5 for
the world average price that the WEP use) from April 1. The
assumption is described as "conventional®. We assume that
the real price is maintained from the beginning of 1988
onwards. This indexation assumption, which is the same as
that wused last year, is of negligible importance for Part 3
of the FSBR, which goes to mid 1988 only. It 1is, however,
important for Part 2 of the FSBR (which on past precedent
will give it explicitly) and for the press notice on o0il
revenues over the medium term which is published on budget

day.

Productivity

You have expressed the wish to show estimates of the
"underlying" growth of productivity. To do this could lead
to demands for a productive potential table, involving
underlying productivity, labour supply growth, and the oil
contribution to GDP.

We believe that table 3.11 in the attached draft effectively
meets your wish to show the strength of productivity growth
without getting into the conceptual problems involved in the
definition and estimation of "underlying" productivity. The
figures for 1984, 1985, and 1986 in table 3.11 show that high
productivity growth has continued during the period since the

large employment shake out of the early 1980s.

Exports

We need to be careful when describing the recent excellent
performance of UK visible exports. Prima facie growth in the
volume of exports of manufactures of 9% per cent during 1986
(fourth quarter on fourth quarter) while our measure of
export markets grew at 4 per cent suggests a very large
increase in the UK's share of world manufacturing trade.

However, the denominator we have used for many years for the
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UK's share of world manufacturing trade is not a measure of
total world trade in manufactures. Tt measures the exports
of manufactures of the main manufacturing countries for which
data are readily available. Data simply are not available on
the exports of many of the NIC's in the last few years. It
is quite likely that countries such as the South East Asian
NIC's were increasing their exports of manufactures at rapid
rates during 1986, while the appreciating countries included

in our measure - especially Germany and Japan - lost out.

We are urgently investigating alternative measures of world
trade that include the increasingly important exports of the
NIC s, but it 1is unlikely that we can produce a suitable
measure quickly. In the meantime we have described the ratio
we normally calculate (the ratio of UK exports of
manufactures to main manufacturing countries' exports of
manufactures) very precisely, so as to emphasise the UK's
strong export performance relative to the other developed

economies without giving a misleading impression.

The current account

At your January meeting on the forecast Sir T Burns said that
we should wait for the January trade figures before choosing
whether to publish a current account deficit for 1987 of
£2 or 2ib. As you know the CSO are revising the figures for
both visible and invisible trade in 1986. We ought to wait
until we know what they are going to publish before taking a
final decision on the number for 1987. (The numbers the CSO
are to publish should be available in near final form by the
end of this week.) We need to look in particular at the
recorded deficit in the second half of 1986, and whether the

forecast number for 1987 implies an implausible change from

P
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10. 0il Price Mr Sedgwick said that a note on the $18 oil price

variant would be available by the end of the week. The Chancellor

said that he thought it would be difficult to use an assumption
very different from the prevailing market price at the time of the
Budget. There were attractions in using a $15 'oil price
assumption, but it would not be possible to go public on that
unless the markets moved in that way.

11. Balance of payments Sir T Burns commented that there had been

a large error in the balance of payments forecast for 1986, and
people would assume that whatever figure was published for 1987
would be an understatement. He thought the choice for publication
was between £2 or £2} billion, but he would be inclined to wait to

see the January figure (due out in mid-February) before a final

decision was taken.

12. Nominal GDP and GDP deflator Possibilities were 7 to 74, and

4 to 4% per cent respectively, with a figure around 7 for 1988-89.
Mr Odling-Smee would be submitting a note shortly on the MTFS path
whigh should help decisions.

13. RPI It was noted that the bow shape in the inflation forecast
for 1987 was due almost entirely to the mortgage rate and petrol o
prices. A figure of 4 per cent for 1987Q4 would look reasonable if
the mortgage rate were cut - but without such a cut, 4 per cent
would be difficult. Most outside forecasters were expecting a
figure closer to 5 per cent. The current forecast for 1988Q2 was
4.6 per cent, but it was agreed that it would be preferable to show
the same figure as for 1987Q4.

14. GDP Growth for 1986 was currently estimated to have been

’)} between 2% and 3 per cent. The situation should become clearer
over the next few weeks.
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15. Sir T Burns noted that he would like to see the whole range of

next months statistics before final decisions on the numbers were

cfC

CATHY RYDING
3 February 1987

taken. This was agreed.

Curcud o hen  —
€ Theee pecentc

=1
Mr Reret =z



Inflation

CONFIDENTIAL

THE IMPLICATIONS OF RECENT INFORMATION FOR ECONOMIC PROSPECTS

This note summarises the new information on the world and the UK
economy that has become available since the January forecast was
completed, and discusses the extent to which new information affects
our view of economic prospects.

I WORLD ECONOMY

Domestic Demand

2 In Japan and Germany, recent figures on industrial activity have
remained gloomy and business confidence continues to deteriorate. We
have lowered our forecast of domestic demand growth (which already
assumed some policy loosening this year) in 1987 by % per cent in both
countries. In the 1light of recent data we have since made a small
reduction in US domestic demand growth. For the major seven economies
as a whole, the rate of growth of real domestic demand in 1987 has been
cut from 3% to 3 per cent. There is thus a fall in domestic demand
growth in the major 7 from our current estimate of 33/4 per cent for
1986. Major 7 GNP growth in 1986 at 2% per cent was significantly
below domestic demand growth. We now expect GNP growth to be 2% per
cent in 1987, about % of a percentage point less than in the January
forecast. There are some signs of a pick up in industrial/
manufacturing output towards the end of 1986 in France, Ttaly, and the
Us.

(

°o

3% We have reduced the extent of thef?éé;;;;§ in consumer price
inflation in the US and given more weight to our now persistent
tendency to be too pessimistic about US inflation. 1Inflation in Japan
and Germany could be lower than we have been predicting and even stay
negative through 1987. There have been significant upward revisions to
IMF recorded figures for unit labour costs in most of the major OECD
countries. The price of industrial materials in the final quarter of
1986 was slightly higher than expected in January. This has raised the
forecast level of commodity prices in 1987 although the growth rate
through the year has not been changed.

cm
new-info
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World Trade

4. We have slightly revised up our estimate of total world visible

trade in 1986 to 5% per cent reflecting a higher imports by non-oil

developing countries. A once-off surge in imports of oil, partly for

stockbuilding, inflated the figure for total trade.

5% Our series for main manufacturing countries' exports of

manufactures, weighted by UK markets, grew by 2% per cent in 1986 on

the basis of the 1limited data that is available. This is more than
expected in the January WEP. Nevertheless this 1is almost certainly
lower than the growth of total world trade in manufactures for two

reasons.

First, this series does not include exports of manufactures by
the NICs which almost certainly grew more quickly than the main
manufacturing countries' exports of manufactures in a year when
other prominent economies were adjusting to large rises in their

exchange rates.
Second, the UK, along with other G5, is more heavily committed
than some other industrial countries to OPEC and T.NC markets

which have been relatively weak.

6o Our forecast for manufacturing countries' exports, weighted by

UK markets is for a rise in growth in 3% per cent in 1987.

IT THE UK ECONOMY

Current balance of payments

7. The DTI will publish revised visible trade figures and a new CSO
invisibles projection for 1986 with the January trade figures on
27 February. The full Q4 balance of payments figures will be published
on 5 March. The indications at the moment are that the changes to
invisibles will increase the current account deficit in 1986 to at

least £3% billion and possibly more.

?/} Mﬂ( v %jmmw SL»/I [ SAD
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North Sea
8. There have been some minor changes since the January forecast.
0il and NGL Production
(million tonnes)
January
Forecast Now
1986 128.3 126.9 -1.4
1987 125.6 126.0 +0.4
GDP
95 When we completed the winter forecast we felt more uncertainty

over the data for the recent past than over our projection of growth
for the coming year. The problems with the data for the first three
quarters of 1986 are still with us; although we understand that the CSO
are making revisions to the profits figures which should give higher

growth in the income and average estimates of GDP in 1986.

1012 The main development since the end of the Winter forecast is
that the projections for the fourth quarter have become slightly
firmer. When we completed the Winter forecast we expected that, given
the published figures for the first three quarters of the year, 1986
GDP growth based on the output estimate would round up to 3 per cent
and on the average estimate would round down to 2 per cent. The CSO's
current projections for Q4 show a substantial reversal of the relative

movements that occurred in the second and third quarters.

i [ = A preliminary figure for GDP(O) for Q4 has now been published,
showing output flat at the Q3 level. By contrast, expenditure looks
quite strong overall in the fourth quarter of 1986. We now have
provisional figures for consumers' expenditure, industrial fixed
investment and stockbuilding as well as external trade figures.
Although manufacturing investment figures published last Thursday were

disappointing, this 1is a relatively small component of total
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expenditure, and the figures for those components of stockbuilding that
were published at the same time were stronger than expected. The latest
(still very provisional) CSO projections show GDP(E) rising by about 1%
between Q3 and Q4. We understand that the €SO are now making
substantial wupward revisions to profits figures for the first three
quarters of 1986. This will have the effect of raising the growth of
the income measure of GDP in the first three quarters of the year.
GDP(I) also seems to have shown quite strong growth in the fourth

quarter.

i1: 20 These changes bring the growth figures for the year as a whole
more closely into line. The preliminary published figure for GDP(O)
for 1986 as a whole is 2.6. The latest internal CSO projections of
GDP(A) suggest that, like GDP(O), the GDP(A) figure to be published
three days after the Budget may round to 2% per cent. We will not have

much firmer information until a week before budget day.

1537 We of course have virtually no information on the first quarter
of 1987 as yet. The only thing we know about is the provisional
January retail sales figures, which shows a 2} per cent fall compared
with December. However, this does not indicate a need to call into
question the consumption forecast for 1987, as retail sales were badly
affected by January's exceptionally severe weather and retailers seem
fairly confident that there will be a good and speedy recovery in
sales. Moreover, in terms of total consumers' expenditure, low retail
sales as a result of bad weather in January will have been partly
offset by higher consumers' expenditure on energy during the cold

weather.
Inflation

14. Since completing the Winter forecast, there have been one
month's extra figures on producer price inflation, retail price
inflation, and average earnings. Producer output prices were slightly
lower than expected, input prices higher than expected, and retail
prices pretty well in line with expectations. 1In no case have we felt

it necessary to make significant consequential changes to the forecast.
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Employment and unemployment

15, The latest labour market figures showed unemployment virtually
unchanged between early December and early January, whereas the January
forecast had a continuation of the roughly 20,000 a month falls of
recent months; on the other hand, employment growth in the third
quarter has been revised up to 80,000, and manufacturing employment is
now estimated to have fallen by only 4,000 in the fourth quarter,
suggesting total employment growth may possibly have reached or

exceeded 100,000 in the fourth quarter.

16 January was a particularly bad month for unemployment last year,
and it may well be that there are some residual seasonality problems.
We are assuming for the moment that January was just a freak month and
that unemployment will continue to fall in the future months at a

similar trend rate to what we assumed in the winter forecast.
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THE ECONOMY: RECENT DEVELOPMENTS AND PROSPECTS TO MID 1988
SUMMARY
Demand and activity

3.1 Following a slight slowdown in the second half of 1985, economic
activity has been growing at around 3 per cent since last spring as
export$w/%covered strongln[:follow1ng some months of sluggish grothZ]
Recorded GDP growth in 1986 was about [2%] per cent. A substantial rise
in investment and non-o0il exports is forecast for 1987, and GDP should
grow by 3 per cent. Manufacturing output growth may be slightly faster.

Labour market

I In line with faster output growth, employment has been rising more
quickly again since the middle of 1986. In recent months there has been
a reversal of the previous upward trend in unemployment, and there are
good prospects for a continuing decline this year.

Inflation ugi ?ﬁw mAa?QUerT#fQW [?éf?fﬁiﬂj pgﬁ £fbﬁj LA tl , 50
33 lntlationzggll last year/with the retail price index (RPI) rising
by Jjust wunder 4 per cent 1in the year to January 1987, compared with
5% per cent in the year to January 198937 During this year RPI inflation
is 1likely to fall back to around [4] per cent in the fourth quarter
following a continuation of the recent upward movement earlier in the

<¥ year. ‘ A/&&/ deyéc/

—_— f = {
World economy : /qyé4ﬂm ﬁwL@m Nzﬂ’”ﬂp;;:l fﬁf:” Wﬁj &4
£4y00%, fM”“”f"L g
3.4 GNP in the major industrial countrles has been rising by 2%-3 per
_ cent a year since 1984, and is llkely to continue at that rate in 1987.
3/} ?Sl£22i2g/\iﬂ_9¢§}pd ‘of adjustmenﬁ/ﬁthe imports of developing countries
other than oil exporters)should rise this year. This should benefit
exports and industrial production in the developed world. Markets for
UK exports of manufactures may grow a little faster in 1987 than they

‘, are estlmated to have done in 1986. Mol DT T T 4/76Qx‘“
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Trade and the current account

. 3.5 Following the fall in Oilcq?j.c s, a year ago, the current account
i.'ilam&\/'?% L.nzcu/«zdﬁ !19».2?722&
. arou r n

of the balance of payments was /in small deficit '[of nd £% billion]
in 1986. | Both export and import volumes rose sharply in the second half
of last year. A;EFIthgéZsmall current account deficit of [E%é?i billion
(around % per cent of GDP)] is forecast for 1987.

Assumptions

326 The forecast for the UK assumes that fiscal and monetary policies
will be as set out in the MTFS. The exchange rate is assumed toZ%t;Z]at
its present level. [Epe forecast has the conventional assumption of a

$15 o0il price as assumed in recent forecastszz

N
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Exchange rates

3.7 The US dollar is now more than 40 per gent - lower _.against  the
deutschemark and the yen than at its peak at the end of February 1985.
The sterling index which rose during 1985 and then fell during 1986 in

the wake of the decline in oil prices, has shown little change since

e e L L i e el
November as oil prices have strengthened. Over the period, sterling has
tended to rise against the dollar while falling against other major

currencies.
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EXCHANGE RATE AND OIL PRICES
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Interest rates

358 Short-term interest rates fell last summer but rose in the early
autumn and peaked above 11 per cent. Recently interbank rates have
fallen a little, but remain several points above rates in the US and
most other industrialised countries. Yields on 20-year gilts also
declined in the middle of last year, firmed again in the autumn, and
have declined again in the most recent period.
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- INTEREST RATES IN THE UK E
18.5 7 —— 3 MONTH INTERBANK - 18.5
- ---- 20 YEAR GILTS =9
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Narrow money

3.9 M0 growth Wﬁs below the centre of its target range in the early
months of he current financial yeaig. Growth picked up from August
onwards reflecting both the decline in interest rates and,the continued
@ growth of W@in recent monthsA has bee& in the
upper half of its range. The lagged effects of theés:tion on [ interest
rates in the autumn, coupled with the continued maintenance of tight

financial conditions and the prospect of a gradual slowdown in the
\.,/—b’_—__—/—‘\

e —————

growth of consumer spending over the year ahead should be accompanied(in

+« time /by a slower l1l2-month growth rate of MO.
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GROWTH RATES OF MONE TARY AGGREGATES
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growth of money GDP.
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£M3 as rlseé(fo [lS]Z:ﬁrlng 1986~ 82} Thls 1s above

arget range

financ

Fall Institut

det in the 1986 MTFé]and well above the
Deposits by companies and

ions

have grown particularly rapidly;@%th a slower rise in persons' deposits.
The wider aggregates that include building societies’

grown
of money GDP.

cent in recent month

S.

liabilities

[14]

at least partly the pace of financial innovation and liberalisation.

3.1k

ﬁ&ggrowth

of private
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The growth of broad moneylgpég be

sector
NS e e

seen

in the

[

context of

have

more slowly, although also at a rate well in excess of the growth

The year-on-year growth of PSL2 has been about

per

Credit has continued to grow strongly reflecting

the

wealth generally which has risen strongly

relative to incomes. Positive real interest rates have enhanced the
attractiveness of financial assets, and increased competition in
financial markets has led to simultaneous growth in both 1liquidity and
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borrowing. The increase in liquidity since 1980, however,zgépears to

‘ ha\:e:(been willingly held and has been accompanied by lower inflation.

WORLD ECONOMY
Recent developments
312 The world economy has been strongly ,influenced by the fall in

oil priceﬁg some further weakening o%{other commodity prices and by a
substantial depreciation of the dollar, particularly against the yen and

deutschemark. Lower import prices have reduced inflation 1in the
industrialised countries and stimulated faster growth in real omestic
' Wj . (/\é\)}{xﬂ%’"

demand. veloping countries however—— articularly/oil produte
DRSSP ' e 0

S “
aAterms of tradezigss%

rs; ) have
suffere ﬂ(7
3.13 Real GNP in the major seven OECD economies grew by about 2% per
cent in 1986. Real domestic demand grew by 3%-4 per cent but exports
rose slowly reflecting weak demand from developing countries and oil
producers. Improved terms of trade contributed to lower inflation and
boosted household incomes and expenditure. Average consumer prices are
now only 1 - 1% per cent higher than a year ago. Real household incomes
rose by nearly 3% per cent in 1986 and private consumers' expenditure by
about 4 per cent.

3.14 Despite the buoyancy of domestic demand in the major seven, their
industrial production has grown slowly. This reflected the weakness of
@ﬁwr [éxtern;i] demand and relatively sluggish growth in investment. 1In the
United States K business investment/, already slowing in reflection of the
maturity of~ the business cyclgL:(has beenzgdversel;Zaffected by the
repeal of the investment tax credit and by cutbacks iy energy-related
investment. Japanese Dbusiness confidence has been weakened by the
strength of the yen which has led to a loss of export market share.
//ZP Jﬂxj‘ffml' ’ CL-J&;;:, L f‘vc(j-,ﬂ néé//w gﬂ/ £ /\M flb M %z«/ A M Z//ZWVJ.’,
3.15A[?h§ increase in imports of consumer goods into the US in 1986 was
accompanied by a substantial rise ;%l;iizimportu‘to rebuild stocks.
Together Lc.x\ith "J-curve" effects é;%j he dollar Zgas continued gé]
depreciaﬁ@, this helps to explain the absence to date of any reduction
in the US current account deficit. In Japan and Germany too, while
trade volumes have star<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>