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The March trade figures will be released on, 25 April. The current 4

account was in deficit by £538 million (c.f. £262 million surplus

fﬁ—(QTO o5 Dt @ess

in February).

Summary e atiiee beboo alae dor Wwfcﬁ?:”J'
N7 ( OK
2. Visibles were in large deficit by £1,138 million, the largest

deficit since monthly records began in 1963. This was partly
offset by an estimated invisibles surplus of £600 million. Export
volumes are falling; import volumes show little change in recent

months.

Main points

3% (i) The March visible trade deficit is £800 million
higher than in February. This is made up of a £300 million

lower o0il surplus and a £500 million higher non-oil deficit;

(i34 the underlying 1level of non-oil export volume

has been falling since the middle of 1985 (see chart).
Volume (excluding erratics) £fell 3 per cent between the

latest two quarters to stand 3 per cent above Q1 1985;

(iii) the underlying level of non-oil import volume

increased through most of 1985 but appears to have changed
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little in the last few months;

(iv) the March o0il trade surplus of £397 million is

£300 million below the February figure. It reflects both
lower export volume and the substantial fall in oil prices.
However, the surplus of £2.1 billion in Ql as a whole was

well above that of the previous two quarters;

(v) the manufacturing trade deficit of nearly £800 million

in March is substantially above recent levels and is probably

erratic;

(vi) the invisibles surplus continues to be projected

at a healthy £600 million.

Comparison with forecast

4. The wvisible deficit in 1986Q1 was £1 billion higher than
the FSBR forecast. The difference comes entirely from the non
0il balance where the main factor is the low level of manufactured
exports — © per cent Dbelow forecast. Import volumes for
manufactures are also lower than forecast (3 per cent), but
import prices have risen more than forecast (1% per cent), leaving

values much as expected.

The o0il balance in the first quarter was as forecast but prices

were lower and net export volumes higher than expected.

Trade Prices

Import prices for manufactures rose 1% per cent in March and

prices of fuel imports £fell 13 per cent. Other import prices
were Dbroadly unchanged. All import prices are still
below levels a year ago. Non-fuel export prices rose in March.

The non-oil terms of trade have worsened this year but in March

were still 1% per cent above 1985 as a whole.
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Trade prices in March % changes

Food Basics Manufactures Fuel
Exports Imports Exports Imports Exports Imports Exports Imports

previous
month 2.0 0.0 025 =0i55 10 L5 =550

Oon
year

earlier S0) = 6la ) =SS =20.0 3.0 =1is5 —48°..0

Effect on markets

6. The markets are expecting a current account surplus of
258 middion: - (and =& trade 'deficit of  £350 million). This is
nearly £800 million too optimistic. It is difficult  to'  judge

the effect on markets of the poor figures but they will certainly

not be helpful.

Press briefing

i I should be grateful for clearance of the attached press

briefing.

f /‘

— J E FLITTON
EF1
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BRIEFING FOR IDT

Positive

i
billi

into

Despite March deficit, still substantial surplus of £0.9
on on current account in Ql. Too much should not be read

one month's figures, which can be erratic.

2% Invisibles surplus estimated at £2.2 billion in Ql.

Defensive

1 Record current account deficit
[March deficits on current account, visible trade,
manufactures and non-oil trade all records. ]
Too much significance should not be read into one month's
figures, which can be erratic. 1986 current account forecast
in “ Budget: ‘to:sbein' surplus by £3% billion fori*the ~year
as a whole.

Ziis Export volumes
i Export volume excluding oil and erratics down 6 per cent
since February 19385 peak.]
Some fall from the early 1985 peak was to be expected. But
grew by 5% per cent in 1985, above growth in world trade,
and expected to grow by further 6 per cent En'l986. he

S Import volumes

Excluding o0il and erratics, volume £fell 1 per cent in Q1
to stand 3 per cent above a year ago. Underlying trend

shows little change in last few months.
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Manufacturing trade deficit

Should not read too much into one month's figures. 1985
deficit of £3 billion improvement of over £0.9 billion
on 1984 and FSBR forecasts unchanged deficit for 1986.
Erratic monthly movements ;gaéaﬁt manufacturing trade deficit
more than outweighed by substantial surplus on oil (despite
fall in prices) and invisibles. UK exporters increased
share of world trade 1981-85 in volume terms. UK
manufacturing output (up 4 per cent in 1984 and 3 per cent
in 1985) and share of world trade in manufactures (broadly
stable since 1981 after years of decline) more important

indicators of industrial performance than trade balance.

Lower oil prices

Bound to affect current balance: . But ' -substantial = oil

surplus of £5 billion still expected in 1986.

Realism of FSBR forecast in light of lower oil prices

[Current account surplus of £3% billion forecast for 198%

after £3 billion surplus in 1985.]

Forecast already allows for effect of lower o0il prices
on visible balance Partially offset by the lower profits
earned by foreign o0il companies operating in North Sea.
Comparison with 1985 distorted by coal strike and timing

of receipt of rebate on 1984 EC contribution.
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‘i\BLE 1: CURRENT ACCOUNT

1985 1986
QL 1985 Ql Jan Feb Mar

0il +8.2 +1.9 +2.1 +1.0 +0.7 +0.4
Non-oil -10.2 -2.1 -3.Lh -0.9 -1.0 -1.5
Total visible trade —-2.1 -0.2 -1.3 +0.1 -0.3 -1.1
o/w trade in

manufactures

(BOP basis) -3.0 -0.6 -1.h 0.3 -0.L -0.8
Invisibles +5.0 +1.1 +2.2%  +1.0%¥ +0.6% +0.6%
Current Account 520 +0.9 +0.9 +1.1 +0.3 -0.5
*¥projection

TABLE 2: EXPORTS AND IMPORTS (percentage change)

Q1 1986
1986 on
Mar on Feb QL4 1985
it Exports
Total value -4 -l
Total volume (BOP basis) -6% -1%
Total volume excl oil and
erratics (BOP basis) -2 -3
Manufactures volume
(excl erratics) OTS basis -2 -
Fuels (Volume) -20 +10
T, Imports
Total value +5% +13%
Total volume (BOP basis) +4d -1%
Total volume exc oil and
erratics (BOP basis) +4 -1
Manufactures volume
(excl erratics) OTS basis +3% =1
Fuels (Volume) -6 -16

SECRET AND PERSONAL

£ billion

1986 year
to date

2 Al
3.4

=1.3

-1.4
+2,0%

+0.9

Ql 1986
on

Ql 1985
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FROM: ROBERT CULPIN
DATE: 23 APRIL 1986

¥ v
| N
MRS LOMAX - J M
A\ v wjf o
WORKING PAPER ON FEEDBACK RULES \,r} V’/ '

%\’O\ \,i"ff,w
I am not going to lose sleep over this, because only 4 people will

read it. But I should like minor drafting changes to neuter it
further.
25 As drafted, it could be taken to say this:

a. if you believe the Treasury Model, we can devise simple
rules to tell you how to vary interest rates to keep money
GDP on track - so you don't need all this nonsense about discre-

tion;

b. if people expect the future to be like the past - and this
is described as the "conventional mode" - monetary conditions
are useless: they are no better a guide than targeting money
GDP directly, even if you allow for the fact that it takes
ages to measure money GDP. Monetary conditions are only some

use if you believe in the full glories of rational expectations.

Look, for example, at paragraphs 47-49 or paragraph 68.
3 This doesn't sound like the Lombard Speech we know and love.

4. The problem is almost entirely one of drafting. The answer
to b, for example, is that the exchange rate and the monetary aggre-
gates tell you something so long as they reflect expectations which
are not entirely an extrapolation of the past. TESSitss SsEsStE ot

the working paper doesn't say so.

5 I have had a private word with Mr Odling-Smee. He thinks we

could strengthen the disclaimers in paragraph 68 and/or paragraph 49.



For reasons of tact, it would help if he could draft something and

clear it with the author. He will do that. I will then come back

to you.
55 I also noticed a couple of other minor drafting points.
Paragraphs 9 and 11 call money GDP an intermediate target - correctly

in context, but perhaps a bit confusingly in relation to our normal
terminology. And with your passion for cost push heresies, you
might want to submit paragraph 30 to the thought police - though
I assume it only tells you that an increase in earnings raises the

price level, not the rate of inflation.

y it
G

ROBERT CULPIN
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FROM: MRS R LOMAX
DATE: 24 April 1986

SIR P MIDDLETON cc Sir T Burns
Mr Odling-Smee
Mr Culpin

TREASURY WORKING PAPER ON FEEDBACK RULES AND CONSISTENT
EXPECTATIONS

The Chancellor was grateful for your minute of 17 April. He is
content to go ahead and publish, as you recommend, provided it is
done in an ultra-low key way.

2. -.He thinks it might be wise for Mr Culpin to 1look at the
drafting, for any possible pitfalls, before we release 1k

RACHEL LOMAX
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MRS R LOMAX
24 April 1986

MR CULPIN

WORKING PAPER ON FEEDBACK RULES

The Chancellor has seen your minute to me of 23 April. He has asked
me to thank you for your helpful suggestions, with which he
concurs.

Al

RACHEL LOMAX
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FROM: ROBERT CULPIN
DATE: 25 APRIL 1986

\

\“Y
MRS LOMAX | L\ cc Sir P Middleton
Sir T Burns

Mr 0Odling-Smee
WORKING PAPER ON FEEDBACK RULES
This is just to record that, following your note of 24 April, I
have agreed minor drafting changes with Mr 0dling-Smee and

Mr Westaway. The Working Paper will now be published, without

publicity, whenever sufficient copies have been produced.

fe

ROBERT CULPIN
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FROM: SIR T BURNS
DATE: 25 April 1986

CHANCELLOR cc Sir P Middleton
Mr Cassell
Mr Kemp
Mr Evans
Mr Odling-Smee
Mr Peretz
Mr Scholar
Mr Sedgwick
Mr Culpin
Mr S Davies
Mr S Brooks

RPI LESS MORTGAGE MORTGAGE INTEREST PAYMENTS

We have been giving some thought to the possibility of placing
increased emphasis upon the RPI less mortgage interest payments.
The sharp reduction in mortgage rates coming into effect this
summer means that the inflation rate to be published in mid-year
will be very low. Later this year or sometime next year we are
likely to see some unwinding of this pattern unless there are
continuing falls in the mortgage rate. It may be useful later

this year to point out that this is a reflection of the

. contribution of mortgage rates and does not signify a change

of trend. It will be more effective if we begin by drawing
attention to this when the actual inflation rate is below the

adjusted rate.

2. I attach a chart, which shows the extent to which the RPI
excluding mortgage payments has been much more stable than the

RPI itself.
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3 Mr Evans has informally approached Paul Dworkin of the
Department of Employment about the possibility of adding to the
press notice a column or two for the RPI less mortgage interest

payments.

4, As we expected, he took the view that this was a uniquely
bad time: the RPI Advisory Committee was in the process of coming
to the conclusion that there were good reasons why mortgage
interest payments should remain in the RPI. For the DE to revise
the press notice in order to give greater emphasis to the RPI
less mortgage interest payments in the course of the Committee”s

deliberations would look very bad.

5. We can expect DE to repeat this line if we were to make

a more formal approach.

6. I also raised the matter informally with Jack Hibbert of the
CSO and he was more receptive to the idea. He saw some merit in
providing this extra information, and approved of the idea of
introducing it when it was to our disadvantage. He offered to

speak to Paul Dworkin.

7. Even if DE refuse to go along with our proposal we could
still publicise the RPI less mortgage interest payments by
PR
(1) an BE2¥ box, containing a few figures and a simple

chart, or

(i1) an EPR article on measures of inflation in general
(RPI, RPI less mortgage interest payments, wholesale prices

etc) and

(i11) regular briefings on movements in the RPI less

mortgage interest payments.
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8. My preference would be for (i) rather than (ii). It would
undoubtedly be better if an EPR presentation followed an
introduction of this series in DE“s monthly press notice. But
if necessary we could do it ourselves. My own feeling is that it
does make sense to get this measure onto the record, possibly as
part of a general exposition of problems of measuring inflation -
which were always likely to come into prominence once inflation

was brought to low levels.

9. Past experience suggests that we are unlikely to hit the
hzadlines with any other measure of inflation, particularly if
it is below the official figure. Even so I see it as important

to the informed commentator.

10. TIf you are interested in getting DE to expand their press
notice I will ask Mr Evans to pursue it further with both DE and
the CSO. It would be worth your sounding out Lord Young at an
early stage to persuade him of the wisdom of such a move. (The
next RPI, for April, is published on May 16). Perhaps the best
argument is that an expansion of the material in the monthly

press notice could cover, not just this adjusted version of the

i

T BURNS

RPI, but other adjustments as well,

ENC
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' Inflation
- INFLATION X as measured by the’
: 12 month percentage
| change in
-10
RPI RPI
excluding
[ mortgage
interest
L payments
L 1985
L March 6ie. 552
| June 7.0 53
a_—— | December 5.7 5.4
. - RP! excluding mortgoge intsrest paymaents | o
ca?ﬁiilGiiéééi56?63SiioSEI;élélJii6;577615331i6i6J&E‘° March 4.2 4.0
1982 1983 1984 1985 1986 o [3.2] [3.5

period of no major change up until early 1986. Latest figures and
most forecasts (including the Government forecast published in

the FSBR) show a substantial decline in inflation in 1986.

]
There was a steep fall in inflation from 1980 to 1983, followed by a
2 The Retail Prices Index is the most commonly used measure of
inflation and is shown in the chart. Unlike other measures, the
RPI has, since 1975, included the mortgage interest rate, as an
indicator of the cost of owner-occupied housing. The all-items RPI
is thus sensitive to changes in interest rates which are subject to
substantial short term fluctuations (a fall of 1 point in the
mortgage rate reduces the all-items RPI by nearly % per cent). The
chart also shows the RPI excluding mortgage interest payments.
This is a less volatile series, which moves similarly to the RPI |

over the longer term.

Bie Mortgage interest rates have fallen from 123 per cent in March
to 12 per cent from 1 April, and a further reduction will affect
the June index. In the chart the effects of the increases in
mortgage rates in February and April 1985 on the RPI stand out
clearly. At the present time the two series are not very
different, but with further mortgage rate cuts in the pipeline, the
all-time RPI is likely to run below the RPI excluding mortgage

interest payments over the next few months.






\/ : 3 h/ b)., ) v '\
LY Ay courmwlx'n, \{ﬁ\ . \(-\\v/
A w D \,./r‘\” Vv c ,\K/ l\
LAt M\,ﬁ\’ \,f*‘) \ W \,://\:; ip‘mou:\\sgm T m‘mns %&ﬁ Jf: \e’\X\’)

DATE: 25 April 1986 \,rv'r VP £

\,_;v« = J\M Y
i a :
% k’@)} T ¥ \‘t‘ \;\ff) VW “
b ( r P Middleton s
¥

CHANCELLOR = ‘ ee Si
Mr

g':.":(...f‘.},p. y A~ has Vesaad Cassell LY &
BA Aos Mr Kemp O\/\ \ \k&l

p | . \ ; il Mr Evans {&/
{ o Qe . -[n“"/"_v‘.;c | 4 Ad

C Mr Odling-Smee

("5 O YT Tral Lot ~ Mr Peretz K\\\
A . R b Y eSucC A Mr Scholar /\ \ \/Sv y \,(y’
( .)
{/\_‘,‘ ek 5 LR r 1 By Mr Sedgwick Q{ v’c:\}/-" .
| \A\/ \’s\{ “T}"‘

o e b T Mr Culpin
@au v { ot wre Ths N Qo Mr S Davies N ® W
T = .7 1\ v ot Qo & ;’.“"*”' 2KIAD L (~ Mr S Brooks w .b
| ) 3
‘ '.\ o / e T :' Y } . B
RPI LESS MORTGAGE MORTGAGE INTEREST PAYMENTS ~ ~ “ "**V‘ Oliap By
Orr®rr o ' Y STV N
We have been giving some thought to the possibility of placing Nl s
increased emphasis upon the RPI less mortgage interest payments. r -
The sharp reduction in mortgage rates coming into effect this
(Oswr~oo &

summer means that the inflation rate to be published in mid-year
will be very low. Later this year or sometime next year we are
likely to see some unwinding of this pattern unless there are

- continuing falls in the mortgage rate. It may be useful later
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e Mr Evans has informally approached Paul Dworkin of the
Department of Employment about the possibility of adding to the
press notice a column or two for the RPI less mortgage interest

payments.

4. As we expected, he took the view that this was a uniquely
bad time: the RPI Advisory Committee was in the process of coming
to the conclusion that there were good reasons why mortgage
interest payments should remain in the RPI. For the DE to revise
the press notice in order to give greater emphasis to the RPI
less mortgage interest payments in the course of the Committee’s

deliberations would look very bad.

5% We can expect DE to repeat this line if we were to make

a more formal approach.

6. I also raised the matter informally with Jack Hibbert of the
CSO and he was more receptive to the idea. He saw some merit in
providing this extra information, and approved of the idea of
introducing it when it was to our disadvantage. He offered to

speak to Paul Dworkin.

7/ Even if DE refuse to go along with our proposal we could

still publicise the RPI less mortgage interest payments by

(i) an RPI box, containing a few figures and a simple

chart, or

(ii) an EPR article on measures of inflation in general
(RPI, RPI less mortgage interest payments, wholesale prices

etc) and

(iii) regular briefings on movements in the RPI less

mortgage interest payments.



CONFIDENTIAL

8% My preference would be for (i) rather than (ii). It would
undoubtedly be better if an EPR presentation followed an
introduction of this series in DE“s monthly press notice. But
if necessary we could do it ourselves. My own feeling is that it
does make sense to get this measure onto the record, possibly as
part of a general exposition of problems of measuring inflation -
which were always likely to come into prominence once inflation

was brought to low levels.

9. Past experience suggests that we are unlikely to hit the
headlines with any other measure of inflation, particularly if
it is below the official figure. Even so I see it as important

to the informed commentator.

10. If you are interested in getting DE to expand their press
notice I will ask Mr Evans to pursue it further with both DE and
the CSO. It would be worth your sounding out Lord Young at an
early stage to persuade him of the wisdom of such a move. (The
next RPI, for April, is published on May 16). Perhaps the best
argument is that an expansion of the material in the monthly

press notice could cover, not just this adjusted version of the

g i
v

{
\{JFY T BURNS

RPI, but other adjustments as well.

-

ENC
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FROM: MRS R LOMAX
DATE: 28 April 1986 \.__
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SIR T BURNS

/ ' : Mr Evans
// (< C@kN~ Mr Odling-Smee
,r/ »
A pOF g O Mr Peretz
Z sl SR . . Mr Scholar
\ /[ e NS :
¢ /£ ( ot Mr Sedgwick

: :

ngfL v Mr Culpin

= Miss O'Mara
RPI LESS MORTGAGE INTEREST PAYMENTS
The Chancellor agrees with the general approach in your minute of
25 April. But before going nap on any of this, he would like
Mr Butler's views on whether he sees serious risks for public
expenditure. What the Chancellor has in mind is the risk for
social-security upratings: clearly we do not want the 1987 uprating
to be on the basis of the RPI excluding mortgage interest payments,
on the grounds that pensioners do not have mor tgages.

202 Subject to Mr Butler's comments, the Chancellor thinks that,
whatever happens, we should give regular briefings on movements in
the RPI less mortgage interest payments. He thinks it might also

;be sensible for Jack Hibbert to have a word with Paul Dworkin, and

f for him to sound out Lord Young. But he is not clear what "other

/\

adjustments" to the RPI you are referring to in your final
paragraph. On the face of it, he cannot see the point of confusing
the issue by introducing them.
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3. The Chancellor agrees that we should defer an EPR article on
measures of inflation until we know where we stand with Department

of Employment. But he thinks we will want to do it then. However,
he is not entirely clear what you mean by "an RPI box". He has

asked where this would appear.

4, The Chancellor would also be grateful if you would let him
know the lowest figure so far for the RPI excluding mortgage
interest payments: at a quick glance, it looks rather like 4 per

cent in September 1984.

NA

RACHEL LOMAX



FROM: ANNA LEMESSANY
DATE: 29 April 1986

PPS cc Sir P Middleton
Mr Cassell
— Mr Kemp

Mr Evans

Mr 0Odling-Smee
Mr Peretz

Mr Scholar

Mr Sedgwick
Mr Culpin

Mr S Davies
Mr S Brooks

RPI LESS MORTGAGE INTEREST PAYMENTS — CORRIGENDUM

There is an error in the minute from Sir Terence Burns circulated
on 25 April 1986. In paragraph 7, subheading (i) should read

“an EPR box” and not an RPI box.

Y L

ANNA LEMESSANY

Private Secretary
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RPI LESS MORTGAGE INTEREST PAYMENTS

SO (

You asked whether I saw serious risks for public expenditure

f

arising from the proposal in Sir T. Burns' minute of 28th April.

2% Such risks could arise in two ways - either through proposals
for the adoption of such an index (if it were higher than the
RPI) for uprating of benefits, as mentioned in Mrs. Lomax's
minute, or less directly through giving Departments ammunition

for arguing for a higher provision in the Survey.

55 On the wuprating of benefits the legislation provides for
benefits to be uprated by not less the movement in the general
level of prices. This is a deliberately imprecise formula to
allow the Secretary of State to use the measure which is most
appropriate to the particular benefit. In practice, most benefits
have been uprated by the r.p.i., and DHSS Ministers have said
publicly that they do not envisage making any change. But there
are pressures from the lobbies to use other indices when they
are more advantageous - eg the pensioners' price index - and
the publication of this new index could attract some pressure
for its use when it would produce higher upratings. I believe
that this pressure could be resisted on the same grounds as
other such pressures have been resisted, especially since the

use of r.p.i. has now become well-established. But it would



be a wise precaution to check in advance of publication that
DHSS Ministers share this view and would commit themselves to

resisting any pressures which arose.

4. As regards our general discussions with Departments, the
GDP deflator these days plays a bigger role than the r.p.i.
In pursuing their own interests, Departments will always be
inclined to pray in aid whatever index best helps their case,
and the more indices there are, the more they will tend to switch
attention to whichever will give them the highest increase.
But for programme expenditure they are more likely to base their
argument on a specific index relating to their expenditure,
and I would not expect them to be inclined or able to make much

use of series formed by the RPI less mortgage interest payments.

—
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F. E. R. BUTLER
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FROM: ROBERT CULPIN
DATE: 30 APRIL 1986

CHANCELLOR cc CST

Sir P Middleton
Sir T Burns

Mr F E R Butler
Mr Cassell

Mr Kemp

Mr Evans

Mr Odling-Smee
Mr Peretz

Mr Scholar

Mr Sedgwick
Miss O'Mara

Mr Pickford

RPI LESS MORTGAGE INTEREST PAYMENTS

If we are going to publicise more actively the RPI less mortgage
interest payments - and I agree that we should - it is worth bearing

in mind that:

a. you drew specific attention to it in your most recent evidence

to the TCSC, and

b. Mr Wainwright asked you for precisely the chart which

Sir Terence Burns has just supplied.

Transcript attached.

I suggest that:-

1% in any discussion with Lord Young or his officials, we
might as well use the point that we have been asked to publish

the information in question; and

ii. if we then go ahead, it could (just) be worth writing to
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EXTRACTS FROM MINUTES OF EVIDENCE TAKEN BEFORE
THE TREASURY AND CIVIL SERVICE COMMITTEE
25 MARCH 1986

171. The trouble with the track record is
for almost three years, now perhaps ended,
inflation has been going up rather than
down and has certainly not moved in corres-
pondence with money GDP.

(Mr Lawson.) I do not accept that for a
moment.

172. It is in the Red Book chart 2.1.

(Mr Lawson.) The RPI is not the most
accurate reflection in any event because of
the curiosity of the mortgage rate being in
the RPI (which is not the case in most other
major countries, Canada is the only one that
has it), which creates a distorting effect.

179. Would it not be fair minded and
more helpful to the House of Commons
Committee if you gave us a diagram of the
rate of inflation as you think it ought to be
compiled?

(Mr Lawson.) There is, I believe, a com-
pany in the City of London called Phillips
& Drew who regularly publish the rate of
inflation, the RPI, with mortgage rate
knocked out of it and you can see that for
yourself if you wish to and see a much
smoother path.

180. Not many of my constituents are
clients of Phillips & Drew, or any other City
stockbrokers. My last question, because
time is going on fast, is really to ask you to
raise the curtain, at least for the benefit of
the House of Commons, on this speech you
are to make as late as the middle of April?

(Mr Lawson.) I cannot, I have not
written it yet!
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MONTHLY ECONOMIC BRIEF
Prepared by the CSO on 1 May 1986

There was a sharp rise in seasonally adjusted unemployment in the month to March
partly explicable by cold weather. While the March figure was probably
erratically high, developments over the latest few months now point to a
resumption of an upward trend. Revised estimates of the employed labour force
show a rise of 276,000 in 1985 compared with 391,000 in 1984, suggesting a rather

less buoyant rate of increase.

The annual rate of inflation fell sharply in March from 5.1 to 4.2 per cent. A
further fall to around three and a quarter per cent is likely in April as increases
in prices generally will be partially offset by the effect of lower oil prices and
reductions in mortgage interest rates. This should result in a movement in the
RP1 between March and April of about half that recorded a year ago when mortgage
rates increased. Producer input prices continue to fall from their peak level of
around a year ago but there is no indication at present of any further decline in

output pr‘iée inflation.

Bank base rates currently stand at 10% per cent. They were reduced in two stages
during the month by 1 per cent overall. World interest rates fell generally.
There was a substantial strengthening of sterli;wg against most major currencies
in the first part of April. Following a further weakening of the dollar, sterling
rose sharply, touching a high of $1.5590 on 28 April, its highest level since June
1983.

A PSBR of £3.0 billion in March brought the cumulative total for the financial year
1985-86 to £5.9 billion compared with £10.2 billion in the previous financial
year. The undershoot of £0.9 billion on the FSBR forecast can mainly be attributed
to higher than expected Central Government receipts, with non-oil revenues even

more buoyant than expected.

Limited information about developments in the economy in the first quarter
suggests growth of around -% per cent on the previous quarter. The underlying

level of activity is now seen to be growing by between %and 2% per cent per annum.

Visible trade is estimated to have been in deficit by £1138 million in March,
following a deficit of £338 million in February. The underlying level of non-oil
export volume has fallen in recent months while the underlying level of non-oil
import volume, which has increased since the beginning of 1985, appears to have

changed little over the past few months.
i
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RECENT RATES OF CHANGE AND ASSESSMENT OF CURRENT '
TREND FOR SOME KEY ECONOMIC INDICATORS

In the following notes, the figures for current trend represent our best
assessment of the current underlying rate of increase after making allowance
for temporary distorting factors such as strikes, unseasonal weather effects,
etc. The figures show how the series are moving currently and may be
different from the comparisons over the latest published twelve months.

GDP (average measure) in the fourth quarter of 1985 was 3 per cent higher
than in the same period a year ago or 1% per cent after discounting the effects
of the coal strike. This figure does not take account of past experience which
shows that revisions to growth rates for the initial published estimates of GDP
were on average upwards though not uniformly so.  The assessment of current
underlying trend for the first quarter of 1986 is that the rate of increase lies
in the range 3-23 per cent per annum.

Industrial production in the three months to February was 3% per cent higher
than in the same period a year ago, but unchanged after allowing for the
effects of the coal strike and other disputes, notably in the motor vehicles
industry. On the same basis, respective figures for manufacturing were 1 and
% per cent. The assessment of underlying trend for industrial production is
that the rate of increase currently lies in the range -1 to +1 per cent per
annum. The trend in manufacturing output is also in the range -1 to +1 per
cent per annum.

Retail prices rose by a little over 4 per cent in the twelve months to March
1986. A less variable indicator of the underlying movements in retail price
inflation can be obtained by monitoring developments in about 70 per cent of
the RPIl, mainly covering private sector prices and excluding mortgage ratess
local authority rates, seasonal food, nationalised industry prices and petrol.
This series rose by 43 per cent in the twelve months to March 1986. (Not
published). P

Producer input prices declined in seasonally adjusted terms in each of the
months from March last year to March this year. Some further decline is
expected in April, bringing the index more than 11 per cent below its peak in
February last year.

Average earnings (underlying) in the twelve months to February rose_by 7%
per cent. The current trend is estimated to be in the range 7%—8 per cent per
annum.

Unit wage costs in manufacturing in the three months to February rose by 7
per cent compared with the same period a year ago. The current underlying
trend is estimated to be in the range 7-9 per cent per annum.

Unemployment (excluding school leavers) in the twelve months to March has
been rising on average by 9 thousand per month and by 12 thousand per month
in the latest six months. Discounting the effects of employment and training
measures as far as possible, the current underlying trend appears to be an
increase in the region of 15 thousand per month.

Movements over the latest published 12 months include any revisions that may
have occurred since last publication (in general any such differences only
occur in the GDP series).

g N
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FROM: MRS R LOMAX
E: 1 May 1986

SIR P MIDDLETON cc PS/Chief Secretary

Mr F E R Butler
) K Sir T Burns

ECONOMIC PRESENTATION TO CABINET: 6 JUNE

Sometime ago it was suggested that it might be a helpful lead in to
the public expenditure round if Sir Terence Burns gave a scene
setting talk to Cabinet outlining the economic prospect and drawing
some morals - implicit or explicit - about the importance of
containing public expenditure. This meeting was pencilled in for

6 June. No.1l0 now want to know if they can go firm on the
arrangements.
25 I should be grateful for advice. You may want to discuss with

the Chancellor either this evening, or when you see him again

/e

RACHEL LOMAX

tomorrow.




FROM: MRS R LOMAX
DATE: 2 May 1986

SIR T BURNS cc PS/Chief Secretary

Sir P Middleton
Mr F E R Butler

ECONOMIC PRESENTATION TO CABINET: 6 JUNE

Following discussion between the Chancellor, Chief Secretary,
Sir Peter Middleton and Mr Butler last night, I have told No 10 to
cancel the Cabinet meeting they had pencilled in for 6 June. The
general view at the Chancellor's meeting was that there was very
little to be gained from making a presentation to Cabinet, and a
risk that it would stir things up unnecessarily.

2 The Chancellor hopes you will not be too disappointed!

KL

RACHEL LOMAX
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sympathetic to an expansion of the Press Notice (later this year

in the context of changes recommended by the RPI Advisor ommittee.
It is likely to suggest including in the Press Notice the RPI less
housing as one of a number of extra series to be published. This
series is usually very close to the RPI less mortgage interest
payments. ) As Sir Terence Burns said in his minute of 25 April,
DE are likely to resist quite strongly any immediate change in

the Press Notice.

Publicity
20 As an alternative to expanding the Press Notice, publicity
will come from Treasury press briefing. EAl will expand its monthly

note on the RPI (which 1is circulated internally a day before

publication) to include relevant material.

S An article in the EPR could cover various measures of inflation

(RPI, RPI less mortgage interest payments, GDP deflator, producer

[ A LAE

prices etc). The message would be that the RPI/%E%luding‘mortgage
interest payments is more volatile than the other measures.

4. Alternatively we could include a box in the EPR. I attach
a draft, which includes references to the April RPI (to be published

Mr Brooks ﬂﬁl 1
g




on May 16). This says rather 1little (it could say even less),
but the chart is the best argument. I prefer this option as getting
over the message simply: we could follow it up with a longer article
later in the year. The next EPR is scheduled to appear on June
100

Consultation with DE
50 Assuming you wish to go ahead with an EPR box, I attach a

draft letter for you to send to Lord Young. Alternatively, you

could speak to him along the same lines.

6. It will be suggested either by Lord Young or the press that
the Treasury's desire to exclude mortgage interest payments from
the RPI reflects our inability to get the Advisory Committee to
agree to take this element out of the RPI - and our unwillingness
to accept that verdict. This is not a conclusion we need resist.
There are good reasons for paying attention to this particular

version of the index.
i Finally, you asked what was the lowest figure so far for the
RPI excluding mortgage interest payments: since 1975, when this

element was first included in the RPI, the lowest figure was 3.9%

for September 1984.

WeE

H P EVANS
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INFLATION

— RPI
...... RPI excluding mortgoge interest payments

1982 1983 1984

There was a steep fall in inflation from

Inflation "

as measured by the’ ;
12 month percentage e
change in

RPT = =REFE
excluding
mortgage
interest
payments

11985

March Bzl 5ier2
June 7410 DIES
December 5.7 Bl
1986

March 4.2 4.0
April B2 w335

1980 to 1983, followed

| by a period of no major change up until early 1986. Latest figures

and most forecasts (including the Government forecast published

in the FSBR) show a substantial decline in inflation in 1986.

25 The Retail Prices Index

of inflation and 1is shown in the chart.

the most

commonly used measure

Unlike other measures,

NS, stk 1475, Mwduied _ o
the RPI S € mortgage interest rate, as an indicator of
$

the cost of owner-occupied housing.

The all-items RPI is (Sensitive

to changes in interest rates which are subject to substantial short

term fluctuations (a fall of 1 point in the mortgage rate reduces

the all-items RPI by nearly %
RPI excluding mortgage interest payments.

percent).

The chart also shows the

This 1is a less volatile

series, which moves similarly to the RPI over the longer term.

35 W/
to 12 percent from 1 April, and a further eut(ﬁall affect the June

index. In the chart the effects of the increases in mort%fge rates

in FEebruary and April 1985 on th

Xk O hoo Stvitr ot wiv v

further mortgage rate cuts in the pipeline,

out clearly.
Wi~

SV
il

2

the all-items RPI is

likely to fhew—ema&éef—énegeaees over the next few months.

S Mortgage interest rates have fallen from 12% percent in March
|
|
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<£;; inflation rate is coming down rapidly
and we should see some very low figures in the next few months.
These rates will not be fully sustainable and I wanted to tell

you of some modest presentational steps I am taking.

Part of the fall in the rate of inflation as measured by the RPI

reflects the influence of falling mortgage rates. This =

CMA.V\- o~ ~v
aLuh°

and when interest rates stop fallingg we shall
ose this benefit from the RPI. Commentators will then claim that

inflation is rising again.

Movements in interest rates make for short-term volatility in the
RPI. That is a fact of life, but a less volatile inflation series
can be obtained by omlttlng m tgﬁg 1nterest ayments from the

ag ~ G Savu Se Mt )
the Teﬁefto publish thlS series.

RPI. I have been asked by

The attached draft is scheduled to appear in the next issue of
the Economic Progress Report, due out on June 11. The chart shows

clearly that the RPI excluding m?a:ga e 1nterest $ i?ents is less

volatile, and so a better indicator of 1anatlon. Both series

will be used in Treasury briefing.

None of this need cast any doubt on the primacy of the RPI itself,
Nor on its method of construction. But it meets a need for a less

volatile series and it fulfils a request by the TCSC.
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CONFIDENTIAL

FROM: MRS R LOMAX
DATE: 1 May 1986

MR F E R BUTLER cc Chief Secretary
Sir P Middleton
Sir T Burns
Mr Anson
Mr Cassell
Mr Kemp
Mr Evans
Mr Scholar
Mr Culpin
Miss O'Mara
Miss Noble

RPI LESS MORTGAGE INTEREST PAYMENTS

The Chancellor was grateful for your minute of 29 April. He agrees
that it would be wise to clear our lines with DHSS Ministers as you
suggest - though he thinks it would be safer to write than talk. He
would be grateful if Miss Noble would provide an appropriate draft,

when the time comes.

72 The Chancellor has also seen Mr Culpin's minute on the same
subject of 30 April. He agrees that, in any discussion with Lord
Young or his officials, we might as well use the point that we have
been asked by the TCSC to publish information about the RPI 1less
mortgage interest payments. If we then go ahead and publish an EPR
article or box, we might then inform the TCSC 24 hours in advance.

3. Subject to clearing our lines with Mr Fowler, the Chancellor
is content to go ahead as indicated in my minute of 28 April.

/(ilid

RACHEL LOMAX
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PRODUCER PRICES FOR APRIL

Bilekford

S Brooks
Hacche
Pickering
Vernon

Turk
Cropper
Ross Goobey

Tyrie

The Producer Price Indices for April will be published at 11.30 a.m. on

Monday 12 May. The annual rate of increase in output prices has fallen again,

and the level of input prices continues to decline.



2. Producer Prices

(percentage change over a year earlier)

Output Prices Input Prices
A1l A1l A1l All
excluding (not seasonally (seasonally excluding
All FDT* ad justed) ad justed) EDT*

1985 Q2 5.6 6.4 3.4 3.4 6.8
Q3 546 6.5 - 0.7 - 0.7 - 1.2

Q4 5% 5.9 - 5.4 - 5.4 = 5.1

1986 Q1 520 5.0 =R oS - 9.3 -11.6
March 4.9 4.7 -10.9 -10.9 -14.6
April 4.5 4.y - 9.0 - 8.8 -11.8

*¥ Excluding the food, drink and tobacco industries.

e Prices of materials and fuel purchased by manufacturing industry fell
by 0.5 per cent (seasonally adjusted) between March and April. The index
has now fallen for 14 months in succession. The overall fall in the year

to April 1986 was 8.8 per cent.

4. In the year to April, producer output prices rose by 4.5 per cent,
compared with an increase of 4.9 per cent in the year to March. Between
March and April, the index rose by 0.8 per cent. Of this rise 1less than

a % percentage point was accounted for by the increase in tobacco duties
announced in the Budget. Excluding the food, drink and tobacco industries,
output prices rose by 4.4 per cent in the year to April (4.7 per cent in

the year to March).

S I attach two charts showing the movements,in prQducer input and output

prices from January 1975.

PAUL DAVIS

EA1 Division
x 3434
nlpd-pdpr
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CONFIDENTTIAL
FROM: S J DAVIES

DATE: 9 MAY 1986

1. SIR TERENCE BURNS CRk Chief Secretary
2.  CHANCELLOR OF THE EXCHEQUER Economic Secretary
Minister of State
) g He BT
R : Sir Peter Middleton
: \ S } Sir Geoffrey Littler
We Mr F E R Butler
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w oA word? Mr F Cassell
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RECENT ECONOMIC STATISTICS AND THE FSBR FORECAST

We have had two months' trade, industrial output, and price statistics,
and one month's labour market statistics since the Budget forecast was
comp leted. As in other OECD countries the recent indicators of economic
activity have generally been disappointing, while short-term inflation
prospects have, if anything, improved since the time of the Budget. I attach
a note, compiled by Peter Allum, which compares the recent statistics with

what we had been expecting at the time we finalised the Budget forecast.

20 Primarily because of earlier and larger reductions in the mortgage rate
than we had allowed for in the forecast, the RPI is now likely to turn out a
little lower than in the Budget forecast, particularly over the summer months.
Other measures of inflation are, as far as we can see, in line with the

forecast.
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‘. On the basis of the limited outturn data so far available, final demand
seems to have turned out significantly lower than we had expected in the first
quarter of 1986, with non-oil exports a particular source of disappointment.
This weakness in demand has been reflected in disappointing figures for
non-oil industrial output. And the weakness is also evident in labour market
data: the recent deterioration in the trend in unemployment, some fall back in
overtime working, and probably also an increase in the rate of loss of jobs in
manufacturing industry. A couple of months ago we had been expecting the
first quarter to show GDP growth of around 1 per cent over the previous
quarter. Currently it looks more likely to turn about below % per cent; and
the preliminary figure for the output measure of GDP, to be published in just

over a week's time 1is 1likely to suggest a pretty sluggish economic

performance.

4. The fact that other OECD countries have been recording falling or static
industrial output so far in 1986 and the behaviour of UK exports both suggest
that world economic developments have a lot to do with the recent weakness in
the UK: it may well be that demand from the world outside the OECD area is
currently even more depressed than forecast. In the UK, consumer demand also
appears hardly to be responding at all as yet to the pick up in real income
growth: it is the saving ratio rather than consumer spending that has been

rising.

5l We expect that domestic demand will respond to higher real incomes before
long - both in the UK and in other industrial countries. But even if by the
second half of the year spending has picked up as anticipated, the worse than
expected start to the year could drag average growth for the year down below

the forecast (with perhaps a stronger outturn in 1987).

6 Given the CSO's tendency to revise data upwards we need to be wary about
reading a lot into a couple of months' preliminary statistics. But —iteeis
significant that the recent official statistics on output seem consistent with
the relatively gloomy results from recent CBI surveys. Although the April
CBI survey appeared to show some improvement over the results recorded during
the winter months, the improvements were less than are usual at this time of
year. The CSO's seasonally adjusted versions of the CBI's results show no

improvement:
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~ Balance of responses to CBI Quarterly Surveys
(seasonally adjusted by CSO: not published).

Business Change in new orders Volume of Output

Optimism in past 4 months past 4 months next 4 months

1985 January 3 14 15 21

April 3 14 15 21

July 6 11 18 16

October 5 19 14 19

1986 January - 2 - 1 8 6

April - 8 - 10 - 6 1f

The one encouraging indication from these figures is the large gap between the
balance expecting output to recover over the next 4 months and the balance
reporting a fall in output over the previous 4 months: companies are expecting

the immediate future to see some sort of turnround from the immediate past.

[f= The prolongation of the period of sluggish growth, which has now
continued for four quarters, raises the possibility that the first half of
1985 will be seen in retrospect as marking a cyclical turning point, in terms
of the CSO's cyclical analysis. The upswing that began in the second quarter
of 1981 may have come to an end, and a cyclical downswing started, in the
first half of 1985. There certainly was a sharp slowdown in GDP growth around
this point. Having grown by 3% per cent in strike adjusted terms in the year
to the first quarter of 1985, GDP has probably grown by under 11 per cent 1in
strike adjusted terms in the year to the first quarter of 1986. This
interpretation would vindicate the message given by the longer leading

cyclical indicator which turned down during the first half of 1984.

8l However it is also possible - in the light both of our own forecast and
of the more recent upward movements in the CSO's 1leading indicators - that
the period mid 1985 to mid 1986 will be seen in retrospect as a pause within
a longer upswing. It would require only a short burst of growth at the rate
seen in 1984 to bring this about; all one can say at present is that it is
still too early to pronounce finally on whether 1985 marked a cyclical turning

point.

nilsd-tbech S JEZAVIES
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FROM: MISS G M NOBLE

f);f\y)

f DATE: 12 MAY 1986

CHANCELLOR OF THE EXCHEQUER cc Chief Secretary
Sir P Middleton
Sir T Burns

@#E‘ . o gnm Mr F E R Butler
2y | et N L o  jo B

Cassell
pCYLA4 CAT. Bemp

Mr

Mr

Mr Peretz
Mr Scholar
Mr Watson
Mr

RPI LESS MORTGAGE INTEREST PAYMENTS

(e I attach a draft letter to Mr Fowler, as requested. DHSS, as you

\¥!
s NI benefit and so I think it is worth covering the relationship

|
| _
‘ 4071 6] o1 know, already use the RPI less housing for uprating supplementary
|
|
- becet 6 lbetween that index and RPI less mortgage interest.

‘ |

|
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G M NOBLE
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D;g%? LETTER FROM: CHANCELLOR OF THE EXCHEQUER
éﬁ;
£

TO: SECRETARY OF STATE FOR HEALTH AND SOCIAL
SECURITY

RPI LESS MORTGAGE INTEREST PAYMENTS

{:;s\,ye&aa:éf§EII éﬁére,‘Ehe RPI is coming down rapidly and we
should see some very low figures in the next few months.
Part of the reduction is due to the ihfluence of falling
mortgage rates. This 1is a temporary influence and when
interest rates stop falling we shall lose the benefit from

the RPI. That is a fact of life, but commentators will then

\
claim that inflation is rising again. {

ﬁff To prepare the ground for this, presentationally, I want
to start getting over the message about how sensitive the RPI
is to short term movements in interest rates. I propose to
do this by including the attached article in the next issue
of the June Economic Progress Report due out on 11 June. The
main feature is a chart when shows how much of the volatility
in the RPI 1is due to mortgage interest. The article will

also meet a request from the TCSC to publish figures foer : the

RPI excluding mortgage interests.

4?. None of this should cast any doubt about the primacy of

the RPI itself, or of your use of the RPI less housing, but I



thought you would welcome advance warning. As you will see
from the attached chart, although RPI less housing excludes
rather more than mortgage interest payments, the two move

very closely.

NIGEL LAWSON



Inflation

INFLATION . as measured by the
12 month percentage
> » change in
10
REI R
excluding
i mortgage
interest
payments
SN 1985
\ March 6.1 5 2
\ June a0 5553
; SSR, V. Deeember a0 Syl
: o RPFexcluding mortgoge interest paymaents {
! 1986
o4762%33156&5]¥LRLSJXIoI?T?Ll&JSlE&ESJ;QZQJ31;6;51r61O March 4.2 4.0
1982 1983 1984 1585 1986 April [3.21" [3.5]

There was a steep fall in inflation from 1980 to 1983, followed
by a period of no major change up until early 1986. Latest figures
and most forecasts (including the Government forecast published

in the FSBR) show a substantial decline in inflation in 1986.

s The Retail Prices Index is the most commonly used measure
of inflation and is shown in the chart. Unlike other measures,
the JRPI.» includes ' the mortgage interest rate, as an indicator of
the cost of owner-occupied housing. The all-items RPI is sensitive
to changes in interest rates which are subject to substantial short
term fluctuations (a fall of 1 point in the mortgage rate reduces
the all-items RPI by nearly % percent). The chart also shows the
RPTI excluding mortgage interest payments. This is a. less’ volatile

series, which moves similarly to the RPI over the longer term.

35 Mortgage interest rates have fallen from 12% percent in March
to 12 percent from 1 April; ‘and .a furthér cut will affect the June
index. In the chart the effects of the increases in mortgage rates
in February and April 1985 on the RPI stand out clearly. Ini“Aprail
1986 both series were very similar at about [3-3%] percent. With
further mortgage rate cuts in the pipeline, the all-items RPI is

likely to show smaller increases over the next few months.

e ey
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CONFIDENTIAL

From: SIR PETER MIDDLETON
Date: 13 May 1986

CHANCELLOR e Sir T Burns
Mr Cassell
Mr Peretz
Mr' Secholar
Mr Kemp
Mr Watson
Mr Evans
Miss Noble
Mr Culpin

RPI LESS MORTGAGE INTEREST PAYMENTS

I had not quite realised that we have an established series
on RPI 1less housing. Before we send the letter to Mr Fowler,
would it not be as well to see if this series suited us just
as well as RPI 1less mortgage interest payments. The chart
seems to show 1t has almost identical characteristics. It

would avoid the risks involved in creating another series.

W\%\#

P E IDDLETON
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Treasury Chambers, Parliament Street, SWIP 3AG
0O1-233 3000

13 May 1986
David Norgrove Esg
10 Downing Street

LONDON
SWl

Loosr Dovowd

UK RELATIVE ECONOMIC PERFORMANCE

... I attach the information you asked me for on the telephone
yesterday on the UK's performance compared to other Summit
countries between 1979 and 1981 and now.
‘1cmxﬁ5 S 2

CohAnd,

CATHY RYDING
Assistant Private Secretary
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’ FROM: A M DOLPHIN
DATE: 13 May 1986

MS RYDING cece Mr Matthews
! Mr Hacche

UK RELATIVE ECONOMIC PERFORMANCE

You asked how the UK's current economic performance compares with
the other Summit countries and how it compared in 1979 and 1981.
I attach some tables showing information on growth,

employment/unemployment, inflation and current balances.
These tables show:

(1) Real GDP growth in the UK in 1985 was higher than in the
US and higher than in each of the major European countries.
In 1979 and 1981 the UK had the lowest growth rate (except
for the US in 1979 where growth was marginally lower) among

the Summit countries.

(ii) The UK's relative performance on employment growth has
improved since 1979 but growth in the UK remains lower than

in the other six Summit countries overall.

(iii) Unemployment (as a percentage of the labour force) is now
higher in the UK than in any other Summit country, as it
was in 1981, but not in 1979 when the US, France, Italy
and Canada all had higher unemployment.

(iv) Italy was the only Summit country with higher inflation

than the UK over the twelve months to March 1986.
(v) Unit labour costs in the UK grew faster than in the other

Summit countries in 1985 and in 1979, but in 1981 UK growth

was below the average for these countries.

fME e

A M DOLPHIN



1. Growth of GNP/GDP (per cent)

11979
United States 2.5
Japan RS
Germany 4.0
France 3.3
Italy 4.9
Canada Sy 2
Major six (excluding UK) 3ia5
United Kingdom 2.6
Major Seven 3.4
2. Growth in employment (per cent)
K059
United States
Japan
Germany
France =
Italy
Canada
Major six (excluding UK) 242
United Kingdom Ll

Major Seven 2.

1981

1:9:871L

S 0E6
{015

1985

1985

2.0



3. Unemployment (per cent of labour force)

March

1979 1981 1985 1986
United States 5129 Th
Japan 25k 2454
Germany 303 4.9 8.2 Sl
France 6.2 10.8 10.3
Italy 7] 8.4 10.6 11,2
Canada 7.4 s T:0%'5 L6
Major six (excluding UK) 5iei0 612 gkl 2
United Kingdom 5.4 95 L8l 1350
Major Seven 5110 6.5 516 el
4. Consumer price inflation (per cent)

March

1979 1981 1985 1986
United States SLIEAT) 10.4 355 2.3
Japan 3516 Ziridl LS e
Germany 4.1 6.+3 22 Dk
France 10.8 13.4 B8 S0
Italy 14.8 18%7 ) Tl
Canada ok 132555 4.0 4.1
Major six (excluding UK) 8.8 S T 3.6 2l
United Kingdom 13.4 1kt 6l 4.2
Major Seven 92 9%9 3518 258



5. Growth in unit labour costs in manufacturing (per cent)

1979 1981 1985
United States 10.6 Tie 3 1ie6
Japan =21 Ese8 @l
Germany 2.4 : {0} <l
France 953 U9 1.4
Italy 9.7 19.0 4.4
Canada a8 1358 2t
Major six (excluding UK) 6.8 {76 153
United Kingdom 1187 e 6.8 5.4
Major Seven T e D 1 (5
6. Current balances (US $ billions)

1979 1981 1985
United States =1l 6 LI
Japan =9 5 50
Germany —6 =6 13
France 5 =51 =
Ttaly 6 =8 -4
Canada -4 =5 -2
Major six (excluding UK) =9 i -60
United Kingdom =2 13 4

Major Seven =1Ll s =56
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CHANCELLOR OF THE EXCHEQUER Chief Secretary
G \( / U\ \" Sir Peter Middleton (\\\\P ‘y,/
. 3 \h Sir Terence Burns
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Sir Peter Middleton's minute asked whether the RPI les housing would

é et

suit us just as well as the RPI less mortgage interest payments. The RPI less
housing is published quarterly by DE and thus using it would avoid creating a
new series. Moreover, DE would probably be less concerned about our giving
prominence to these figures. However there are some significant disadvantages [ V/i//

to concentrating on the RPI less housing.

2n The main one 1is that, if we want to demonstrate the impact of
fluctuations in mortgage interest rates on inflation as measured by the all

items RPI, we can only do this clearly by showing the RPI with and without

mortgage interest payments. We may know that the charts for the RPI less
}g’“ﬁﬁzz / housing and the RPI less mortgage interest payments look very similar; but
S ¥

those who have not seen our charts will not necessarily accept that the

A
f)v‘ﬁlﬂuLA 7|

A_«,&-a e /wc
- fn/(:»lnterest rate changes.

different movements in RPI and RPI less housing primarily reflect mortgage

/mw - r o R4
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3 While we may expect some sympathy for the idea of using the RPI less
mortgage interest payments as a less volatile indicator of inflation, we may

experience less sympathy and more cynicism over using the RPI 1less housing.

( | We would not want to argue that the cost of shelter should not in principle

Z/OSVADY \‘

b . be given a weight in our measure of inflation; and in view of the tendency
s

O e of Local Authority rates in particular to rise much faster than retail prices

C“f“ﬁ“d“generally, we may arouse suspicions about our motives in using a measure of
e pvees

9{ Jﬁ; a measure of inflation that excludes just mortgage interest payments: you have
g e Uo -

A% 537 already referred to it in public, in evidence to the TCSC.
{ LW g

inflation which excludes - them. It should be much easier to defend the use of

et Fofe g

~/
Lnec b S%> 4, At all events it would be more difficult to claim, as in the currently

ey LSKE
Qmur : proposed letter to Lord Young, that the RPI 1less housing was a "better

p;ﬁah{miraindicator of underlying tends in inflation" than the all items index.

e
5e On the other hand there is clearly force in the argument that it would
be preferable not to introduce a new price index if we can avoid it. If we do
start quoting figures for the RPI excluding mortgage interest payments
commentators may relate this to the forthcoming RPIAC recommendations. There
may be renewed speculation about the recommendations of the RPIAC and
unfavourable comments on the Treasury's view versus the majority of the
Committee. But that will surface at some stage in the next few months in any

case.

bl The RPIAC will probably recommend that the DE should publish figures for
the RPI less housing, rather than the RPI less mortgage interest payments, in
their monthly press notice. DE will not necessarily feel bound to follow the
RPIAC's advice on the contents of their press notice, and the change will not
come until the autumn at the earliest. But while such a recommendation, and
its implementation, would be positively helpful if we had already started to
give prominence to the RPI less housing, it would be less helpful if we had

chosen to give prominence to the RPI less mortgage interest payments.

T = The letter to Lord Young and the EPR box, as amended by you, are
attached. If you decide to go for the RPI less housing, changes to these and
to the letter to Mr Fowler will of course be necessary. If you prefer the
RPI less mortgage interest payments, you may like to refer to the possible
alternative of using the RPI less housing in an additional paragraph, as

follows:
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"I have considered whether the use of the index for the RPI less housing,
which is already published, would do, allowing us to avoid the
publication of a new price series. I have concluded, however, that there
would be serious difficulties about using this as a measure of trends in
inflation, as there seem no good reasons for excluding the other elements

of housing costs from such a measure."

8. A separate note is coming to you on the April RPI, to be published on
Friday this week. It will include references to both the RPI 1less housing
and the RPI less mortgage interest payments. For use by IDT and others we

need to decide which series to use in briefing on Friday.

nve

H P EVANS

n2hp-ch-rpi
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Treasury Chambers, Parliament Street, SWIP 3AG
01-233 3000

14 May 1986
David Norgrove Esqg
10 Downing Street

LONDON
SwWl

[lzwDouxDLd)

UK'S RELATIVE ECONOMIC PERFORMANCE

Further to my letter of 13 May, I attach the additional
information you requested.

Houus euer,

CW
CATHY RYDING
Assistant Private Secretary
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. FROM: A M DOLPHIN
DATE: 14 May 1986

MS RYDING cci Mr Hacche

UK'S RELATIVE ECONOMIC PERFORMANCE

You reported that No 10 had asked for some further information
following your letter of 13 May. This is contained in the attached
tables.

2. In 1979 the UK's productivity growth was second lowest among
the Summit countries (growth was lower in the United States),
but in 1985 UK productivity growth was exceeded only in Germany

and France.
3r. Similarly, in 1979 the UK's GDP growth only exceeded growth
in the United States among the Summit countries, whereas in 1985

the UK had risen to third place in the league table behind Japan

and Canada.

AM Ep’p(—;—

A M DOLPHIN



PRODUCTIVITY GROWTH* (AVERAGE ANNUAL CHANGE, PER CENT)

1979-1985

United States 3.%
Japan

Germany 3.0
France

United Kingdom

Italy 4.3
Canada 32

* Qutput per manhour in manufacturing

REAL GDP GROWTH (AVERAGE ANNUAL CHANGE, PER CENT)

1979-1985
United States
Japan
Germany 12
France

United Kingdom
Italy

Canada

1981-1985

1981-1985



PERSONAL AND CONFIDENTIAL

until 11.30am Thursday 15 May
then UNCLASSIFIED

FROM: S D KING
DATE: 14 MAY 1986

1. ngss/ O'MARA cc Chief Secretary
Financial Secretary
2o CHANCELLOR OF THE EXCHEQUER 41,\,\ Economic Secretary
: | P S 2440g¢ 4/\ Looyen’  Minister of State
o ge M‘/\N” / e g.pﬁ._, Sir Peter Middleton
rete & G4 Moy O e Sir Terence Burns

Ao . Prv (onaot, Lol As Aokt Ao N Cassell

on He  Glowrtsd /«u ~ M% Mr Monck

Mr Burgner
W‘D Mr H P Evans
Mr Scholar
M"b&/ @WL’G’ m 06 o5 C‘Vé; f e Mr Shaw
‘ logeot Mr Culpin
(Aa/vq Mr S Davies
o7 Mr Pickford
Nf/s Mr Hacche
Mr Naisbitt
Mr Pickering
Mr Dyer (+1 for No 10)
Mr Cropper
Mr Ross Goobey
Mr Tyrie
Mr Stirling - CSO
Mr Kingaby - CSO
Mr Lang - CSO
HB/02

INDEX OF OUTPUT OF THE PRODUCTION INDUSTRIES - MARCH 1986
This will be published at 11.30am on Thursday, 15 May.

2. The index of production in the first quarter of 1986 rose by % per cent from the level

of the previous quarter: manufacturing output fell by 1 per cent. The divergence can be

accounted for by strong growth of 4% per cent in "energy and water supply". "Other
energy" was particularly strong}mainly because electricity and gas were boosted by the poor
weather conditions experienced in the first quarter. In comparison with a year earlier,

production rose by 2} per cent and manufacturing output fell by 1 per cent.

3. Between February and March the index of production, manufacturing output, and

output of the energy and water supply industries were broadly unchanged.



PERSONAL AND CONFIDENTIAL
until 11.30am Thursday 15 May

then UNCLASSIFIED
4. Recent movements
percentage changes 1985 1986Q1 1986Q1 March
on on on on
1984 198504 198501 February

Index of Production + 4% +3 + 2% 0
within which:

Manufacturing +3 =1 =l

Energy and Water +9 + 43 + 10 0
adjusted for coal strike:
Index of Production +23 3 - 4 +0
Manufacturing output +2% -1 -1 +0

5. Recent index numbers for manufacturing, and consequently production in total have
been revised downwards on receipt of later and more complete information. On the basis of
these estimates manufacturing output has shown some decline since 1985Q2, and CSO's
assessment is that the trend in manufacturing output is now downward in underlying terms.
Production as a whole declined from 1985Q1 but in 1986Q1 the fall in manufacturing output
was more than offset by a large increase in energy and water supply. However, in

underlying terms, production in 1986Q1 is down % per cent on 1985Q1.

6. Despite these downward revisions CSO will continue to make bias adjustments upward
to recent estimates of manufacturing output that are broadly upward. Historical experience

suggests that such adjustments are still warranted.
7. Manufacturing output in the latest quarter was 10% per cent above its 1981Q1 trough
but was 9 per cent below 1979Q2 peak. The index of production was 2 per cent above its

average 1979 level, although still slightly below the peak recorded in 1979Q2.

Other industrial detail

8. A good increase in output in 1986Q1 compared with a year earlier was recorded by
mechanical engineering [+6% per cent]. Falls over the same period were recorded by
electrical and instrument engineering [-8 per cent] and chemicals [-4 per cent] - two
industries which had, until recently, shown good year on year growth - and by metals

[- 3 per cent].



PERSONAL AND CONFIDENTIAL
until 11.30am Thursday 15 May

then UNCLASSIFIED
Assessment
9. Manufacturing output rose strongly in 1984 and 1985 as a whole but has declined since

1985Q2. CSO believe the underlying trend is now downwards.

10. Press comment will probably be unfavourable, emphasising the decline in

manufacturing since 1985Q2.

11. Manufacturing output grew by 3 per cent in 1985, the fourth year of uninterrupted
growth - the longest such period since 1970. But this point should be deployed carefully,
given the decline over the last 12 months.

Lines to take

12. Possible lines for IDT to take are:

13. Positive:-

(i) Manufacturing output expected to grow by 3 per cent this year, following

3 per cent growth in 1985 and 4 per cent growth in 1984.

(ii) Manufacturing output has now grown for four successive years - longest period

of uninterrupted growth since 1970 - and a fifth year of growth is forecast.

,l (iii) Manufacturing profitability in 1984 best since 1973. Exports up 6 per cent in
/ 1985 to beat 1984's all time and expected to rise by further 6 per cent in 1986.
| No previous five year period in which manufacturing has been so successful in

holding its market share and keeping pace with world output. Manufacturing

\ \ industry expected to be major beneficiary of fall in oil price.

Defensive:-

(iv) Manufacturing output trend downward. Expected to be temporary - as supported

by CBI's April Trends Survey. FSBR forecasts growth of 3 per cent in 1986 as a

whole - making five successive years of growth.

(v} Downward revisions to manufacturing output show bias adjustment unjustified

No. Historical experience shows initial estimates of manufacturing output have
been underestimated on average. Therefore bias adjustments completely

justified.
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X 921 455 8670 BHAM CHAM COMM 02 .

No. ot Respondents 72%

(97 in December)
*excludes Sandwell companios which
are now analysed scparately,

. !xmxm CHAMBER OF INDUSTRY AND COMMERGE
_r_em.or MARCH 1986 QUARTCRLY ECONOMIC SURVEY BY PERCENTAGE

1986 1983
QUESTION 1, DELIVERIES AND ORDERS Mar, Dec. Sept.  June Mar.
a) llome daliverios compared with 3 months ago are up 32% 39% 37% 37¢% 59%
samo 43% 43% 45¢% 41% 36%
down ?75% 18% 18¢ 22% 25%
Homc ordaers compared with 3 months ago are up 31% 40% 40% 32% 35%
same 35% 32% 33% 39% 37%
down 34% 288 273 29% 28%
b) kxport doliveries compared with 3 months ago are up 26% 25% 17% 23% 29%
same 48% 51% a7% 58% 54%
down 26% 24% 6% 19% 173
Expart orders compared with 3 months ago are up 28% 24% 18% 24% 25%
same 48% 433 403 A3% 514
down 243 338 a7y 338 24%
QUESTION 2. PRODUCT 10N

At the moment the percentage of firms working

at tull capacity is 249 31% 21% 13% 15¢

at 80-100% capecity is 34% 31% 35% 38% 39%

at 60-B0% capacity is 8% 37% 37% 43% 38%

at less than 60% cspacity is 4% 1% 7% 6% 8%

QUESTION 3, STOCKS

a) During the last 3 months stock levels have

increased 29% 29% 19% 32% 37%
ramained the same 50% 47¢ 52% A8% 43%
decroasad 21% 24% 20% 20% 20%
D) During the next 3 months stock levels will increase 17% 28% 17% 14% 158
remain the same 678 3% H6% 62% 5%
s mane 194 8% 18 ca B auB

QUESTLUN 4, LASHE LUW
Compared with 3 months ago the situation is improved 19% 27% 25% 25% 23%
same 60% 508 53¢ 53% 55%
worse 214 238 22% 223 228

QUESTION 5.  LABOUR

a) During the last 3 months the percentage of firms who have

incressed their worktorce is 27% 24% 30% 18% 20%
kapt their workforce constant is 59% 54% 50% 63% 59%
reduced their workforce is 14% 22% 20% 19% 21%

t) During the next 3 months the workforce will probably

increase 17% 20% 16% 16% 1%
remain constant 71% 62% 72% 68% 63§
dscrease 12¢ 18% 12% 163 16%

c) Of those tirms who have recruited during the last 3 months,
the percentage oxporiencing difficulty in finding:-

{) skilled manual workers is 50% 28% 30% 26% 26%

A7 Tk 5% 10%, % %
23 Y.  sabthar maniaal vamselhoare ©= g -~ el s A
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o &
. STION 6. INVESTMENT Mar. Dec. Sept. June Mar,
a).vntmnt plans for plant and mechinery during the next 12 months have been
revised upwards 23% 28% 24% 15% 15%
unchan 73% 663 758 82% 80%
revised downwards 43 6% 1} 3% 5%

b) Investment plans for building work have bsen

revised upwards 14% 108 8% 6% 8%
unchanged a3s 878 92% 918 86%
ravised downwards 3% 33 0% 3% 6%

QUESTION 7. EXCHANGE RATES

a) Changes in exchange rates over the past 3 months have affected future profitability as follows:-

ipprove 28% NA NA NA NA
remain the same 55% NA NA NA NA
worsen 17% NA NA NA NA
b} The relstive importance to businass profitability of lowur interest rates against changes in the
it i Ll L ¥ ore fnpt thnt 408 NA NA NA NA
aqual importance 35¢ NA N NA NA
less important 25% NA NA NA NA

” QUESTION 8. CONF 1DENCE
“' a) Firms confident turnover will improve 62% 57% 508 42% 50%
{ ramain the same 348 328 9% 50% 36%
worsen 48 1s g 8% 143
\".\ b) Firms confident protitability will improve 548 488 45% 36% 33%
; remain the same 358 3B o mE s
worsen 118 198 168 20% 20%

QUESTION 9, BUSINESS FACTORS®

Firms were asked to indicate 4 tactors most likely to improve their prospects. The following shows the order
of importance placed on the factors listed:

Lower Interest Rates 74% ! i 1 1
Reduction of Local Authority Rating 61% 2 s 2 2
Higner Productivity 49% 3 3 4 3
Nado.tawn of Yaa Duidun un Sumponias aay 4 5 ! 4
Reduction in Competition from lmports 32% 6 7 6 7
|ower Rate of Inflation 3% 7 4 3 >
Lower Pay Settlements 26% NA NA NA NA
Radurtina im Mimdic Utility Charyuy Pt ) HA HA NA NA
Reduction of Personal Jexation 18% 8 8 8 8
Imprevived Cask Ausilavil ity 14% NA NA NA NA
Removal ot Foreign Trade Barriers 13% NA NA NA NA
Better Industrial Relations Climate 3% gt 9 9 9

*The Business Factors question has changed and it is not therefore possible
to show comparative percentages for previous gquarters. Accordingly where the
factors have remained the same, the previous ranking on a scale 1 to 10 is shown.

EQD/2/A/5B/SJ
7th April 1986
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. No, ot Respondents: 487
» VW MIDLANDS REGIONAL GROUP OF CHAMRERS OF COMMERCE (403 in December)
RESUL F_MARCH 1986 QUARTERLY ECONOMIC SURVEY BY PERCENTAGE A
QUESTION 1.  DELIVERIES : %‘ﬁx %’2 Sept,  June  Mar,
a) Home deliveries compared with 3 months ago are up 36% 478 34% 40% 438
same 44% 388 50% 43% 37%
down 20% 15% 16% 17% 208
Home orders compared with 3 months sgo are up 38% 423 34% a0% 43%
came 36% 33§ 12% a0% g
down 26% 25% 24% 20% 73%
b) Export deliveries compared with 3 months ago are up 28% 32¢ 26% 31% 37%
sema 54% 48% 51% 51% 50%
down 18% 20% 23% 185 158
txport orders compared with 3 months ago are up 29% 27% 25% 32% 37%
sama 57% 44% 45% 472% 45%
down 19% 29% 30% 26% 18%
QUESTION 2, PRODUCTION
‘ At the moment the percentage of firms working
‘ at full capacity is 27% 33% 29% 25% 25%
| at_80-100% capacity is 43% 38% 39% 43% 39%
| at 60-80% capacity is 25% 725% 27% 26% 519
‘ at less than 60% cepecity is 5% 4% 5% 6% 5%
 QUESTION 3,  STOCGKS
&) During the last 3 months stock levels have increased 33% 31¢% 29% 34% 319
remained the same 45% 49% 47% 44% 49%
decreased 22% 20% 74% 22% 20%
b) During the next 3 months stock levels will increase 18% 19% 21% 18% 17%
remaln the same 60% 598 6U% 55% 59%
decrease 22% 22% 19% 27% 24%
QUESTION 4, CASHFLOW
Compared with 3 months ago the situation is improved 24% 26% 27% 25% 25%
same 528 51% 48% 54% 528
worse 24% 23% 25% 21% 23%
QUESTION 5. LABOUR
a) During the last 3 months the percentage of firms who have
increased their workforce is 25% 34% 31% 3% 28%
kopt thoir workforco conctant ic 593 52% 533 53% 51%
reduced their worktorce is 16% 14% 16% 16% 18%
b) During the next 3 moniths the workforce will probably
increase 17% 24% 20% 23% 22%
remain constant 72% 62% 70% 68% 66%
ducrease 1% 14% 10% 9% 12%
<) Of those tirms who have recruited during the last 3 months,
the percentage experiencing difficulty in finding:-
i) skilled menual workers is 50% 45% 42% 43% 44%

{1) other manual workers is 14% 9% 16% 13% 15%
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1986 108%
‘ST ION 6, INVESTMENT Mar. Dec, Sept. June Mar,

a) "stum plans for plant snd machinery during the next 12 months have been

revised upwards 288 308 248 23% 23%

unchan 68% 678 68% 7a¢ 74%
ravised downwards 43 -} 4 8s 3% 3%

b) Investment plans for building work have been

revised upwsrds 12% 108 10% 11g 10%
unchanged 858 87% 86% 86% 85%
revised downwards 3% 38 43 38 53

QUESTION 7, EXCHANGE RATES

a) Changes in axchange rates over the past 3 months have affected future profitability as follows:-

improve 24% NA NA NA NA

5
ramain the same 48 NA NA NA NA
worsen 22% NA NA NA NA

b} The relative importance to business profitability of lower interest ratas against changes in tha

by Gy ‘more_inportant 478 NA NA NA NA
equal importance 318 NA NA NA NA
less important 22% NA NA NA NA

QUESTION 8, CONF IDENCE
a) Firms contident turnover will {improve 57% 58% 48% 51¥ 58%
remain the tame 378 33% 418 43¢ 34%
, Yorsen 68 of 11% 6% 8%
b} Firms contident profitebility will improve 468 46% 41% 40% 42%
remain tha same 408 394 41% 43% 40%
worssn 14% 158 18% 17% 188

QUESTION 9. BUSINESS FACTORS*®

Firms were asked to Indicate 4 factors most likely to improve their prospects. ihe following shows the
order of importance placed on the factors listed:

Lowar Interest Rates 678 1 1 1 1
Reduction of Local Authority Rating 51% 3 3 ? 2
Higher Productivity 433 2 2 3 3
Reductjon of Tax Burden on Companies 363 4 5 4 4
Lower Rate of Intlation 29% 6 6 6 6
Improved Cash Availability 27% NA NA NA NA
Reduction in Competition from Imports 24% 7 7 7 7
Lowar Pay Settlements 20% NA NA NA NA
Raduction in Public Utility Charges 19% NA NA NA NA
Reduction of Personal Taxation 158 8 8 8 B
Removs] of Foreign lrade Barriers 118 NA NA NA NA
Better Industrial Ralations Climste 28 9 9 9 9

*The Business Factors guestion has changed and it Is not therefore possible
to show comparative percentages for previous guarters, Accordingly where the

factors have remained the same, the previous ranking on a scale 1 to 10 is shown.

ECD/2/A/S8/5J
7th April 1686
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( b ~FROM: H P EVANS
| , 2\9[5S
C DATE: 15 May 1986

o

CHANCELLOR “ cc Chief Secretary
: Financial Secretary
P Economic Secretary
//\ > Minister of State
: Sir Peter Middleton
| Mr Butler
J Sir Terence Burns
Mr Kemp
Mr Peretz
Mr Scholar
Mr Culpin
Mr Davies
Ms O'Mara
Mr Pickering
Dr Rowlatt
Mr Cropper
Mr Ross Goobey
Mr Tyrie

IFS REPORT ON THE RPI

The IFS yesterday published a report on aspects of the RPI.
There are a number of articles in this morning's press picking

up the IFS criticisms.

2. In general our line eg in first order PQS should be that
all these matters are being considered by the RPI Advisory
Committee, expected to report to The Secretary of State for
Employment later this year - perhaps in July. The main
arguments are covered 1in the attached briefing note. Most
of the IFS recommendations have not found favour with the

Advisory Committee.

3% There is an oral PQ from Mr Andrew McKay, due to be
answered by vyou, this afternoon, and the IFS report could

well come up in this context.

=

H P EVANS



IFS REPORT : THE RPI AND THE COST OF LIVING

Factual

1 Report published May 14 by Institute for Fiscal Studies,

commissioned by Chartered Association of Certified Accountants.

2% Main topics of report : measurement of owner-occupiers'
housing costs; differences in the inflation experience of
different types of households; measurement of quality changes;

weighting system.

3fe Report covers some aspects of the construction of RPI.
These aspects, and on any others, being considered by RPI

Advisory Committee. Report expected later this year.

Positive
1. Welcome informed analysis of RPI.
2. Report recognizes that no single index can be fully suited

to the many uses of the RPI.

37 Report recognizes widespread use of index, by private
sector and government, and need for continuity in methods

of constructing index.

4. In general, differences between the RPI and the other
measures in IFS report are small, or very small: some of the

IFS proposals would reduce index; other would increase it.

Defensive
i IFS claim that RPI disguises differences in the inflation
experience of households because, according to their

calculations, a price index for the poorest ten per cent of
households rose by 17 per cent more than that for the highest
ten per cent between 1974 and 1982. But always recognized
that RPI cannot apply equally to all groups; households

inevitably affected in different ways by price changes. Example



quoted by IFS should be seen in context of rise in total index
from 100 in 1974 to 320 in 1982. DE publish special indices
for low-income pensioner households; these deviate only

slightly from the general index.

25 IFS claim that RPI ignores capital gains in estimating

housing costs using mortgage interest payments. True, but

IFS report rightly recognizes great difficulties in measuring
costs of owner-occupied housing. This is widely seen as the
most difficult conceptual problem in RPI; 1little agreement,
in UK or elsewhere, on best solution. Of major countries,
only Canada, other than UK, uses mortgage interest payments.
IFS solution is to treat capital gains on housing as an offset
to mortgage interest. This implies that the faster those

prices rise, the slower the RPI should rise!

3s IFS report claims RPI overstates inflation because it

fails to take account of quality changes. Again, very difficult

to measure. But RPI does make some allowance. This issue,
and approach recommended by IFS, is being examined by RPI

Advisory Committee.

4. IFS report also claims RPI overstates inflation because

of use of out of date expenditure patterns in constructing

weights. RPI Advisory Committee examining this, but proposed
solution involves projections of expenditure patterns. This
raises problems of accuracy and of need for revisions if

projections prove faulty.

S IFS report claims RPI inadequate as a cost of 1living
index. But RPI (despite its origins many years ago) is an
index of price changes and not a cost of 1living index. A

price index will fall only if prices fall; a cost of 1living
index will fall, even if all prices are unchanged, if consumers
shift their pattern of spending eg away from Harrods and towards

Tesco.
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‘THE RPI’s GOT IT WRONG’

THE Government's inflation
measure —the retail retail price
index — calculates inflation
wrongly, according to amn
independent report published
today, and it has a major
eflect on public spending —
with every 1% cha in the
RPI ocosting about mil
Hon a year in such items as
pensions uprating and other
social security changes, says

the report from the Instituie
of Fiscal Studies.
Commissioned by the Char-
tered Association of Certifled
Accountants, it points out that
he RPI is based on out-of-

all the time.

Mr Robert Markless, execu-
tive administrator at the IFS
said: *“Inflation is the centre-

iece of Government policy.

ut its main economic tar
is to keep down a figure which
is not precise eno:

Inflation in 1978 would
have been 9-1% rather than
9:9% had the RPI taken into
account the fact that people
switch from expensive to
cheaper goods in 1983 it would
:xagve besn 4°8% rather than

-9%.

1)

¥

(G
A " b ¥

i\/‘

f'v




e (ol % Clra v
Jﬁﬁ guAte L@ b oo l¢
QI

FROM: G N NOBLE
DATE: 15 MAY 1986

e Oun . B ~

1. MR F E R ByzLER WHer - (o cc PS/CST

2. CHANCELLOR
RPI LESS MORTGAGE INTEREST PAYMENTS: LETTER TO MR FOWLER
I attach a revised draft letter to Mr Fowler.

2% My own feeling is that the EPR article is unlikely to cause
us any problems, because it merely states that the RPI is volatile
because of mortgage interest and demonstrates the effect. But
what could cause difficulty is the description of the new index
as "a better indicator of underlying trends in inflation". The
sighificant word 4dn that is, of course, "underlying”" but it is
all too easy for outside commentators - especially those on the
social security side - to miss the subtlety. I think it would

be helpful if the point could be made without using those words.

3% The draft 1letter does not ask for an explicit assurance
from Mr Fowler before the EPR article is published. I« thank
that will only raise suspicions and recent experience suggests
there is little hope of Mr Fowler dealing with the matter quickly,
so it could hold up the article.

C/\_ ANaYo

G N NOBLE
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DRZ LETTER FROM CHANCELLOR OF THE EXCHEQUER TO SECRETARY OF
STATE FOR HEALTH AND SOCIAL SECURITY

~

RIP LESS MORTGAGE INTEREST PAYMENTS

hs QM—-]
As you are well aware, the RPI is—eeming[ down rapidly and we
should see some very low figures in the next few months. Part
of the reduction is due to the influence of falling mortgage
rates. This is a temporary influence and when interest rates

stop falling we shall lose the benefit from the RPI. Commentators
! E ; § ; (TLal/ e~ LQ nd A .
then claim i

i v
ool ald e P~ apprtent, )
To head off these arguments,/ I want to start getting over the

message that the RPI is highly sensitive to short term movements

in interest rates and that the underlying trend in inflation
is still downwards. I propose to do this by including a short
article in the next issue of the Economic Progress Report, due
out on 11 June, which will show the recent values of the RPI
excluding mortgage interest. The article will also meet a request

Treotw, ord €| Sennce Sedec Gmnilter )
from the TGSG(% publish this series.

Sonce Mo redax vl Shaw a L\gku-
There 1is clearly some risk that -cemmentators—witl—argue—=—hat
role of- rnHodS an )le" Har wared ftw o e r-(s-—ﬁ-k—-hl—‘b He apro&m,g wilt be

this—atfferent Inmdex—sheuld_he used fox—ups

leloen & ovgune Har O shewdd be tsed incliod of te RPl po maxk Apwl'e wprallAg.

shrouvtd—irave—mo—drfficute resisting—such—argumnents. As _the
(o Swpdis) |\ wed b

attached chart shows, the serleS/ mOvVesS very ehosely=——te he RPI

less housing, which you already use for supplementary benefit

\A?M\\r(\*oy
(and you have a well est

il?l’i_shed line about wusing the full RPI

Fov public asxpenstifin pemsomc, W 7 S5 S b Wis B JRE K98 cotion, of e srticke ori
for other benefits. AW@—W

Comse pon oy Nod Obﬂ"tu-l(; ’n deinp So
sy could you let me know within the next week.
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LR2.38 PERSONAL & CONFIDENTIAL

Treasury Chambers, Parliament Street. SWIP 3AG
01-233 SO©0®

16 May 1986

Professor Geoffrey Walter Maynard
Chase Manhattan Ltd

PO Box 16

Woolgate House

LONDON EC2P 2HD

|
(M KW/\

I have decided that it would be a good idea to set up an
informal group of economists which could meet with me at
regular intervals. There would be no papers and no
formal agenda. The existence of the group would not be
disclosed and what we say would be completely
confidential. I would propose to open a discussion on
matters of current interest. And I would hope that
anyone in the group would raise issues which he thought
important.

I very much hope that you will agree to join the group
and come to an initial discussion at No 11 in the next
few weeks. Terry Burns will of course also be a member
of the group, but there would be no other Treasury
officials present. My office will be getting in touch to

fix a time.
—

-
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APS/Minister of State

19 May 1986

MR S J DAVIES cc PS/Chancellor
PS/Chief Secretary
PS/Financial Secretary
PS/Economic Secretary

RECENT ECONOMIC STATISTICS AND THE FSBR FORECAST

The Minister of State has seen your minute of 9 May and would
welcome a brief word of explanation (unless there is an appropriate
referencedwhere in the papers to which he could be pointed by

way of explanation)ﬂ;he last sentence of paragraph 7:

"This interpretation would vindicate the message given by
the longer leading cyclical indicator which turned down
during the first half of 1984".

We will be in touch to arrange.

"2 St
MISS E C FRANKIS
Assistant Private Secretary
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RECENT INDICATORS AND THE FSBR FORECAST

This note summarises information available from the latest economic
indicators, and compares this with the forecast underlying the FSBR. Section
1 provides a brief summary of recent developments in oil prices and financial
markets. Following this, section 2 discusses recent developments in demand
and output. Section 3 covers the labour market, while section 4 considers
inflation, containing some indication of how recent developments are 1likely

to influence the profile of inflation during the current year.

I. Oil Prices and Financial Developments since the Budget

0il Prices

i North Sea prices averaged around $16 a barrel in the month before the

Budget. On Budget day itself prices were somewhat lower than this, at around
$14% a barrel. The Budget arithmetic was based on the assumption that
0il prices, both North Sea and world would average $15 per barrel for the

rest of 1986 and throughout 1987.

2. Since the Budget North Sea prices have averaged $12% a barrel, and world
prices $12 a barrel though prices last week were a little higher than this.
The $15 assumption related to the average for 1986-87 as a whole, and it was
to be expected that prices would fluctuate around the average. L LS
therefore much too early to say whether the $15 assumption will be
appropriate. Futures prices for North American crude, which is quite heavily
traded compared to the thin trading of forward Brent, have generally been

within $1 of spot prices and are currently only a few cents below spot prices.

Interest Rates and Exchange Rates

2ie Nominal interest rates have fallen throughout the industrialised world.

Long as well as short rates have fallen indicating that the main influence
has been the downward revision of inflation expectations following the fall

in oil prices, and perhaps also reflect perceptions of an improved outlook
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in the US. The fall in overseas rates has been greater than expected for the
USA and Japan but much as expected for Europe. UK interest rates have shared
in the general trend but the fall has been greater than expected, both

absolutely and relative to overseas rates. Interbank and 20 year gilts rates

are now 1% points and 1 point respectively below the Budget Forecast for
1986Q2. Experience has shown however that sentiment can quickly change and it
is too early to say whether these sort of differences will persist for the
whole year. Much depends on what happens to actual and expected oil prices.
In the absence of a move back above $20 a barrel it seems likely that much of

the improvement to inflation expectations will persist.

4. The Budget forecast assumed a sterling effective rate of about 733 for

the rest of 1986 similar to the average rate in February. The rate recovered
from a low point of 72.5 in the first week of March to T4.3 on Budget day and
has subsequently been in the range 75-76%. Sterling has been stronger than
expected against both the $ and the DM though much as expected against the
Yen. This underprediction has occurred despite lower than assumed oil prices
and a lower than expected interest differential, possibly reflecting the
Budget's good reception, a reassessment of the effects of o0il prices falls,
goods news on the PSBR and on inflation, and a slightly weaker than expected
dollar. (The underprediction of the $/£ rate has been slightly greater than
that of the DM/£ rate).

Monetary Aggregates

Sl Provisional money supply figures for banking April were published on
6 May. MO rose by 0.3 per cent in this month, giving a year on year increase
of 3.2 per cent, within the lower half of the 1986-87 target range. £M3
is provisionally estimated to have risen by 3.1 per cent in banking April,
with its annual rate of growth of 16.6 per cent above the upper end of the

1986-87 target range of 11-15 per cent.

6. The large increase in £M3 can be partly attributed to a marked increase
in bank lending to companies, probably related to increased investment

expenditure prior to the phasing out of capital allowances.
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PSBR

i The cumulative PSBR for 1985-86 was £5.9 bn, lower than the

forecast of £6.8 bn made at the time of the Budget. This
difference is largely accounted for by a higher than forecast outturn for
central government receipts, with the increase spread across many areas such
as receipts of composite rate income tax from building societies, receipts

from the second-call on BT shares, and tobacco duties.

IT DEMAND AND OUTPUT

8. The FSBR forecast showed a 9% per cent increase in money GDP during
1985-86, followed by growth of 62 per cent in 1986-87. Data is not yet
available for the first quarter of 1986, but CSO projections suggest that

the forecast for 1985-86 will prove close to the outturn.

O The FSBR forecast of 3 per cent growth in both real gross domestic

product and manufacturing output between 1985 and 1986 is consistent with an

underlying rate of increase in output of around 2 of one per cent per quarter.
At the time of the Budget it seemed likely that growth in the first quarter
would exceed this rate, reflecting a peak in North Sea o0il production, and

a surge in investment expenditure prior to the final reduction in capital

allowances. Recent indicators suggest that growth during the first quarter
of 1986 may prove to be less than anticipated. This evidence is summarised
below.

Output of the Production Industries

10. The FSBR forecast for manufacturing output was based on data, published

in mid February, for the period to December 1985. This showed output to have

increased by 3 per cent in the fourth quarter of 1985. More recent
information, covering the months of January and February of 1986, show no
growth in manufacturing output in the three months to February, and include

downward revisions to the data for 1985, particularly for the fourth quarter.

These developments are summarised in the chart below.



CONFIDENTIAL

100.9- 0.8
] FORECAST AT TIME OF BUDGET ¥ il i
r.s L L 1078
74 'o’ o7
104,94 - 2o % - 1060
1904 e * 108
108,54 Pl 6.8
190 o F10s
10484 DATA PUBLISHED 14 FEB 1988 104

193.84

DATA PUBLISHED 17 APR 1986° e

1ET 18 Assessment of recent trends in manufacturing output is difficult given
the record of upward revisions to initial CSO estimates of manufacturing
output. While the CSO now add bias adjustments to the output index, it is too
early to know whether the adjustments are adequate. The CSO assess the
current underlying trend in manufacturing output to be between -1 and +1 per

cent per annum.

CBI Quarterly Industrial Trends Survey - April 1986

12- The latest CBI industrial trends _survey was published on 29 April.

Analysis of the survey results support the published production statistics
in suggesting a slow-down in manufacturing output growth over the last few
quarters. The chart below shows the balance of firms reporting as working
below full capacity and the balance of firms reporting increased volumes of
output. The latter series has been cyclically adjusted by the CSO who have
detected a degree of seasonality in the published figures. Both series show

less optimistic responses since mid-1985.
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BERCENTAGE BALANCE OF CBI RESPONDENTS REPORTING:

INCREASED OUTPUT VOLUMES (SEASONALLY ADJUSTED) .
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1.3 CBI survey responses on output growth show some correlation with the
published index of manufacturing output. Based on past experience of the
relationship between these two indicators, the April survey results can be
seen as consistent with little change, or even a small fall in manufacturing

output between the fourth quarter of 1985 and first quarter of 1986.

14. The CBI survey also reports output expectations for the quarter ahead.
While the response on this question 1is wusually similar to that given in
response to the question on output growth in the current quarter, that in
the April survey is considerably more optimistic, providing some evidence

that manufacturers expect an upturn in demand during the second quarater.

Expenditure components

(a) Consumers' expenditure

5% The FSBR forecast projected a U4 per cent increase in consumers'
expenditure during 1986, which, with a 5 per cent increase forecast for
disposable incomes, was consistent with a small rise in the savings ratio.
Provisional figures for consumers' expenditure in the first quarter are now

available. These show consumers' expenditure, both on durables and
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non-durables, broadly unchanged since the fourth quarter of 1985. Given
projections of strong growth in disposable incomes in the first quarter, this
represents a sharp increase in the saving ratio following a year in which it

has been broadly flat.

16. The apparent flatness of consumer spending may well be misleading since
revisions to consumers' expenditure data are often substantial. Furthermore,
there appears to be a problem with CSO's seasonal adjustments: consumer's

spending is recorded as having fallen in the first quarter of four out of five
years since 1981; but is only recorded as having fallen in one other quarter

over this period.
e The retail sales index, shown below, suggests that growth in consumers'
expenditure may have flattened off somewhat in late 1985/early 1986, but also

shows a rebound in spending in March.

Retail sales index

(volumes, seasonally adjusted)

1984 July 559 1985 January 170
August il February 6172
September 115.6 March 119.4

October 11540
November 117.4
December 103

185 On balance the recent data does not cause us to believe that the FSBR
forecast of a 4 per cent increase in consumer spending will turn out to be
over-optimistic; particularly as inflation and interest rates have fallen more

than forecast.

(b) Investment and Stockbuilding

19. At the time of the FSBR the first quarter of 1986 was expected to show
a strong increase in investment expenditure prior to the final reduction in
capital allowances. As yet we have no firm evidence of the scale of increase

in spending; first quarter national accounts figures for investment and

S
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stockbuilding are not published wuntil 22 May, and indicators that are

available give conflicting accounts of first quarter developments.

20 The first quarter increase in investment expenditure seen in 1985 was
associated with a marked increase in bank lending to companies. As paragraph
5 notes, this feature is again seen in figures for lending to companies for
the first quarter of 1986. However, the investment surge in 1985 was also
associated with increased capital imports and increased domestic production of
capital goods, features which the table below shows are not as yet apparent

in the data for the first quarter of 1986.

(Percentage Increase on Previous Quarter)

Production industries of which import of of which
output* capital goods* goods capital goods
1985Q1 18 2.9 - 1.4 a0
1986Q1 - 0.5 - 0.2 - 1.1 - 8.9
2401 The FSBR forecast projected small increases in private investment in
dwellings throughout 1986 and the first half of 1987. Figures for private
housebuilding starts and completions were published on 2 May. These are

consistent with the forecast, showing a broadly flat picture for completions
while starts bounced back to levels seen in the second half of 1985 following

a poor February figure that was accounted for by bad weather.

(c) Trade in Goods

225, March figures for trade in goods were published on 25 April. Non-o0il

import and export volumes fell in the first quarter to levels well below those

forecast, possibly reflecting weaker than expected economic activity both at

home and overseas. Imports were 2 per cent lower than forecast and exports 5

per cent. In national accounts terms lower net trade in goods reduced the
1

quarterly rate of increase of GDP by around % percentage point relative to the

FSBR forecast.

* December to February
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!3. Non-oil trade prices rose more than expected in the first quarter,
possibly because the weakness in the exchange rate came through quicker than
expected. If this interpretation is correct our forecast of import prices
for the end of 1986 would not need changing. The degree of underprediction
was greater in the case of import prices, with the effect that the non-oil
terms of trade were worse than forecast. This, together with 1lower net
volumes, produced a non-oil visible deficit £1 billion higher than forecast.
Most of this difference was in manufactures where the first quarter deficit
was £1 billion compared with the FSBR forecast of £3 billion for 1986 as a

whole. The surplus on oil trade of £2 billion was in line with the forecast.

ITT. LABOUR MARKET

24, The table below shows recent outturns for UK adult unemployment and

compares these to figures forecast at the time of the FSBR.

UK Adult Unemployed (000's, seasonally adjusted)

Quarter Outturn Forecast
1985 Q1 3088
Q2 3119
Q3 3124
Q4 3122
1986 Q1 Srfe 3155
Q2 3131
Q3 3116
Q4 3080
1987 Q1 3041
Q2 3015

s Bl
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”5. As a result of the very poor March figure,the outturn for UK adult
unemp loyment in the first quarter of 1986 was around 15,000 higher than
forecast. On the basis of the latest figures the Department of Employment
assess the current underlying trend in unemployment to be upwards at around
10,000 a month (excluding the effect of SEMs this figure increases to around
15,000 a month). The table above shows that the FSBR forecast allowed for an

improvement in the trend, with a decline in adult unemployment during 1986.

2065 Revisions to figures for the employed labour force for the period up to
the fourth quarter of 1985 have been published since the Budget. These show
a 117,000 increase in employment in the fourth quarter of 1985, and an
increase of 311,000 in 1985 as a whole, compared with a figure of around
230,000 in the forecast underlying the Budget. However, figures for
manufacturing employment in the first quarter of 1986 have proved lower than
forecast. The fall of 20,000 in GB manufacturing employment in February was
the largest since September 1983 and may reflect a slowdown in manufacturing

output growth.

242 Recent figures for manufacturing overtime working, shown in the table

below, also suggest some recent weakness.

Hours of Overtime Worked

(manufacturing sector, millions, seas adj.)

1984 Q1 11.2 1985 Q1 11.9
@2 11.6 Q2E=11E6

Q3 11-6 Q3" S22

Q4 11.8 Q4 12.1
1986 Q1 11.7
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!V INFLATION

Earnings and Unit Labour Costs

28. Recent information on settlements and earnings is in 1line with the
Jjudgements underlying the FSBR forecast. However growth in unit labour costs
has been higher than we expected: the provisional outturn for unit wage costs
in the manufacturing sector in the three months ending February 1986 shows a
rise of 6.8 per cent on a year earlier, compared with a rise of 6 per cent

in 1985.

Import Prices and 0il Prices

29. We over-estimated the prices of imported basic materials by about § per

cent in the first quarter and under-estimated the prices of imported finished
manufactures by about 2% per cent. The sterling price of crude oil is turning
out lower than assumed. The April figure at £9.39 per barrel was £1 below

the forecast for the second quarter.

Producer Prices

30 Our forecast for producer input and output prices in 1986Q1 were correct.

Figures for April (published on 12 May) are also in line with our forecast.

Retail Prices

i Petrol prices have fallen since the Budget, and may now be some 7p lower

than forecast for May. (The world oil price is, as noted earlier, below the
FSBR assumption.) Each 2p per gallon is worth about 0.05 per cent off the
RETS

322 In the housing sector we forecast on the basis that mortgage rates would

fall from 122 per cent in March to 112 per cent in 1986Q4. In the event,
these rates fell to 12 per cent from the 1 April and a further fall of at
least one per cent is due on 1 June. If mortgage rates stay at 11 per cent to
the end of the year, this would reduce our forecast of RPI inflation by about

a third of a per cent.

- 10 -
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I!3. It seems likely that the measure of Local Authority rate increases

relevant for RPI purposes will be somewhat below what we had expected in
March. The latest view (which is by no means final) is that a figure in the
range 13-14 per cent is most likely compared with our forecast of 17 per cent.
If this turns out to be the case our RPI forecast is on this account rather

less than 0.1 per cent too high for 1986Qk4.

34. Nationalised TIndustry prices seem 1likely to turn out lower than

forecast. We had forecast only a small rise in domestic gas prices of 2
per cent, similar to the outturn (1.8 per cent). For electricity prices where
domestic price rises of a little less than five per cent have been announced
(in line with the forecast) it now seems 1likely that there will be some
reductions later in the year. We might now reduce our forecast for the rise
in Nationalised Industry prices to 1986 Q4 from U4 per cent in the FSBR to 2
per cent, worth about 0.15 per cent off the RPI in 1986 Q4.

351 For the categories so far mentioned, recent developments have all been
more favourable than forecast, and taken together could reduce the RPI by over
% per cent in 1986 Q4. Changes in food prices are turning out much as
expected. The remainder of the retail prices index - accounting for about
half of the index - is more likely to turn out above than below the FSBR
forecast. The revisions to the employment figures since 198” mean that wage
costs for industry as a whole have been growing somewhat faster than
previously thought. And so far import prices are higher than forecast on

balance, although this difference may well not persist.

36. We do not think that the balance of changes yet warrants a revision to
our forecast for 1986Q4 but we would certainly think now that inflation is

more likely to turn out below 31 per cent than above it.

3~ Mainly because of the larger and earlier cuts in the mortgage interest
rates than assumed in the FSBR forecast, the inflation rate will be lower than
we had expected over the next few months. At the time of the FSBR we ex-
pected it to fall only a little below 3% per cent between April and June. 1B
now seems likely to be near 3% per cent in April, and to be at or below 3 per
cent in May and June. Thereafter it is likely to rise marginally (as we enter
the period when the monthly changes in inflation were exceptionally low the

previous year).
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”8. The chart below shows our latest projections for the RPI and the RPI

excluding mortgage interest rates.

15 RPt AND RP! EXCLUDING MORTGAGE INTEREST PAYMENTS 15
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GDP (OUTPUT MEASURE) IN FIRST QUARTER 1986

The CSO will publish the preliminary estimate for GDP(O) on 21 May. An advance copy of

the press notice is attached.

First Quarter Figures

2. GDP(O) is estimated to have risen by almost % per cent between the fourth quarter of
1985 and the first quarter of 1986. This follows an increase of i per cent in the fourth

quarter of 1985.
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3.  The contributions of changes in the individual components of GDP(O) are tabled below.

Contributions to percentage
change in GDP(O)

1986Q1
. on

Industry 1985Q4
1. Agriculture, forestry and fishing =
2. Construction =0 2%*
3. Services =052
4. Industrial production of which: FOC2
5% Oil and gas extraction +0.3
6. Other energy and water supply +0.2
= Manufacturing -0.3

GDP(0)* +0.4%

* Sum of rows 1-4 (NB divergence due to rounding)
**Not for use

4. The positive contribution of production growth to GDP growth was due to growth in oil
and gas extraction and energy and water supply (due partly to bad weather) - offset only

partly by a fall in manufacturing.

5. The main contribution to growth in the service industries came from the category
termed 'other services' - which includes subdivisions such as banking, public administration,
defence, education and health. Distribution output as a whole was flat; though an increase

in retail sales was recorded, falls were recorded elsewhere - eg. wholesaling, motortrades.

6. [NOT FOR USE: very preliminary information suggests that construction output fell
by 2% per cent in 1986Q1. However, this is really no more than a best guess by DOE, and in

the past these guesses have more often than not shown downward bias. ]

Assessment

7. Despite widespread claims that the recovery is now over, growth seems to have
continued in the first quarter of 1986 after a rise of 1 per cent in 198504, albeit at a slower
rate. However, media comment may focus on the observation that in strike adjusted terms
overall growth since 1985Q1 has been slowing down, and that the series for GDP excluding
oil and gas extraction (available on request to the Press) shows no change between 198504
and 1986Q1.
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Igcs to take

.

Positive

(a) GDP(O) up almost % per cent between third and fourth quarter of 1985

(b) Preliminary estimate of GDP(O) suggests 2} per cent growth between 1985Q1 and
1986Q1.

Defensive

(c) Output stagnant since beginning of last year. Output risen by 2% per cent in year

to 1986Q1, and up # per cent in 1986Q1 on previous quarter.

(d) GDP(O) less oil and gas extraction flat in 1986Q1/ At this rate, can expect growth

of less than 2 per cent for 1986 as a whole. Quarterly series erratic. CBI April Trends

Survey suggests firmer growth in second quarter than in first. And fall in oil price

should bring benefits in latter half of year.

S D KING
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GROSS DOMESTIC PRODUCT (OUTPUT-BASED) - FIRST QUARTER 1986

Preliminary estimates suggest that output of the whole economy grew by almost
L per cent between the fourth quarter of 1985 and the first quarter of 1986. Energy
and water supply increased by 4% per cent but manufacturing output fell by 1 per
cent. Output of the service industries as a whole increased by about % per cent.
Distribution output (which includes the motor trades) was little changed from its

level in the second half of 1985.

The preliminary output-based estimate of gross domestic product (GDP) in the
first quarter is 111.5 (seasonally adjusted at constant prices, with 1980=100) ,
some 2% per cent above its level of a year earlier (1% per cent after adjusting

for the effect of the coal strike upon the earlier period).

As can be seen from the Table, the expenditure, income and output measures
of GDP (and by implication the average measure) can move irregularly for particular

quarters, and differently to each other.

COPY No:"
PERSCNAL AND (ONFIDENTIAL until release

of Press Notice at1i30 p.m. onle,gh
and thereafter unclassified

(’I}
prepared by the Government Statistical Service @




GROSS DOMESTIC PRODUCT AT CONSTANT FACTOR COST

Seasonally adjusted

1980=100
Based on

Average Expenditure Income Output
estimate data data(1) data
1980 100.0 100.0 100.0 100.0
1981 98.6 98.9 98.5 98.3
1982 100.4 100. 1 101.0 100. 1
1983 108.7 103.8 104.3 103.1
1984 106.4 105,85 107.4 106.4
1985 108.9 108.0 110.6 110.0
18982 1 99.8 100.0 100.3 99.2
2 100.3 Q8.7 101.3 100.0
3 100.3 8g9.2 101.3 100.5
4 1O~ 101.4 101.2 100.8
1983 1 102.9 103.6 103.2 101.8
2 102.8 102.3 104.0 102.1
3 104.3 104.3 104.7 103.8
4 105.0 104.8 105.2 104.9
1984 1 105.8 105.6 106.3 105.6
2 105.4 104.6 105.9 105.6
3 106.8 105.3 108.4 106.7
4 1077 106.5 109.0 107 .6
1985 1 108.5 107.8 109.0 108.8
2 110.3 108.2 111.6 110.0
3 1105 108.0 1190 30N 2
4 110.7 1101 110.9 o

1886 1 e

(1) Income data deflatea by the implied index of total home costs
derived from expenditure data.

(2) Preliminary estimate.

m
N
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A The preliminary estimate of the output based measure of gross domestic
product is derived from the provisional estimate of the index of output of
the production industries for the first quarter, published on 15 May,
together with partial information for the rest of the economy. Any
revisions to quarterly data, together with estimates of GDP based on
expenditure and income data, will be released by Press Notice on 20 June.
Series consistent with today's Press Notice are available on request for
output of the whole economy other than extraction of mineral oil and natural
gas, and for output of the service sector as a whole.

NOTES TO EDITORS

2. As the table shows, the estimates of GDP based on expenditure, income
and output data may move differently in the short term. The output based
measure is usually considered to be the most reliable measure of short term
movements.

3. The 1980-based GDP(0) series was introduced in September 1983. Since
then, the revision in the month following publication to the preliminary
estimate of change in GDP(0) between the two most recent quarters has tended
to be upwards. The mean revision to the estimate of change is +0.2 but for
any particular quarter the actual revision can fall within quite a wide
range of this average; since rebasing, revisions have varied from -0.2 to
+0.4. The average is based on only ten quarters and could itself change
considerably as more quarters' data become available.

' All GDP estimates are liable to revision over a much longer period, as
firmer and more complete data become available. An article published in the
July 1985 issue of Economic Trends reports the results of an investigation
into the pattern of these long-term revisions. It should be noted that the
article does not include revisions made in the month following the initial
publication of GDP(0), which are discussed in the previous paragraph. While
some assessment is made in the article of figures for the three separate
measures of GDP, the focus of the analysis is in respect of the average
estimate. GDP Press Notices containing new data for this measure now give
ranges within which (based on past evidence) the finally revised figures are
likely to lie, but related information is not published in respect of the
individual measures.

>- The series and weights used to compile the 1980-based GDP(0) series are
described in an Occasional Paper. The effects of rebasing on all the
measures of GDP were described in an article in December 1983 Economic
Trends. Occasional papers (price £2.50 each) and off-prints of Economic
Trends articles (price £1.20 each) are available from the Central Statistical
Office.
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"NEW LIGHT ON PRICE RISES"

An article by Robin Marris (Birkbeck College) in today's FT
attempts to throw new light on price rises in recent years by
classifying components of the retail prices index into three
main categories: energy items, public items, and private items.
A copy of the article, with a correction to one of the figures,

is attached.

25 The article tries to suggest that the Government's anti
inflationary policies have been offset in part or in whole by
above average increases in many items controlled or influenced
by the Government. There is a distinctly odd selection of items
in the RPI listed as publicly determined. Paragraph 5 below
comments on the treatment of mortgage interest payments, and

drink.

34 But the main objection to the article is the implicit
assumption running through it that inflation is the result of
a very large number of factors operating independently and which
can be identified by scrutinising the details of the RPI. Such

scrutiny is very necessary for some purposes; we do it ourselves;



and it is essential in order to understand and interpret the
RPI figures in recent months and the outlook over the short term.
Movements in items 1like seasonal food prices, mortgage interest
rates, indirect taxes can play a large part in month to month

movements in the all items index.

4. But over the medium term the overall inflation rate 1is
dominated by the consequences of financial policies, both here
and abroad. Within periods of four years above average increases
in for example local rates or tobacco duties have their primary

effect on relative prices, and not on the overall price level.

54 Among the points that can be made on the details of the
table:

(1) Mortgage interest payments reflect, in addition to
mortgage interest rates, past house price inflation, which
has wusually been above inflation in general. This point
has been forgotten in the very confused paragraph dealing
with interest rates. So has the extent of market influences

on mortgage rates.

(2) The drink/tobacco element 1in the table is treated
as a publicly administered price on the grounds that tax
is such a large part of the final price. In the case of
beer, which accounts for over half the total drink component,
the specific duty element accounts for a little over a quarter
of the VAT exclusive price. This makes it ridiculous to

count beer as a publicly administered price.

6. As to the perpetuation of inflationary expectations, referred
to in the final paragraphs, that clearly depends on the general
inflation rate. There is no reason to single out the public
sector. In any event, over pessimistic expectations of future
inflation may not have much implication for the course of actual

inflation, although they will raise the costs of achieving a

s

H P EVANS
L

particular reduction in inflation.
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TWO statistics dominate econo-
mic reporting: the level of
unemployment and the inflation
rate. Most of us, with varying
clarity, understand the connec-
tion between them—that fear of
renewed inflation is the ebstacle
te expanding real demand and
reducing gnemployment. But
what lies ‘behind the Retail
Price Index, which thus governs
our economic destinies? We
know it is an average of price
changes among maery commodi-
tles. Are there persistent
leaders? Can we identify a
“ competitive 7. sector of the
économy (eg, the “grey
economy ") where prices, being
more influenced by the balance
of demand and supply, are less

; influenced by cost-push?

In pursuit of such questions
I decided to try to make use

of the more detailed data avail-

able in the Department of
Emplgwnt Gazette and other
ial * publications. Whae I
‘eunid was not, in Byron’s words,
* that which I sought”; but, I
believe, equally interesting.
My first discovery was that if
a distinctive “ competitive ”
sector exists in the British
economy today,. an outsider
cannot observe it. Government
statisticians revise the RPI to
incorporate a range of different
types of “ price-regimes” (from
supermarket to barrow-boy),
but the way the index is
categorised forestalls the kind
of dismemberment I needed.
Nat unreasonably, the index’s
categories relate to Kkinds of
consumer. need, not kinds of

. markets.

So instead I calculated annual
inflation rates for each of the
150 published categories back
to 1978, Then T arranged them
in inflationary order. I found

that in place of a contrast
between ‘“competitive” prices
and “administered” prices

there seemed to be a marked
distinction between the be-
haviour of publicly-administered
prices, on the one hand, and
what for what of a better adjec-
tive may be called “ private”
prices on the other.

In the former group I in-
clude any items whose prices
are dominated in one way or
another by the acts and policies
of nationalised industries, of
central or local government, or
of central or local government-
employees. The excise on
alcoholic beverages, for ex-
ample, is so high that the price
of a8 pint of beer is almost as
much a2 government-set price as
is council house rent. Similarly,
although mortgage - interest

The UK

economy

By Robin Marris

rates represent the price of a
service rendered by private
lenders to house-buyers through
the intermediary of the build-
ing society, this apparent
“market” price is in practice
dominated by general money
rates, which are in turn domi-
nated by central government
monetary policy. Thus the main
RPI items included in the
“public” category are rents
(which in the RPI are mainly
council rents), mortgage in-
terest payments, rates, car and
TV licences, phones, rail fares,
and drink and tobacco.

The RPI item for mortgage
interest reflects the rate of
increase of nominal interest
rates. The excess of the item’s
inflation rate over the national
average inflation rate is thus a
measure of the growth of real
interest rates. This growth, as
can be seen by comparing the

rtgage interest row with the
o Stemm :

throughout the period.)

Defining “ public” prices in
this way does not mean treating
the government as monolithic.
The present central govern-
ment, while keeping up interest
rates and indirect taxes, which
are public prices, at the same
time exhorts local government
to restrain the rates, which are
also public prices.

The distinguishing feature of
the prices included in my
“ public ” category is not that
they are all set in one way but
rather thar the forces setting
them are not the market forces

jtems ® row has been sharp.

- ANATOMY OF UK INFLATION. 41

of supply and demand.

Subject to a qualification, the
private sector was then defined
as “ all otluer.” The qualification
is energy. Because the 1978-82
inflation, Loth in the UK and

worldwide, was triggered by the’

doubling «f crude oil prices
so-called s¢cond oil shock (re-
between 1978 and 1980), I
created a separate sector of
energy items including not only
oil, but also coal, gas, electricity
and  petrol Corresponding
nationalised industries were
therefore not included in the
“ public ” sector.

The private sector was
further divided (see table) into
services and goods, and the
latter were subdivided tinto
food, clothing, cars, and
“other.” (Behind all this lies
data gathered by the Depart-
ment of Employment relating
to about 20 items of services, 90
foodstuffs, a-_dozen - clothing
items and maybe ascore of
“other ” goods.)

The results are, I think, quite
striking. Both in 1978-82, when
inflation was rampant, and in
the substquent period, when it
was stable (and also in 1985
itself), the public items persist-
ently led. The proverbial man
from Mars, studying the table
alone, would reach the simole
conclusion that our inflation
was largely caused by our
Government !

This is rather hard on a
Government which believes its
policies to be anti-inftationary.
The interest rate is high to pro-

Average inflaticn rate, 1978 to 1986*

Per cent
weight Per cent per year

1985-86 1978-82  1982-86  1985-3
Energy items 1.5 17.8 52 2.6
Mortgage interest 4.6 302 64 184
Rent/rates 7.6 19.5 7.6 8.9
Drink/tobacco 11.2 145 7.6 6.8
Post/phone 80 |- & 15.8 3.0 5.0
Othert 1.5 10.2 93 9.4
All “public” items 26.7 174 14 9.4
“ Private ” services} 132 14.1 5.7 6.7
Food 19.0 10.8 3.6 32
Clothing 15 6.1 2.1 36
Cars§ s.S 10.0 22 22
Other goods 16.6 103 5.1 5.1
All “private” goods 48.6 98 37 38
All “private” items 613 10.7 4.1 44
All items in RPI 100.0 13.1 5.1 55
Imported goods T4 5.6 -3.6

® Based on Retail Prices Index in January each year. 1 Rail fares, car,

radio and TV licences.
restaurant meals,
second-hand.

1 Includes car maintenance and
§ Comparable models: purchase prices, new and

insurance,

*New light on price rises

tect the exchange rate. The
exchange rate is protected to
restrain domestic prices, ax%d
SO on. 3

Keynesians and “ wets™ (the
two are npot synonymous—one
can be a very dry Keynesian
as Keynes himself, were ke
alive today, almost certainfy
would be) argue that the gx-
change rate and interest ra
are too high and domestie
demand too low to permit the
rise in exports and domestic
output needed to reduee
unemployment. Sophisticated
Government supporters retort
that if the Government lowered
taxes and nominal interest
rates, while letting the nominal
exchange rate slide, domestic
inflation would accelerate fo
such an extent that neither
interest rates nor the regl
exchange rate would, in the
event, decline so there would
be, er post facto, no expansion
of real” demand.. Instead
economi¢ recovedy; there
be accelerating inflation a
general  ehaos.. The only sali-
tion, according to this view,
is to soldier on wuntil infla-
tionary expectations have been
finally ground out of owm
society. - >

But what T think my table
shows is that this “ sophisti-
cated-Thatcherist ” argument
itself contains a Catch 22. The
policy, by creating a state of
affairs where “public” infla-
tion, responsible for over -a
quarter of the weight of the
Retail Prices Index, is always
ahead of private inflation, §s
itself a significant factor in the
perpetuation of inflationary
expectations: to a considerable
extent, the reason why earn-
ings. both of public and private
employees, push inexorahiv
upwards, is the general belief
that inflation is permanent.
And a major cause of that
belief is the apparently perma-
nent inflation of * public”
prices,

This doleful conclusion does
not win bhack the arsument for
the “wets.” It puts the ball
back in their court. She who
wishes to escape Catch 22 must
change the rules. A familiar
scheme of rule changes in the
Great Inflation Game is known
as “prices and incomes policies”,
The problem then departs from
the sphere of economics and
becomes entirelv political. The
“wets” who follow this route
may end up, according to his-
tory, locked in mortal combat
with the unions, out of office
or dry.

The author is Professor of Econemi-a
8t Birkbeck Coilege. London University.



SEAADG/SE

5
SECRET AND PERSONAL UNTIL RELEASE OF PRESS NOTICE ON. 28 MAY (AN

1986 AT 11.30 AM NS P \

e
Tos: bﬁ Copy No (23)
MINISTER FOR TRADE LS\NVJ k?&
From: UV/y”/ . R0
PETER STIBBARD X

N\
Us/s2 &NV) 0
Room V/258 215 4872 - - '
Q V>

b
21 May 1986 \ 50 3 U

e

OVERSEAS TRADE FIGURES FOR APRIL /x ijwi {}\‘\
THE CURRENT ACCOUNT \\5 #@.

In April, exports were valued at £6038 million and imports at
£6229 million so that visible trade, seasonally adjusted on a
balance of payments basis, showed a deficit of £191 million
compared with a record deficit of £1211 million in March.

The Central Statistical Office project a surplus of £600 million
for invisibles in April so that the current account is
provisionally estimated to have been in surplus of £409 million
compared with a deficit in March of £611 million,

Table 1l: CURRENT BALANCE, VISIBLE TRADE AND INVISIBLES (Table 2
of Press Notice)

0% Seasonally adjusted
PR Balance of payments
A basis
J £ million
current Visible Trade Balances Invisibles
Account Total 01l Non-o0il Balance
Balance
1984 + 880 -4391 +6937 -11328 +5270
1985 +2952 -2068 +8163 -10231 +5020
1985 Nov-Jan +1742A - 77 +2126 -2203 +1819A
1986 Feb-Apr + 55A -1745 +1344 -3089 +1800A
1986 Feb + 256A - 344 + 678 -=1021 + 600A
Mar - 611A -1211 + 330 =S| + 600A
Apr + 4092 =, 189 + 337 i 527 + 600A
;\ A= Projection{B : W

In the three months ended April, there was a deficit on visible
trade of £1.7 billion - a surplus on trade in oil of £1.3 billion
offset by a deficit of £€3.1 billion on non-oil trade. Between the
three months ended January and the latest three months the deficit
on visible trade increased by £1.7 billion - the surplus on oil
was reduced by £0.8 billion while the deficit on non-oil trade
increased by £0.9 billion,
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EXPORTS

The value of exports in April was £315 million (5% per cent)
higher than in March. Exports of oil fell by £30 million but
exports of the erratic items rose by £296 million and accounted
for most of the overall increase. Excluding oil and the erratic
items, exports increased by £49 million (1 per cent) in April.

In the three months ended April, export volume was % per cent
lower than in the previous three months and 1 per cent lower than
a year earlier, The volume of exports excluding oil and the
erratic items fell by % per cent in the latest three months. The
gradual decline in the underlying level of non-oil export volume -
which began in the middle of last year - appears to have continued
so far in 1986. Recent volume movements in broad commodity
categories are shown in the following table:-

Table 2: EXPORT VOLUME INDEX NUMBERS: 1980 = 100 (Tables 4, 5 and
9 of Press Notice)

Seasonally adjusted

BOP ~ OTS
BASIS BASIS
Total Total Basic Fuels Manufactures
Trade exc oil Materials exc erratics
and
erratics Semis Finished
1984 112.5 107.6 106.3 160.2 Q12 103.8
1985 118.6 115.0 107.0 170.9 118.9 11347
1985 Nov-Jan 118.9 113.4 112 177 117 1813
1986 Feb-Apr 118.5 112.8 111 175 117 110
1986 Feb 120.7 114.2 112 192 121 110
Mar 112.7 110.8 112 154 113 110
Apr 122,2 113.4 108 177 118 112

By value, exports fell by 5% per cent in the latest three months.
Exports to Western Europe fell by 6 per cent overall with exports
to the EC countries down 5% per cent. Exports to North America
fell by 10 per cent in the latest three months but exports to the
other developed countries were up 6% per cent. Exports to the
developing countries also increased.

IMPORTS

The value of imports in April was £705 million (10 per cent) lower
than the exceptionally high level of imports in March. Imports of
erractic items fell by £85 million and imports of oil by £37
million, Excluding oil and the erratic items, imports fell by 9%
per cent in April,

In the three months ended April, import volume was % per cent
higher than in the previous three months but 1% per cent lower
than a year earlier. Excluding oil and the erratic items, the
volume of imports fell by % per cent between the three months
ended April and the latest three months to a level 2% per cent
higher than a year ago. The underlying level of non-oil import
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volume appears to have changed little in recent months. Recent
volume movements in broad commodity categories are shown in the
following table:-

Table 3: IMPORT VOLUME INDEX NUMBERS: 1980 = 100 (Tables 4 and 13
of Press Notice)

Seasonally adjusted

BOP OTS
BASIS BASIS
Total Total exc Basic Fuels Manufactures
Trade o0il and Materials exc erratics
erratics
Semis Finished
1984 121.9 137.0 101.7 86.5 137.2 153.0
1985 125, 7 142.6 102.2 85.0 143.9 161.5
1985 Nov-Jan 125.9 144.7 103 77 147 166
1986 Feb-Apr 126.6 144.2 107 76 148 158
1986 Feb 125.8 144.4 114 71 148 159
Mar 132.2 149.8 106 75 155 163
Apr 121.9 138.4 101 80 142 151

By value, imports increased by 3% per cent in the latest three
months., Imports from the developed countries grew by 3% per cent
with imports from Western Europe up 5 per cent and imports from
North America and the other developed countries down 1 per cent,
Within the total for Western Europe imports from the European
Community countries rose by 2% per cent and those from the rest of
Western Europe by 13 per cent. The latter increase largely
reflects higher imports of precious stones from Switzerland.

TRADE IN MANUFACTURES

Estimates of trade in manufactures on a balance of payments basis
for April will be published in the next Monthly Review of External
Trade Statistics. On present estimates the deficit on trade in
manufactures increased by £0.4 billion between the three months
ended January and the latest three months and totals £1.3 billion
in the first four months of 1986.
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Table 4: TRADE IN MANUFACTURES (SITC 5-8) (Table 16 of Press

Notice, quarterly data only)
£ million

Seasonally adjusted
Balance of payments basis

Exports Imports Balance
1984 46590 50469 - 3879
1985 52296 55313 - 3017
1985 Nov-Jan 12961 13633 - 672
1986 Feb-Apr 13196 14277 - 1081
1986 Feb 4329 4725 - 396
Mar 4275 5050 - 775
Apr 4592 4503 + 89

PUBLICATION

The release of the press notice containing the April figures is
scheduled for Wednesday 28 April at 11.30am.

Do Sidzeen

P J STIBBARD
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NATIONAL INSTITUTE ECONOMIC REVIEW: MAY 1986

The May National Institute Economic Review, which includes the

National 1Institute's latest forecasts for the UK and world

economies, is to be released at 9 o'clock this evening.

Review also contains special articles on the effects of lower

oil prices on the UK economy and LDCs, and on vocational training

in Britain and France.

The Forecast

2%+ The forecast, based a sterling index of 75 and an average
oil price of $15-16 a barrel, contains few surprises. The forecast

of GDP growth is little changed from the February Review, although

less is now expected to be accounted for by manufacturing.

forecast of inflation has however been revised down.



315 The Institute's forecast 1is summarised, and compared with

the FSBR, in the attached table. The main features are:

- an assessment that the cyclical recovery in the UK lost

its momentum early last year.

- GDP growth of nearly 2 per cent in 1986 and 1% per cent
in 1987.

- a small decline in adult unemployment, largely attributed
to special measures, to 2.92 million (seasonally adjusted)
by the end of 1987.

- RPI inflation of 2% per cent at the end of 1986 and 3%
per cent at the end of 1987.

- a zero current account balance in 1986 and a £2 billion
deficit in 1987.

- a PSBR in 1986-87 in 1line with Treasury projections but
£9% billion forecast for 1987-88 with a zero fiscal

adjustment.

4. We do not disagree with the Institute's assessment that
recent data show a slowing in the rate of growth of economic
activity over the past year. This appears to be partly the result
of a sluggish world economy. The Institute claims credit for
having predicted this a year ago, but other forecasts made at
the same time, including last year's FSBR, also anticipated some
slowing in the pace of expansion in the year to the first quarter
or first half of 1986. In. contrast to most other forecasters
however the Institute's projections of slow growth go back earlier
than last year and it is not surprising, given this persistent
pessimism, that it has eventually been proved right, for one
relatively short period at least. More relevant to the assessment
of the 1Institute's current forecast of relatively slow growth
for the future is its track record over a longer period and this

is one of unjustified pessimism.



5% The Institute's projections of most components of final

expenditure are lower than those in the FSBR. Its lower forecast

of consumer spending appears to be mainly the result of less
buoyant personal income. Its lower fixed investment forecast
is partly because lower o0il prices are assumed to have a much
quicker effect on North Sea investment than assumed in Treasury
forecasts and partly because the Treasury forecast assumes that
rising profits will produce higher non-oil investment than
indicated by the last DTI intentions survey. The Treasury forecast
is more in 1line with the 1latest CBI intentions survey for

manufacturing.

Bis The Institute's belief that the rise in the exchange rate
in the middle of 1last year is still restraining exports is one
reason why it has only % per cent export volume growth in 1986,
compared with 5 per cent in the FSBR. Even though export volumes
in the first quarter were lower than assumed in the FSBR, the
Institute forecast still looks pessimistic. The Institute is
also relatively pessimistic on the invisible balance - it does
not believe that there will be any net benefit on invisibles

from lower oil prices.

T The Institute has reduced its forecast of inflation since
February and at 2% per cent for the end of 1986 is slightly lower
than the FSBR. (This appears to partly reflect a further fall
in mortgage rates beyond the reductions already announced for
June.) Average earnings growth in the current round is expected
to be similar to that in the 1last round, but lower inflation
this year is expected to reduce wage inflation by 1-2 percentage

points in the next round.

8. The Institute is forecasting a PSBR of £9% billion for 1987-
88 with a zero fiscal adjustment, compared with £7 billion in
the MTFS with a £2 billion tax reduction. Relatively cautious
revenue projections (partly low output growth) and, ' public
expenditure well above the PEWP are the main reasons for the

difference.




NIESR's Appraisal
O The Institute does not appear to have devoted much thought

to its appraisal. The main points are as follows:

- there has been the slowdown in growth discussed in

paragraph 4.

- the flagging world economy will draw some stimulus from

the fall in oil prices.

- the Budget, estimated to have added % per cent to GDP

by end 1987, should have been more expansionary.
- high UK interest rates are preventing sterling from
adjusting fully to lower o0il prices, thus damaging the

prospects for exports and investment.

Effects of lower oil prices

10. The analysis of the effects of lower oil prices on the UK
economy 1is discussed in the attached note by MP2. As explained
there it is in some ways an unusual piece of work but the end-
results are broadly consistent with other studies. Lower oil
prices produce higher GDP and little change in inflation in the
UK.

Line to take

11. On the slowdown in growth over the past year:

- concede that this may have occurred but note that (i)
it partly reflected world conditions (ii) output continued
to rise, albeit more slowly (ii) the pace of expansion

is bound to be uneven (iv) the prospects are good.

12. On the forecast

- note the projected low level of inflation, a forecast
broadly in line with the FSBR.



1E3)

L4

On

On

note that the relatively low GDP growth forecast is
consistent with the Institute's well known pessimism,

which has usually not been justified.

the appraisal:

note that short-term interest rates have fallen 2 points
in recent months and that the sterling index 1is 6 per
cent lower than the second half of 1last year, mainly

reflecting the fall in oil prices.

the effects of lower oil prices:

NIESR analysis that lower o0il prices are slightly
beneficial for UK output and broadly neutral on inflation

is not inconsistent with Treasury results.
-QQQ»(’\‘NL

COLIN MOWL
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SUMMARY AND COMPARISON OF FORECASTS

Constant prices % change on year earlier

Gross Domestic Product

Manufacturing output
Consumers' expenditure

Total fixed investment

General government consumption
Stockbuilding (contribution to
GDP)

Exports

Imports

Current account (£bn)

World Trade (% change)

PSBR (£bn)

(fiscal adjustment in brackets)

RPI (% change)

Unemployment
(millions seasonally adjusted)

1986
1987

1986
1:984%

1986
1987

1986
1987

1986
1987

1986
1987

1986
1987

1986
1987

1986
1987

1986
1987

1986-=87
1987-88

1986 Q4
1987 Q4

1986 Q4
1987 Q4

* FSBR figures for 1987 are for first half

**%  Qutput measure
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OIL PRICES AND THE ECONOMY

Al The Review contains a note which presents simulations in the National
Institute model of the 40% fall in the world price of oil from a $25 base. The
effects on the world economy are based on a scaling up of the results in Horton
Powell working paper. There are two alternative monetary policy assumptions
for the UK - fixed real interest rates and fixed nominal exchange rates. In
both cases the PSBR is assumed to vary. These assumptions contrast with those
used in the recent Treasury exercise where the PSBR/GDP ratio was assumed to
be fixed by fiscal adjustment on personal incomes (it was, however, assumed
to vary in the Horton Powell) and monetary growth was assumed unchanged at base
values. The National Institute's assumptions probably give rise to larger short

run output effects compared with the alternative of a fixed PSBR.

2 An important, and unusual, feature in the NIESR simulations is that the
oil price reduction is assumed to be correctly anticipated one year in advance;
the actual fall in the oil price occurs at the start of year 2 of the simulation
while the exchange rate depreciates at the beginning of year 1. This assumption
leads to a smaller fall in the exchange rate than if it had been unanticipated,
and a rise in inflation in the first year. However it is the form of the exchange
rate equation and other model properties, rather than rational
expectations — which can be assumed whether the fall in oil prices is anticipated
or not, which probably account for the comparatively small depreciation in the
National Institute's work. The assumption that the oil price fall was fully
anticipated seems extreme and unrealistic. The average effective exchange rate
in 1985 was the same as in 1984 and the weakness in the exchange rate at the
beginning of 1985 was probably mainly caused by uncertainties over domestic
monetary and fiscal policy, although uncertainty over oil prices may have added

tol ‘this.

3 The results of the assessment is that GDP rises gradually compared to the
base, by between % and % per cent in year 2 according to the monetary policy
assumption, rising to about 1 per cent in year 5. The price level is 1little
changed under fixed real interest rates, but falls slightly on average under

an exchange rate target.




.LL. The National Institute compare the results of simulations of a 10% fall

in oil price on their model with those obtained by the Treasury (Horton Powell
Working Paper) and a 25% fall on the LBS model (table below). The assessments
are not comparable - the policy assumptions differ while recent internal Treasury
results have been more optimistic - but it is interesting to note that only
the LBS expect a significant reduction in inflation, and then only in the first
two years of the simulation period. In our view, which seems to be shared by
the National Institute, the main price equation on the LBS model has too large
a weight on oil prices. Also, the three simulations each suggest an increase
in GDP as a result of the fall in oil prices, albeit with the affects, in both

the Treasury and NIESR cases, being very small.

Oil Prices and the Economy

Table NIESR, HMT and LBS simulations of the oll price change
GDP Infiation Exchange North Sea PSBR Short-term
(RPH)® rate/ oil revenue inerest
rate
(%) (% pts) (%) (€bn) (Ebn) (% pts)
NIESR: 10% tall
Year 1 0.04 0.23 -0.72 0.03 0.04 0.1
2 0.10 -0.02 -0.71 -0.44 0.38 0.2
3 0.15 -0.08 -0.79 -1.28 1.23 -0.1
4 0.20 0.01 -0.64 -1.19 0.92 -0.04
5 0.22 0.18 -0.63 -1.25 0.88 0.03
HMT: 10% fall
Year 1 0.1 -0.1 -22 -0.7 0.7 0.3
2 0.2 0.2 -1.7 -1.1 sl 0.4
3 0.1 0.1 -1.5 -1.2 1.0 0.4
4 0.0 0.0 -15 -1.1 1.1 0.4
5 0.0 -0.1 -1.2 -1.1 1.3 0.4
LBS: 25% fall
Year 1 0.44 -0.94 -6.47 -1.56 1.286 -
2 1.21 -0.2 -5.89 -2.14 1.27 -
3 1.28 0.8 -4.60 -2.01 0.518 -
4 0.84 1.03 -3.96 -1.96 0.187 -
5 0.6 0.94 -4.33 -1.86 0.08 -

(a) Fourth quarter
(b) Figures for NIESR are CPI. ) |
Note: In its run, the LBS assumes given interest rates and gilt sales. The dates of these simulations could be crucial to the size of the North Sea oil tax revenue

effect.
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THE CURRENT ACCOUNT OF THE UNITED KINGDOM
BALANCE OF PAYMENTS v,./

APRIL 1986

The current account for April is estimated to have been in surplus

by £409 million compared with a deficit of £611 million in March. In
April, exports were valued at £6038 million and imports at £6229

million so that trade in goods was in deficit by £191 million.

The balance on invisibles in April is projected to be in surplus by
£600 million, a large surplus on the transactions of the private
sector and public corporations being partly offset by a deficit on

Government transactions.

FEBRUARY TO APRIL 1986

In the three months ended April, the current account showed a surplus
of £0.1 billion compared with a surplus of £1.7 billion in the
previous three months. There was a deficit on visible trade of

£1.7 billion in the latest three months compared with a deficit of
£0.1 billion in the previous three months. The surplus on invisibles

is projected at £1.8 billion.

CURRENT ACCOUNT

TABLE 1 £ million, Seasonally adjusted

| | ¢ L Visible Trade | Invisibles |
| I R lears | Balamce | Exports | Isports | Balence |
| ] l | foo | fob | b
| | | | | | |
| 1984 | + 880 | - 4391 | 70367 | 74758 | + 5270 |
| 1985 | + 2952 | - 2068 | 78072 | 80140 | + 5020 |
| 1985 Q1 i~ 378 | - 1266 | 20070 | 21336 | + 892 |
| Q2 | + 1333 | - 124 | 20237 | 20361 | + 1457 |
1 Q3 | + 1072 | - 453 | 18748 | 19201 | + 1525 |
| Qs |+ 921 (<= =" 225.)" 19018 - | © 19282 .-« c1186 Y]
| 1986 Q1 |+80a | - 1400 | 18204 | 19604 | + 2200 a |
| 1985 Nov |+ 12 | - 24| 6301 | 6515 | + 326 |
| Dec |+ 475 T 6387 | 6A05 | + 493 |
| 198 Jan |+ 1155a | 4 155 | 6289 | 6135 | + 1000 a |
| Feb |+ 256a | - 344 | 6192 | 6535 | + 600a |
| Mar |- 6lla | - 1211 | 5723 | 6934 | + 600a |
09 a | - 191 | 6038 | 6229 | + 600g |

| Nov-den 1986 |+ 1742 a | - 77 | 18977 | 19054 | + 1819 a |
| Feb-Apr 1986 |+ 55a | - 1745 | 17953 | 19¢48 | + 1800 a |
| Jan-Apr 1986 |+ 1209a | - 1591 | 24242 | 25833 | + 2800 a |
L 44, /| L | | 1

a Invisibles for Jamuary to April 1966 are projectiens and swbject to revision as inforsation
becomss availsble. VAT sbatemssmts received from the E.C in Jesary have beea imcluded in
the prejection for that meath .

b Menthly figures are one-third of the sppropriate caleadsr quarter's estimate or projection,
except for VAT sbatemsmts received from the Eurepean Community which are allocated to the
menth they are knowm to have beem received. Informsation relating to credits and debits cen
be found in Table 3.

and personal 86
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VISIBLE TRADE IN APRIL 1986

There was a deficit on visible trade in April of £191 million
compared with a deficit of £1211 million in March. The surplus
on oil was virtually unchanged at £337 million while the deficit

on non-oil trade was reduced by £1013 million to £527 million.

At £6038 million, exports in April were £315 million (5% per cent)
higher than in March. Exports of the erratic items rose by £296
million and therefore accounted for most of the overall increase.
Exports of oil fell by £30 million between the two months. Excluding

0il and the erratic items exports increased by £49 million (1 per cent).

Total imports were valued at £6229 million in April which was £705
million (10 per cent) lower than the exceptionally high level of
imports in March. Imports of the erratic items fell by £85 million
and imports of oil by £37 million. Excluding oil and the erratic

items, imports fell by 9)% per cent in April.

RECENT TRENDS

Visible balance

In the three months ended April, there was a deficit on visible
trade of £1.7 billion - a deficit of £3.1 billion on non-o0il trade
partly offset by a surplus on trade in oil of £1.3/billion. In the
three months ended January visible trade was in broad balance.
Between then and the latest three months the deficit on non-oil
trade increased by £0.9 billion and the surplus on oil was reduced

by £0.8 billion.
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Exports

Exports amounted to £18.0 billion in the latest three months,

£1.0 billion (5% per cent) less than in the three months ended
January. Export of oil fell by £1.3 billion while exports of the
erratic items rose by £0.2 billion. Excluding oil and the erratic
items exports increased by £0.1 billion (% per cent) in the latest

three months.

By volume, exports were % per cent lower in the latest three months
compared with the three months ended January and 1 per cent lower
than a year earlier. The volume of exports excluding oil and the
erratic items also fell by % per cent in the latest three months
and was 3 per cent down on the same period a year ago. The gradual
decline in the underlying level of non-o0il export volume - which
began in the middle of last year - appears to have continued so far

1In=1t986.

Imports

Total imports were valued at £19.7 billion in the latest three months,
£0.6 billion higher (3% per cent) than in the previous three months.
Imports of the erratic items increased by £0.3 billion while imports
of oil fell by £0.5 billion. Excluding oil and the erratic items,

imports rose by £0.8 billion (5 per cent).

In the three months ended April, total import volume was % per cent
higher than in the previous three months and 1) per cent lower than
a year earlier. Excluding oil and the erratic items, the volume of

imports fell by % per cent in the latest three months to a level
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2% per cent higher than a year earlier. Figures of non-oil import
volume have fluctuated considerably in recent months but the under-

lying level appears to have changed little since last summer.

Terms of trade and unit values

The terms of trade index fell by 1 per cent in the latest three
months as the export unit value index fell by 2)% per cent and the
import unit value index was reduced by 1) per cent. Compared with
the same period a year ago, the export unit value index has fallen
by 7 per cent and the import unit value index by 11 per cent. As
a result the terms of trade index is now about 5 per cent higher

than a year ago.

Export unit values for fuels fell by 31 per cent in the latest

three months while the unit value index for non-oil exports increased

by 2 per cent. Within the total for non-o0il exports, unit values
for basic materials were marginally down in the latest three months
but the other broad sectors all recorded increases of between

1% per cent and 4 per cent.

Import unit values for fuels were reduced by 25 per cent in the
latest three months while those for non-oil imports rose by 3 per
cent. Import unit values for basic materials were unchanged in the
latest three months, those for food beverages and tobacco were up

2 per cent and those for manufactures were up 3% per cent.

Analysis by area

By value, exports to the developed countries fell by 6% per cent

in the latest three months. Exports to North America were 10 per

D
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cent lower than in the three months ended January and exports to
the European Community countries were down 5) per cent. Exports
to the other developed countries, however, rose by 6} per cent

and deliveries to the developing countries also increased.

Imports from the developed countries grew by 3% per cent in the
latest three months - higher arrivals from Western Europe (up

5 per cent) offsetting lower imports from North America and the
other developed countries (both down 1 per cent). Within the total
for Western Europe, arrivals from the European Community countries
rose by 2% per cent. Imports from the developing countries fell

by 3% per cent in the latest three months.



NOTES TO EDITORS

1 REVISIONS

Data for the first quarter of 1986 have been revised due to later
information becoming available.

2 STAMDARD NOTES

The standard notes describe the differences between the Balance of Payments (BOP) end the Overseas
Trade Statistics (OTS) bases of compilation. Copies can be obtained from the address below.

3 AREA (tables 11 and 15)

Low value consignments ie items of an individual value less than £475, are not analysed by
country. Area figures in tables 1l and 15 are therefore deficient to the extent of these
consignments.

In sddition the data by area are seasonally ad justed independently leading to further differences
between the sum of areas and figures for total trade.

4 MONTHLY REVIEW OF EXTERNAL TRADE STATISTICS

The Monthly Review supplements the information contained in this Press Notice. It gives longer
historical runs of data and contains charts, tables on the UK Balance of Payments, UK exports and
imports on an Overseas Trade Statistics basis, and certain international comparisons. The Monthly
Review is available from the Department of Trade and Industry at the address given below for an
annual subscription of £36 or £3 per copy.

The 1986 Annual Supplement, (price £4 per copy), giving longer
hi'storic runs o©of data, has recently been issued. Coples are
available from the address below.

Enquiries about the Standard Notes, and the Monthly Review, should be addressed to S2A, Room 255,
Department of Trade and Industry, 1 Victoria Street, London SW1H OET, Telephone: 01-215 4895.
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Table 2

CURRENT BALANCE, VISIBLE TRADE AND INVISIBLES
(Balance of Payments basis)
£ million seasonally adjusted

| | Current | yisible Trade | Invisible |
| | Balance | Exports | Imports | Visible | of which | Balance |
1 | | _fob | fob | Balance | 0il | Non-0il | b |
I | | | | | | I I
| 1984 |« 880° | 867 | 758 | - @391 | w6937 | - 11328 | - 5270 |
| 1985 | + 2952 | 78072 | 80140 | - 2068 | + 8le3 | - 10231 | + 5020 |
] 1985 Ql (T Bra 20070 | 21336 | - 1266 | + 1958 | - 3225 | + 892 |
| Q2 [+ 1333 | 20237 | 20361 | - 128 ) + 241l ] - 2535 | «+ 1457 |
| Q3 | + 1072 | 18748 | 19201 | - 453 | + 1900 | - 2353 | + 1525 |
| Q4 |+ 921 | 1608 | 19%A2 | - 225 | + QB9 | = 217 | » s |
| 1986 Q1 | + 80a | 18204 | 1904 | - 1400 | + 1994 | - 339 | + 2200 a|
| 1985 August | + 342 | 6105 | 6272 | = 16T ) + €3 | - 82005 + 509 |
| Sept jie a2l 6242 | 6328 | - 87 | + 662 | - 749 | + 508 |
| Oct | + 33 | 6329 | 6323 | + LT - SRR A SR - S
| Nov [ e 6301 | 6515 | - 214 | + 689 | - 862 | + 326 |
I Dec e 75 6387 | 6405 | - 18| + 491 | - 508 ] % 493 |
| 1986 Jan | + 1155 a | 6289 | 6135 | 4 155 | + 987 | - 832 | + 1000 a]
| Feb | + 256 a | 6192 | 6535 | - 344 | + 678 | - 1021 | + 600 a]
| Mar [B- a1 e 5723 | 6934 | - 1211 | + 330 | - iS5l | + 600a]
1 Apr L+ 409 a | 6038 | 6229 | - 1aL | + 337 | - 527 | + 600a]
| Feb-Apr 1985 | - 198 | 20410 | 21693 | - 1282 | + 18% | - 3138 | + 1084 |
| Nov-dan 1986 | + 1742 a | 18977 | 19054 | - 77 | +« 2126 | - 2203 | + 1819 al
| Feb-Apr 1986 | + 55a | 17953 | 19698 | - 1745 | + 1344 | - 3082 | + 1800 al
| % Change | | I | I | | |
| Latest 3 months | | | | | | | |
| on - previous | | | | | | | |
| 3 months | | -5 | + 3% | | | | |
| Same 3 months | | | | | | | |
| one year | | | | | | | |
| ago | | = 12 | -9 1 | ] | ]

a Invisibles for January to April 1986 are projections and subject to revision sas more information becomes
availsble. VAT sbatements received from the EC in January have been included in the projections for that
month.

b Monthly figures are one-third of the appropriate quarters estimate or projection except for VAT sbatements
received from the Community which are allocated to the month they are known to have been received.

Table 3
INVISIBLES
£ mill seasonall usted
| | All Sectors | Private Sector and Public |
[ L L Corporationsd |
| | | | ] of which | | | |
| | Credits | Debits | Balance | | Interest | | Credits | Debits | Balamce |
| | | | | Services | Profits | Transfers | ] | |
| ] | | | | Dividends | | | | |
| 1983 | 65225 | 61226 | + 3999 | + 3671 | + 2468 | - 2140 | 60614 | 52374 | + 8240]|
| 1984 | 76491 | 71221 | + 5270 | + 4225 | + 3342 | - 2297 | 71603 | 61623 | + 9980]|
| 1985 | 80027 | 75007 | + 5020 | «+ 6291 | + 2294 | - 3565 | 75512 | 64138 | + 11374 |
| 1984 Ql | 17533 | 16488 | + 1045 | + 1041 | + 529 | - 525 | 16286 | 14134 | + 2152
| Q2 | 17921 | 16824 | + 1097 | + 983 | + 862 | - 788 | 16904 | 14448 | + 2456
| Q3 | 19483 | 18178 | + 1305 | + 1145 | + 891 | - 731 | 18497 | 15832 | + 2665]|
| Q4 | 21558 | 19731 | + 1823 | + 105 | + 1060 | - 293 | 19916 | 17209 | «+ 2707]
| 1985 Ql | 21394 | 20502 | + 892 | + 1220 | + .12 ;| - 1040 | 20214 | 17591 | + 2623 |
| Q2 | 20163 | 18706 | + 1457 | + 1662 | + 501 | - 706 | 19152 | 16306 | + 2846
| Q3 | 1935 | 17831 | + 1525 | +1729 | + 715 | - 919 | 18175 | 14976 | «+ 3199]
| Q4 | 19114 | 17968 | + 1146 | + 1680 | + 366 | - 900 | 17971 | 15265 | + 2706 |
d ie excluding general Government transactions and all transfers.
x* W
Q L& g% é:% i&“ and perscnal 98 ME 60
gk, e T 2 §  until release cf press notice on=..... ... at 11.30 a.m.




EXPORT AND IMPORT UNIT VALUE AND VOLUME INDEX NUMBERS Table 4

UKBAAC
X ‘ (Balance of Payments basis) Indices 1980 = 100
| | Unit Value (Not seasonally adjusted Yolume (seasonally adjusted
| | Exports | Imports | Terms of Trade® | Exports |  Imports |
| [ | [ l [ [
| 1984 | 136.0 | 139.7 | 97.4 | 112.5 | 121.9 |
| 1985 | 143.5 | 145.2 | 98.8 | 118.6 | 125.7 |
| 1985 Ql | 146.4 | 152.3 | 9.1 | 118.6 | 126.6 |
| Q2 | 145.5 | 148.8 | 97.8 | 120.5 | 124.8 |
| Q3 | 141.7 | 141.4 | 100.2 | 116.3 | 124.1 |
| Q4 | 140.5 | 138.3 | 101.6 | 118.9 | 127.4 |
| 1986 Ql | 139.0 | 137.6 | 101.0 | 117.4 | 126.1 |
| Aug | 141.4 | 140.3 | 100.8 | 114.4 | 122.7 |
| Sept | 141.4 | 140.5 | 100.6 | 116.7 | 123.6 |
| Oct | 140.5 | 139.1 | 101.0 | 118.8 | 125.0 |
| Nov | 140.4 | 137.6 | 102.1 | 118.5 | 129.6 |
| Dec | 140.5 | 138.2 | 101.7 | 119.4 | 127.8 |
| 1986 Jan | 140.7 | 138.3 | 101.7 | 118.7 | 120.3 |
| Feb | 138.7 | 137.8 | 100.7 | 120.7 | 125.8 |
| Mar | 137.5 | 136.6 | 100.7 | 112.7 | 132.2 |
| Apr | 135.3 | 133.0 | 101.7 | 122.2 | 121.9 |
| Feb-Apr 1985 | 147.5 | 153.3 | 96.2 | 119.9 | 128.4 |
| Nov-Jan 1986 | 140.6 | 138.0 | 101.9 | 118.9 | 125.9 |
| Feb-Apr 1986 | 1372 | 135.8 | 101.0 | 118.5 | 126.6 |
| % Change | | | | | |
| Latest 3 months on | - 23 | - 13 | =l | = | + 3 |
| - previous 3 months | | | | |
| - same 3 months | | | | | |
L___one year ago ] -7 ] - 11 | + 5 | =1 ] - 1% ]
€ Export unit value index as a percentage of the import unit value index.
VALUE AND VOLUME OF EXPORTS AND IMPORTS EXCLUDING THE MBRE ERRATIC ITIEOGf Table 5
(Balance of Payments basis)
seasonally adjusted
| | Yalue £ million fob | Yolume Index 1980 = 100 |
| ] Exports ] Imports 5 Exports | Imports |
| | | | | |
| 1984 | 65746 | 71197 | 115.4 | 128.8 |
| 1985 | 73765 | 76598 | 123.0 | 133.4 |
| 1985 Ql | 19171 | 20233 | 124.3 | 133,72 |
| Q2 | 18948 | 19326 | 124.1 | 131.4 |
| Q3 | 17835 | 18439 | 121.5 | 132.4 |
| Q4 | 17811 | 18599 | 122.2 | 136.5 |
| 1986 Ql | 17146 | 18656 | 12355 | 133.2 |
| 1985 Aug I 5928 | 6132 | 121.5 | 132.8 |
| Sept | 5899 | 6081 | 121.4 | 131.9 |
| Oct | 5921 | 6073 | 12251 | 135.2 |
| Nov | 5898 | 6293 | 121.8 | 138.7 |
| Dec | 5993 | 6234 | 122.9 | 137.6 |
| 1986 Jan | 5926 | 5877 | 123.0 | 127.6 |
I Feb | 5839 | 6229 | 125.2 | 133.2 |
| Mar | 5381 | 6550 | 116.5 | 138.8 |
| Apr 1 5400 | 5929 | 121.2 | 129.0 i
| Feb-Apr 1985 | 19342 | 20462 | 124.7 | 134.4 |
| Nov-Jan 1986 | 17816 | 18403 | 1225 | 134.6 |
| Feb-Apr 1986 | 16620 | 18708 ] 121.0 | 1337 |
| % Change | | | [ |
| Latest 3 months on | | | | |
| - previous 3 months | - 6% | + 13 | - 1 | -3 |
| - same 3 months | | | | |
|  one year ago | - 14 | - 8% | -3 | -3 |
| ] | | ] 1

f These are defined ss ships, North Sea installations, aircraft, precious stones, and silver.

= :;,i ﬂ‘v) o “'! H
i 7 LRI and personal 28 Moy
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S Ea 0l g L until relcasz cf press notice on ............ at 11.30 am.
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Table 6

3 . TRADE IN OIL9Y

(Balance of Payments basis)

seasonally adjusted

| | Balance | Exports of 0il | Imports of 0il |
| o I Crude 0il | Rest of | | Crude 0il | Rest of |
| | Trade | Total | [s1TC (REV 2) 333.0] | Division | Total | [sITC (REV 2) 333.0] | Division |
| Lin oil | ] R 5 ] | 33 ]
| | £ | £ | £ | | Avg value | £ | £ | £ | | Avg value | £ |
| | million | million | million | million | per tonne | million | million | million | million | per tonne | million |
l | fob | fob | fob | tonnes| £ fob | fob | fob | fob | tonnes | £ fob | fob |
I | | | | | | | | I | | |
| 1984 | + 6937| 14852 | 12173 ] 75.9 | 160.4 | 2679 | 7915 [ 3751 |''25.0 | 150.1 . riAl63 |
| 1985 | + 8163 ] 16050 | 12921 79,001 - 163.5 il i3i28. | | 7887 | 4155 | 26.1 | 159.0 | 3732 |
] 1985 Q1 |+ 1958] 4721 |- 3923 | 21.5 | 182.3 | 798 | 2763 | 1211 | 6.9 | 176.5 | 1552 |
| Q2 |+ 2411 4336 | 3499 | 20.1 | 174.0 | 837 | 1925 || 1078 | 6.5 | 165.6" | 847 |
] Q3 |+ 1900| 3410 | 2599 | 17.5 | 148.4 | 810 | 1509 | 8l6 | 5.6 | 1a5.4 | 694 |
| Qs |+ 1893| 3583 | 2900 | 19.9 | 145.9 | 683 | 1690 | 1050 | 7.2 | 146.9 | 640 |
1986 Ql |+ 1994 3117 | 2520 | 22.8 | 110.7 | 597 | 1123 | 678 | 6.2 | 108.7 | 4a5 |
] 1985 Aug |+ 653 TR 852 | 5.8 | 148.2 | 290 | 490 | 275 | 1.9 7| 14l.6 | 215 |
| Sept | + 662| 1143 | 939 | 6.5 | 145.6 | 204 | 481 | 271 | 1.9 I 1aa.1 | 210 ]
| Oct |+ 754 | 1277 | 1050 | e ] [ D 227" | 523 | 291 | 2.0 | 143.9 | 233 |
| Nov | + 649| 1180 | 974 | 6.7 | 145.8 | 207 | 532 | 327 | 2.2 | 150.6 | 205 |
| Dec | + 491 | 1126 | 876 | 6.0 | 146.1 | 249 | 635 | 433 | 3.0 | 146.2 | 202 |
| 1986 Jan | + 987 | 1378 | 1133 | 8.2 | 138.6 | 244 | 391 | 246 | 1.8 | 136.0 | 144 |
| Feb |+ 678 1048 | 8591 8.2 | 1lo4a.4 | 189 | 370 | 2270 " 2a2isl 10LaE ] 143 |
| Mar |+ 330] 692 | 528 | 6.4 | 83. 1 | 164 | 362 | 204 i 202 i 93.7 | 158 |
| Apr |+ 337] 662 | 450 | 6.8 | 66.5 | 212 | 395 | 53] 202000 69.7 | 172 |
| Feb-Apr 85 ] + 1856| 4606 | 3850 | 20.9 | 184.7 | 755. |° 2750 | 1423 | 8.0 | 17732 | 1327 |
| Nov-Jan 8 | + 2126 3683 | 2984 [ 52009 a3 0r | 700 | 1557 | 1006 | 6.9 | 144.9 | 551 |
| Feb-Apr 86 |+ 1344| 2601 | 18% | 21,3 | 8.1 | 565 | 1057 | 585 | 6.6 | 883 | a3 |
| % Change | I | | | | | | | | |
| Latest 3 months on | -35 | -38 | + 232 | - 40 e e T R T B R GO R L SR s O B
| - previous 3 months | I | | | | | | | | |
| - same 3 months | =a8 =52 e 2h] - =153 [t RS 2 W N =S 9 U= 18 | =50 | - 64 |
| one year ago | | | | | ] ] ] ] ] ]

9 Trade in petroleum and petroleum products. These figures differ from those published by the Department of Energy
which are on a time of shipment basis (see paragraph 7 of the standard notes).

and personal N
. j Ve Ao
urti! releasze of press notice on .2,5’.....-.... at 11.30 aam.




Table 7

. . TRADE IN GOODS OTHER THAN OIL
(Balance of Payments basis)

l Total | Excluding Erraticsf
| | Unit value index | Volume index | value, £ million | Volume index
| Value, £ million, fob | 1980 = 100 | 1980 = 100 | fob | 1980 = 100
| (seasonally adjusted) | (not seasonally | (sessonally | (sessonally | (seasonally
| | ad justed) |  adjusted ad justed ad justed
| Balance | I | | | Terms | | I | | |
| of non | Exports | Imports | Exports | Imports | of | Exports | Imports | Exports | Imports | Exports | Imports
| oil | | | | | Trade® | | | | I |
| trade | | | | | | ] | ] | |
| | | | | | | | | | | |
1984 | - 11328 | 55515 | 66843 | 133.5 | 136.2 | 98.0 | 105.1 | 128.2 | 50894 | 63282 | 107.6 | 137.0
1985 | - 10231 | 62022 | 72253 | 141.8 | 141.9 | 99.9 | 110.6 | 132.9 | 57715 | 68711 | 115.0 | 142.6
1985 Q1L | - 3225| 15349 | 18573 | 142.2 | 147.1 | 96.7 | 109.2 | 131.6 | 14450 | 17470 | 114.8 | 139.8
Q2 | - 2535| 15901 | 18436 | 142.8 | 144.7 | 98.7 | 112.1 | 132.4 | 14612 | 17401 | 115.3 | 140.9
Q3 |- 2353| 15338 | 17691 | 141.6 | 139.3 | 101.7 | 110.0 | 132.9 | 14425 | 16930 | 115.4 | 143.6
Qs |- 2117} 15435-| 17552 | =140.6 | 136.5 |'103.0 | '111.3 | 134.7 | 14229 | 16509 | 11l4.4 | 146.1
1986 QL |- 3394| 15087 | 18481 | 143.0 | 140.0 | 102.1 | 107.6 | 135.1 | 14029 | 17533 | 111.4 | 144.4
1985 Aug | - 820| 4962 | 5783 | 14al.6 | 138.5 | 102.2 | 107.3 | 131.4 | 4786 | 5642 | 114.9 | laa.1
t| - 749 | 5099 | 5847 | 141.5 | 138.5 | 102.2 | 109.9 | 132.5 | 4756 | 5599 | 1148 ] 1432
Uct | - 747| 5052 | 5799 | 140.7 | 137.3 | 102.4 | 109.4 | 132.7 | 4644 | 5550 | 112.3 | 143.2
Nov | - 82| 5121 | 5983 | 140.6 | 135.8 | 103.5 | 111.1 | 137.8 | 4717 | 5761 | 1ll4.1 | 149.3
Dec | - 508 | 5262 | 5770 | 140.6 | 136.3 | 103.2 | 113.5 | 133.6 | 4867 | 5599 | 116.9 | 145.7
1986 Jan | - 832| 4912 | 5744 | 141.8 | 137.4 | 103.2 | 105.6 | 129.4 | 4549 | 5487 | 109.3 | 139.0
Feb |- 1021| 5144 | 6165 | 143.0 | 140.6 | 101.7 | 110.1 | 134.7 | 4791 | 5859 | 1l4.2 | 144.4
Mar | - 1541] 5032 | 6572 | 144.2 | 141.9 | 101.6 | 107.0 | 141.7 | 4690 | 6188 | 110.8 | 149.8
Apr | - 527] 5376 | 5904 | 143.9 | 140.3 | 102.6 | 115.2 | 129.3 | 4739 | 5604 | 113.4 | 138.4
Feb-Apr 85 s 3138 | 15805 | 18943 | 143.2 | 148.0 | 96.7 AL 1330S 1a7s T 17712 | 116.1 | 140.9
Nov-Jan 8 | - 2203 | 15294 | 17497 | 141.0 | 136.5 | 103.3 | 110.1 | 133.6 | 14133 | 16846 | 113.4 | 144.7
Feb-Apr 8 | - 3089 | 15552 | 18641 | 143.7 | 140.9 | 101.9 | 110.8 | 135.0 | 14219 | 17651 | 112.8 | 1l44.2
% Change | | | | | | | | | | |
Latest 3 months on | | | | | | | | | | |
- previous 3 months | + 1% | + 6% | + 2 | +3 | =13 | + % el | + ¥ | +5 e S B
- same 3 months one | | | | | | | | | | |
year ago b el = et S IR sl =3 b=k 4 -3 L e b
| | | 1 ] ] | | ] | |

f  These are defined as ships, North Sea installations, aircraft, precious stones, and silver.

€ Export unit value index as a percentage of the import unit value index.
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EXPORTS BY COMMODITY
(Oversess Trade Statistics basis)

Table 8

£ million, fob, seasonally adjusted

| | | | | | Manufactures excluding erratics
I | Food | | I I | Semi-menufactures | Finished manufactures excluding ships,
| | bever- | Basic | | Total | | excluding precious | North Sea installations and aircraft
| Total| ages | Mater- Fuels | Mawfac- |stones & silver(PS) | _(SNA)
| | and | ials | | tures | Total | | | | | Pass- | | |
| | tobacco | | | | | Total | Chemi- Other | Total | enger | Other | Inter- | Capital
| | | | | | | | cals| | | Motor | Consumer | mediate |
| | | ] | | ] | | | | Cars| | ]
sitc | | | | | | 5-8 | 5+6 | | 6 | 7+8 | | | |
(REV2) | 0-9 | Ol | 244 | 3 | 5-8 | less| less| 5 | less| less| j | SHIETS TR (R PR
] | ] ] | | SNAPS| PS | | PS | SNA | | | |
1984 | 70488 | 4693 | 1989 | 15308 | 46703 | 42169 | 16333 | 8217 | 8116 | 25835| 1050| 4673 | 11199 | 8912
1985 | 78331 | 4970 | 2145 16712 | 52514 | 48482 | 18449 | 9411 | 9038 | 30033 | 1343 | 5257 | 13493 | 9940
1985 Q1 | 20148 | 1192 | 579 | 4892 | 13035 | 12181 | 4692 2384 | 2307 | 7489 338| 1292 | 3330 | 2529
Q2 | 20258| 1284 | 529| 4513| 13436 | 12248| 4704 | 2402 | 2303 | 7544 | 340 1308 | 3350 | 2550
Q3 | 18828 1300 | 531| 3600| 12879 | 12020| 4532 2285 | 2246 | 7489 | 336 | 1342 | 3394 | 2416
Qs | 19097 | 1193 | 506 | 3708 | 13164 | 12033 | 4522| 2340 | 2182 | 7512 329 | 1319 | 3418 | 2445
1986 Q1 | 18257 | 1206 | S11| 3297| 12766 | 11807 | 4418]| 2293 | 2125 | 7389 293 | 1297 | 3346 | 2452
1986 Feb | 6205 | 436 | 173 | 1106 | 4340 | 4021 | 1547| 817 | 730 | 2474 | 104 | 445 | 1124 | 802
Mar | 5755 | 400 | 165 | 739 | 4281 | 3968| 1457| 740 | 717 | 2511] 88 | 438 | 1149 | 836
Apr_| 6028 | 419 | 159] 703 ] 4577 | 4003 | 1497| 788 | 709 | 2506 127] 459 | 1082 | 838
Nov-Jan | 19040 | 1151 | 518 | 3839| 13014 | 11941 | 4442 2317 | 2125 | 7499| 321| 1316 | 3401 | 246l
Feb-Apr | 17989 | 1254 | 496 | 2548 | 13198 | 11992 | 4502 | 2346 | 2156 | 7491 | 319 | 1342 | 3355 | 2475
Percentagd | | | | | | | | | | | | |
U I ST e TG N AL T () (T P L (Y e U e A 038 0 L

Change
These are defined as ships, North Sea installations (together comprising SITC (REY 2) 793), aircraft (792) precious

stones (667), and silver (68l1.1).
J Bessed on the United Nations Broad Economic Categories end-use classification.

EXPORTS BY COMMODITY: VOLUME INDICES
(Oversess Trade Statistics basis)
ND

Table 9

1980 = 100, seassonall ugted

Manufactures excluding erratics

I I I L

| |
| | Food | | | | | Semi-menufactures | Finished manufactures excluding ships,
| | bever- | Basic | | Total | | excluding precious | North Sea installations and aircraft
| Total| ages | Mater- Fuels | Manufac- |stones & silver(PS) | (SNA)
| | and | ials | | tures | Total| | | | | Pass- | | |
| | tobacco | | | | | Total | Chemi- Other | Total | enger | Other | Inter- | Capital
| | | | | | | | cals| | | Motor | Consumer | mediate |
| | | | | | | | | | | Cars | | |
SITC | | | | | | 5-8 | 5+6 | | 6 | 7+8 | | | |
(REV2 | 0-9 | Osl | 244 | 3 | 5-8 | less| less| 5 | less| less| j | Jimeesil Jj ==
| | | | ] | SNAPS| PS | ] PS | SNA | | 1 |
Weights | 1000 | 69 | 31 | 136 | 735 | 658 | 252 | 112 | 141 | 406 | 18 | 71 |- 170 .| 147
1984 | 112.8] 117.2| 106.3 | 160.2 | 104.4 | 107.0] 112.1] 124.3| 102.3| 103.8| 82.4| 107.8 | 105.4 | 102.6
1985 | 119.3 | 119.1] 107.0] 170.9 | 110.8| 115.7] 118.9] 133.3| 107.5| 113.7| 99.4| 11ll.6 | 121.4 | 107.6
1985 Q1 | 119.4] 118 | 110 | 180 | 110 | 116 | 120 | 134 | 109 | 113 | 99 | 109 | 120 | 110
Q2 | 121.0] 122 | 102 | 176 | 112 | 116 | 120 | 133 | 109 | 1lla | 100 | 111 | 120 | 109
Q3 | 117.1] 123 | 110 | 161 | 109 | 115 | 117 | 130 | 107 | 114 | 102 | 114 | 123 | 105
Qs | 119.7] 114 | 106 | 168 | 112 | 116 | 119 | 136 | 105 | 114 | 97 | 112 | 123 | 106
1986 Q1 | 118.0] 117 | 113 | 184 | 107 | 111 | 115 | 131 | 102 | 109 | 88 | 108 | 3 i by A | 103
1986 Feb | 121.2]| 129 | 112 | 192 | 109 | 114 | 121 | 140 | 105 | 110 | 93 | 112 | 118 | 101
Mar | 113.7]| 13 1 112 | 158 | 107 | 111 | 113 | 124 | 104 | 110 | 79 | 108 | 119 | 104
Apr | 122.3 | 218 |- 108 | 177 | 115 | 124 1 -118°:) 137 | 103 | 112 | 168 | 115 o 135 = 107
Nov-Jan | 119.5] 110 | 112 | 177 | )1 ) TN s R S (0 Tl Y e o A e 13 L 7 (SR D3 | e | {1228 UlE 107
Feb-Apr | 119.1] 12051 111 | -175 | 110 | 113 | 117 | 134 | 1lo4 | 110 | 93 | 112 | 117 | 104
Percentagd | I | | | | | | | | | | |
Change | -3% | +9 ] -11] - 14| - | -13] + 3| -3 ] +1 j-2b 1 14| +% | -4 | - 2%

h These are defined as ships, North Sea installations (together comprising SITC (REV 2) 793), aircraft (792) precious
stones (667), and silver (681.1).

J Based on the United Nations Broad Economic Categories end-use classification.

8 G e 4
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UKBAAG Teble 10
EXPORTS BY COMMODITY: UNIT VALUE INDICES
: . (Overseas Trade Statistics basis)

INDICES 1980 = 100 not seasonally adjusted

| | | | Manufactures excluding erraticsh

| |
| | Food | | | | | Semi-manufactures | Finished manufactures excluding ships,
| | bever- | Basic | | Total | | excluding precious | North Sea installations and aircraft
| Total| ages | Mater- Fuels | Manufac- | stones & silver(PS) | (SNA)
| | and | ials | | tures | Total | | | | | Pass- | | |
| | tobacco | | | | | Total | Chemi- Other | Total | enger | Other | Inter- | Capital
| | | | | | | | cals | | | Motor | Consumer | mediate |
| | ] | | | | | | | | Cars| | 4
SITC | | | | | | 5-8 | 5+6 | | 6 | 7+8 | | | |
(REV2) | 0-9 | ©Oel | 244 | 3 | 5-8 | less| less| 5 | less| less| j | 5 (R T | g
| | | | | | SNAPS | PS | | _PS | SNA | ] | ]
Weights | 1000 | 69 | 31 | 136 | 735 | 658 | 252 | 112 | 14l | 406 | 18 | 71 | 170 | 147
| I | | | | | | | | | | | |
1984 | 136.0] §28% | 131 | 152 ) 135s A a33 | “127 F 180 ) X125 | 137 | 57 135 | 1a0 | 132
1985 [Plasaailse 134, | 2400 IS5 Hasy | a2t |t a3sa] Sl | 132 a7 Sl [ERAAT - ] L MO UREA 14 )
1985 Q1 | 146.3 | 1320 0 14é -l 173 Dlags o 1Al Iss T a9l 1520 | 145 | 161 | 146 | 148 | 139
Q2 | 145.4] 134 | la6 | 163 | las | 143 | 136 L 2ar ) I35 1a7 0l 162 | 147 | 150 | 142
Q3 | 1al.6| 134 1B eT | 1a2 ] 143 | 143 | 135 | 140 | 132 | 147 | 162 | 148 | 1518 141
Q4 | 140.4| B o (L (B S 0 A e v L 7 Y [ b 7 [ s | 148 | 163 | 149 J2=-151 GE 141
1986 Ql- | 138.9] 136 | 128 | & | -1&5 | 145 137 | 142 ] 133 | 150 | 166 | 153 | 153 | 144
1986 Feb | 138.6 | 136 | 128 § 112 | 145 E145 S 137 Al B3 e 158 | lea | 153 | 152 |} 144
Mar | 137.4| 138 || 129 0. 195 | - 146 o)-1a7 s 138LlE 1440 153 jes2 70 (156 | 1554 “| -.145
Apr | 135.2| 140 ol 127 | T 1 N 7S ' Y S 3 ] W 7 T 10 e I [ 570 R 7 | 156 | 155 . |- . 145
Nov-Jan | 140.5 | 135 | 129 | 138 | 143 | 143 | 135 | 138 | 131 | 148 | 1lé4 | 150 | I5LE | 142
Feb-Apr | 137.1]| 1380 £l 128 vl 9% | 145 186 | 137 Rtz R 1330 152 a9 | 155 | 154 | 145
Percentage | | | | | | | | | | | | |
Change Sy s ) [ e N ] ) ] +2 | +2 | +3 | +13] + 23] +3%| +4 Lo+3% | %2

N These are defined as ships, North Sea installations (together comprising SITC (REV 2) 793), aircraft (792) precious
stones (667), and silver (681.1).
J Based on the United Nations Broad Economic Categories end-use classification.

EXPORTS BY AREA Table 11
(Overseas Trade Statistics basis)
£ million, fob, seasonally adjusted

Developing Countries | Centrally
Total | 0il exporting | Other | planned

| Developed Countries
Total | Total| European | Rest of | North America| Other

I ]
| I
| | | Community| W Europe| Total USA | ] | countries | | economies
| | | | | I I | I I |
1984 | 70488 | 55364 | 33127 | 7132 | 11416 10159 | 3688 | 13356 | 5806 I, 7550 | 1630
1985 78331 | 627221 38200 | 7420 | 13310| 11499 3792 | 13880 | 5957 | 7924 | 1587
1985 Q1 | 20148 15940 9992 | 1779 | 3179 2817 | 990 | 3758 | 1682 | 2077 | 389
Q2 | 20258| 16210]| 95575 1 2034 | 3667| 3189 | 972 | 3606 | 1510 | 2096 | 420
Q3 | 18828 15203 | 9312 | 1790 | 3182 2715 | 919 | 3314 | 1408 | 1906 | 386
Q4 | 19097 | 15369 | 9359 | 1817 | 3282 2778 'l < 910" | 3202 | 1357 | 1845 | 392
1986 Q1 | 18257 | 14652 | 8689 | 1779 | 3254 2784 | 930 | 3241 | 1405 | 1837 442
1986 Feb | 6205| 5053 | 2971 | 608 | 1120 968 | 354 | 1036 | 432 | 604 | 174
Mar | 5755| 4575 | 2748 | 561 | 961| 831 | 304 | 1106 | 486 | 620 | 125
Apr | 6028| 4619 ] 2833 | 520 | 973| 857 | 293 | 1172 | 566 606 | 144
Nov-Jan | 19040| 15202 | 9065 | 1850 | 3393 | 2867 | 894 | 3263 | 1418 | 1845 | 428
Feb-Apr | 17989 | 14246 | 8552 | 1689 | 3054 | 2656 | 951 | 3314 | 1484 | 1830 | 442
Percentage I I | | I I I | | |
Change | -5% | - 6% | - 5% | -8 | -10| -7% | +6% | + 1% | @+ 4} | -1 | +3%

K See paragraph 3 of Notes to Editors.

: ?%-!f‘& and personal . Zo ”ib-s- 2 e
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UKBAAH IMPORTS BY COMMODITY Table 12
(Overseas Trade Statistics basis)

£ million cif seasonally adjusted
4 . | | | | | Manufactures excluding erraticsh
I | Food | | I I | Semi-menufactures | Finished manufactures excluding ships,
| | bever- | Basic | | Total | | excluding precious | North Sea installations and aircraft
| Total| ages | Mater- Fuels | Manufac- Lstones & silver(PS) | (SNA)
| | and | ials | | tures | Total| I | I | Pass- | I I
| | tobacco | | | | | Total | Chemi- Other | Total | enger | Other | Inter- | Capital
| | | | | | | | cals| | | Motor | Consumer | mediate |
| | | ] | | | | | ] | Cars | ] |
SITC | | | | | | 5-8 | 5+6 | | 6 | 748 | | | |
(REV2 | 0-9 | Ol | 2¢4 | 3 | 5-8 | less| less| 5 | less| less| j | Jj | J | J
| | ] | ] | SNAPS| PS | | _PS | SNA | | ] 1
1984 | 78967 | 8933 | 5418 10334 | 53011 | 49708 | 17930 | 6322 | 11608 | 31778 | 3670 | 8346 | 10218 | 9543
1985 | 84790 | 9274 | 5389 | 10517 | 58288 | 54953 | 19619 | 6903 | 12716 | 35334 | 4165 | 8887 | 11623 | 10659
1985 Q1 | 22565 | 2354 | 1468| 3546 | 14844 | 13806 | 4817 | 1674 | 3143 | 8989 1014 | 2243 | 2975 | 2757
Q2 | 21548 | 2352 | 1366| 2656 | 14848 | 13842 | 4920]| 1792 | 3128 8922 1116 | 2219 | 2928 | 2659
Q3 | 20321 | 2311 | 1312] 2138 14250 | 13508 ]| 4913 | 1729 | 3184 | 8595| 988 | 2189 | 2838 | 2581
Q4 | 20356 | 2256 | 1243 | 2178| 14346 | 13798 | 4970| 1708 | 3262 | 8829 | 1047 | 2237 | 2882 | 2662
1986 Q1 | 20670 | 2507 | 1225| 1725| 14839 | 14002 | 5024 | 1809 | 3215| 8978]| 1152 | 2281 | 2881 | 2665
Feb | 6912 809 | 437| 576 | 4964 | 4683 | 1671| 599 | 1073 | 3011| 368 | 772 | 967 | 905
Mar | 7270| 907 | 4la| 563 | 5255 | 4943 | 1773 | 627 | 1l46| 3170 | 435 | 795 | 1011 | 929
Apr | 6617 | 770 | 390] 542| 4750 | 4461 1615| 582 | 1033 | 2846 | 326 | 775 | 932 | 813
Nov-Jan | 20151 2251 | 1183 | 2041 | 14327 | 13752 | 4916| 1744 | 3172| 8837| 1083 | 2244 | 2872 | 2637
Feb-Apr | 20800 | 2486 | 1242 | 1681 | 14969 | 14087 | 5060 | 1808 | 3252 | 9027 1128 | 2342 | 2910 | 2647
Percentagd | | | | | | | | | | | | |
Change | +3 | + 10 +5] - 18] + 4% | + 24| +3 |+3% |+2% | +2 | +4 | +a | + 1% | + %

R These are defined as ships, North Sea installations (together comprising SITC (REV 2) 793), aircraft (792) precious
stoneas (667), and silver (68l.1).
J Based on the United Nations Broad Economic Categories end-use classification.

IMPORTS BY COMMODITY: VOLUME INDICES Table 13
(Overseas Trade Statistics basis)
INDICES 1980 = 100 seasonally adjusted

| | | | | | Manufactures excluding erratics
| | Food | | | | | Semi-manufactures | Finished manufactures excluding ships,
| | bever- | Basic | | Total | | excluding precious | North Sea installations and aircraft
| Total| ages | Mater- Fuels | Manufac- |stones & silver(PS) | (SNA)
| | and | ials | | tures | Total | | | | | Pass- | | |
| | tobacco | | | | | Total | Chemi- Other | Total | enger | Other | Inter- | Capital
| | | | | | | | cals| | | Motor | Consumer | mediate |
| | | | | | ] | | /) | Cars | ] |
SITC | | | | | | 5-8 | 5+6 | | 6 | 7+8 | | | |
(REV2 | 0-9 | Osl | 2+4 | 3 | 5-8 | less| less| 5 | less| less| j | i | J | J
| | | | | | SNAPS| PS | | _PS | SNA | I} | |
Weights | 1000| 124 | 81 | 138 | 626 | 543 | 217 | 63 | 154 | 326 | 42 | 34 { 9% | 94
1984 | 120.2| 112.3| 101.7| 86.5| 134.1 | 146.7| 137.2| 164.5| 125.9] 153.0| 119.9| 139.6 | 16l.4 | 172.9
1985 | 124.3| 113.6] 102.2| 85.0| 140.7 | 154.5]| 143.9] 176.2| 130.6 | 161.5 | 127.9| 139.6 | 172.8 | 187.2
1985 Q1 | 125.1]) 111 | 102 | 102 | 139 | 151 | 139 | 168 | 126 | 159 | 123 | 135 N G | 189
Q2 | 123.31 112 | 98 | 82 | 141 | 153 | 142 | 180 | 126 | 160 | 139 | 137 | 170 | 184
Q3 | 122.8] 116 | 103 | 75 | 140 | 154 | 147 | 180 | 133 | 159 | 125 | - 139 | 171 | 184
Q4 | 126.0] 115 | 106 | 8l | 143 | 160 | 149 | 177 | 137 | 167 | 124 | 147 | 180 | 192
1986 Q1 | 124.5] 126 | 105 | 71 | 181 | 155 | 148 | ‘183 | 133 | 159 | 130 | 145 | 171 | 175
1986 Feb | 124.6 | 123 | 1la | 71 141 | 154 | 148 | 183 | 133 | 159 | 125 | 147 | 171 | 175
Mar | 129.8] 136 | 106 | 75 | 146 | 160 | 155 | 190 | 141 | 163 | 143 | 148 | 176 | 177
Apr | 121.2 ] 115 | 101 | 80 | 135 | 148 | 142 | 176 | 128 | 151 | 107 | 148 | 166 | 162
Nov-Jan | 124.4| 114 | 103 | 77 | 142 | 158 | 147 | 179 | 134 | 166 | 127 | 148 | 178 | 188
Feb-Apr | 125.2] 125 | 107 | 76 | 141 | 154 | 148 | 183 | 134 | 158 | 125 | 148 | 171 | 171
Percentagd | | | | | | | | | | | | |
g o S N R S TR e T A N T RPN N I OO (0 e o W MY Y BReey.

P These are defined as ships, North Sea installations (together cosprising SITC (REV 2) 793), aircraft (792) precious
stones (667), and silver (68l1.1).

J Based on the United Nations Broad Economic Categories end-use classification.

QLOAVTT oo porsena oo 14 08

’-; 1.1 _:. hicd B
& i @332 r ce on&¥, .l ; .m.
& ab"l until relezso of press notice on& Y.\l at 11.30 a
12




Table 14

IMPORTS BY COMMODITY: UNIT VALUE INDICES
(Overseas Trade Statistics basis)

INDICES 1980 = 100 not seasonally adjusted

| | | Manufactures excluding erratics”

| | |
| | Food | | | | | Semi-manufactures | Finished manufactures excluding ships,
| | bever- | Basic | | Total | | excluding precious | North Sea installations and aircraft
| Total| ages | Mater- Fuels | Manufac- Lstones & silver(PS) | (SNA)
| | and | ials | | tures | Total | | | | | Pass- | | |
| | tobacco | | | | | Total | Chemi- Other | Total | enger | Other | Inter- | Capital
| | | | | | | | cals| | | Motor | Consumer | mediate |
] ] ] | | A | | ] | | Cars | ] ]
sItc | I I | | | 5-8 | 546 | | 6 | 7+8 | | | |
(REV2 | 0-9 | Osl | 244 | 3 | 5-8 | less| less| 5 | less| less| j | [ adietl -
] | ] ] | | SNAPS| PS | ] PS | SNA | | | ]
_Weights | 1000| 124 | 81 | 138 | 626 | 543 | 217 | LL&_L_;QI 42 | 94 | 9% | 94
1984 | 138.0| 132 | 133 | 168 | 134 | 133 | 126 | 134 | 123 | | a4 | 135 | 145 | 129
1985 | 143.1] 137 | 130 | 172 | 141 142 | 133 1 139 | 130 | 146 17152 ). 147 I 155 | 134
1985 QL | 150.3] 142 | 143 | 191 | 146 | 1aa | 135 | 143 | 132 | 150 | 154 | 151 | 158 | 138
Q2 | 1l46.7] 14l | 136 | 181 | 143 | 143 | 135 | 141 | 133 | 148 Ji 250 | 147 | 159 | 136
Q3 | 139.2] 135 | 124 | 161 | 139 | 139 | 131 | 137 | 128 | 144 | 149 | 145 |~ 154 | 131
Q4 | 136.3] 132 | 116 | 155 | 137 | 138 | 130 | 137 | 127 | 143 | 156 | 143 1483l
1986 Q1 | 135.6 | 134 | 116 | 132 | 140 | 142 | 132 | 1al | 129 | 148 | 165 | 145 | 152 | 138
1986 Feb | 135.9] 135 | 116 | 131 | 141 | 1a2 | 133 | 1lal | 129 | 149 | 166 | 145 122550 s 140
Mar | 134.7] 135 | 116 | 113 | 143 | 144 | 133 j o Ta2e ] 130 015l 171 | 148 | 155 | 142
Apr | 131.5] 134 | 115 | 101 | 141 | 143 | 132 | 141 | 129 | 149 | 169 | 146 | 154 | 140
Nov-Jan | 136.0]| 132 | 115 | 154 | 137 | 138 | 130 | 138 | 127 | 143 f.158 1" 142 | 148 | 132
Feb-Apr | 134.0]| 135 | 116 | 115 | 142 | 143 | 133 | 14l | 129 | 150 | 168 | 146 | 154 | 141
Percentagd | | | | | | | | | | | | |
Chenge | -134] +2 | - | -25| +3% | +4 | +2 | +24] +2 |+5 | +6%] +3 | +4 | + 6%
P These are defined as ships, North Sea installations (together comprising SITC (REV 2) 793), aircraft (792)
precious stones (667), and silver (68l.1).
J Based on the United Nations Broad Economic Categories end-use classification.
IMPORTS BY AREA Teble 15

(Overseas Trade Statistics basis)
£ million cif seasonally adjusted

| | Developed Countries | Developing Countries | Centrally |
| Total | Total| Europeasn | Rest of | North America| Other | Total | 0il exporting | Other | planned
| K| | Communit W Europe| Total| USA | | | countries | | economies
| | | | | | | | | | |
1984 | 78967 | 65279 | 37408 | 11184 | 11067| 9368 | 5620 | 11514 ] 2934 | 8579 | 2043
1985 | 84790 | 71520 | 41413 | 12025 | 11703 | 9920 | 6379 | 11233 | 2782 | 8451 | 1894
1985 Q1 | 22565 | 18709 | 10596 | 2940 | 3600| 3074 | 1573 | 3296 | 812 | 2484 | 558
Q2 | 21548 | 17957 | 10271 | 3060 | 3044 | 2602 | 1582 | 2984 | 851 |- 2133 | 441
Q3 | 20321 | 17293 | 10096 | 3083 | 2546 2166 | 1569 | 2499 | 499 | 2000 | 485
Q4 | 20356 | 17561 | 10451 | 2942 | 2512 2078 | 1655 | 2454 | 620 | 1834 | 410
1986 Q1 | 20670 | 17868 | 10695 | 3121 | 2395| 2007 | 1657 | 2422]| 504 | 1918 | 424
1986 Feb | 6912 | 5968 | 3512 | 1078 | 774 | 650 | 604 | 770 | 155 | 615 | 134
Mar | 7270 | 6364 | 3809 | 1146 | 848| 716 | 562 | 840 | 145 | 695 | 147
Apr | 6617 | 5555 | 3337 | 934 | 815| 681 | 470 | 823 | 148 | 675 | 152
Nov-Jan | 20151 | 17311 | 10402 | 2787 | 2467| 2063 | 1655 | 2525| 705 | 1819 | 405
Feb-Apr | 20800 | 17888 | 10658 | 3158 | 2437 2047 | 1635 | 2432| 447 | 1985 | 434
Percentage | | | | | | | | | |
Change: | +3 | +3%3 | +2¢ | 413 ] -11] % | =2-] -3%j =37 | +91 + 7
K See paragraph 3 Notes to Editors.
‘3 ﬂ- : » -'753:] ar‘.d. porsonal ( B 28, pe 85 at 11.30 a.m.
" _‘ q unii raleas2 of press notice ON & siassasumas
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. UKBAAJ Table 16

. COMMODITY ANALYSIS OF VISIBLE TRADE
i (Balance of Payments basis)

£ million, seasonally adjusted

Food Beverages and Tobacco | Basic Materials | Fuels
sITC (R2) | 0+ 1 | 2+ 4 | 3
| Exports | Imports | Visible | Exports | Imports | Visible | Exports | Imports | Visible
|__fob | fob | Balance | fob ] fob | Balance | fob ] fob | _Balance
| | | | | | | | |
1984 | 4672 | 8196 S 28 0] 2014 | 4864 | = 2850 || 15308 | 9917 | + 5391
1985 | 4936 | 8481 [ =i35a5 ) 2161 | 4789 | - 2628 | 16712 | 10094 | + 6618
1984 Q2 | 1175 | 2037 jfssas20 493 | 1174 | - 681 | 3520 | 2355 | + 1165
Q3 | 1142 | 2073 e CE 70 519 | - 1192 | =67 3840 | 2507 | + 1333
Q4 | 1218 | 2126 =t 9081 563 | 1349 [ =786 ] 4180 | 3297 | + 883
1985 Q1 | 1186 5= 2155 | - 9%9 | 585 1315 I =B L 4892 | 3387 | + 1505
Q2 | 1276 | 2153 | = B77. | 533 | 1226 | -~ 693 4513 | 2548 | + 1965
Q3 | 1290 | 2122 | — 832} 534 | 1162 | = ‘628 3600 | 2067 | + 1533
Q4 | 1185 I 2052 N 509 | 1086 [ = ST 3708 | 2092 | + 1616
1986 Q1 | 1198 |5 2332 s | 515 | 1086 | 7 | 3271 | 1631 | + 1639
l Semi-Manufactures ] Finished Manufactures | Total Manufactures
SITC (R2) | 5+ 6 | 7+ 8 | 5 -8
| Exports | Imports | Visible | Exports | Imports | Visible | Exports | Imports | Visible
|__fob | __fob | Balance | fob ] fob | Balance | fob | fob | Balance
| | | | | I | | |
1984 | 18266 | 18410 | - l44 | 28324 | 32059 | - 3735 | 46590 | 50469 | - 3879
1985 | 20042 | 19978 | + 65 | 32254 i 35335 | = 308L | 52296 | 55313 | - 3017
1984 Q2 | 4502 | 4439 | + 62 | 6717 | 7775 | - 1058 | 11218 | 12214 | - 996
Q3 | 4558 | 4684 | =127 | 7126 | 8336 | - 1210 | 11684 | 13021 | - 1337
Qs | 4960 | 4890 | + 69 | 7797 | 8771 o= 0978 il 2759 | 13662 | - 905
1985 Q1 | 5017 | 4836 |  + 182 | 7946 | 9263 [i=t el 12963 | 14098 | - 1135
Q2 | 5201 | 5050 | + 151 | 8223 | 9025 | - 803 | 13423 | 14075 | - 652
Q3 | 4852 | 5126 | - 274 | 7960 | 8361 s e 12812 | 13487 | - 675
Q4 | 4973 | 4967 | + 5 | 8125 | 8686 (BESSE560 N1 3098 | 13653 | - 555
1986 Q1 | 4847 | 5282 | - 435 | 7894 | 8883 | - 990 | 12741 | 14165 | - 1424

Monthly data at this level of detail are published in the Monthly Review of External Trade Statistics.
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The Chancellor has seen and was grateful for your minute of 21 May.

MEENA HENSON
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RPI EXCLUDING MORTGAGE INTEREST PAYMENTS:EPR BOX

I have revised the draft for the June EPR box in the light of the
April RPI A copy of the new

version is attached.

figures and comments received.

2

Lo

It looks increasingly likely that we shall see some very low
RPI figures in the second half of this year, helped of
course by cuts in mortgage rates. shall lose
this benefit: when that happens, there will be a tendency for the

annual RPI increase to go up. looking

inflation
At some stage we
This is a major reason for
at the RPI less mortgage interest payments.

3% The of these movements is of course very uncertain.
But it could well be 1987, even perhaps late in the
the
effect this year now looks like being much more muted.

timing

year, before

annual RPI figures rise significantly on this count. Any

2 June.

4, Comments please by close on Monday,



ASSESSING CHANGES IN RPI INFLATION

Inflation
as measured by the
INFLATION 12 month percentage
change in
RPI RPI
excluding
mortgage
interest
payments
1985
March 6.1 52
June 7.0 S5
December 5.7 1 |
° T3 T VoV VT rsTvyvievTiTyvsyTvrsosiveveysesgrTvisosy T vvrseysevrveoevT ° 1986
JFMAMJ JASOND J FMAMJ JASOND JFMAMJ JASOND J FMAMJ JASOND JFMA March 4.2 4.0
1982 1983 1984 1985 1986 arc . .
April 3.0 3.4

There was a steep fall in inflation from 1980 to 1983, followed by a
period of no major change up until early 1986. Latest figures and
most forecasts (including the Government forecast published in the
FSBR) show a substantial decline in inflation in 1986.

2. The Retail Price 1Index is the most commonly used measure of
inflation and is shown in the chart. Unlike other measures, the RPI
includes the mortgage interest rate, as an indicator of the cost of
owner-occupied housing. The all-items RPI is sensitive to changes
in interest rates which are subject to substantial short term
fluctuations. A fall of one point in the mortgage interest rate
from a 1level of 11 percent reduces the cost of mortgage interest
payments by more than 9 percent. This will reduce the RPI by nearly
12 percent, with almost all the effect coming through in the month
of the interest rate change. The impact of such changes on the
twelve month rate of increase of the RPI can make the assessment of
current trends in inflation more difficult. The chart also shows
the RPI excluding mortgage interest payments. This is a less
volatile series, which moves similarly to the RPI over the 1longer

term.



®

3% Mortgage rates increased by one percentage point in February
1985 and by a further one percentage point in April. After
remaining at 14 percent for the summer, a cut of 114, effective for
most borrowers, in September took the rate down to 1234 percent
where it remained until the spring of 1986. A reduction of
34 percent became generally effective on 1 April and a further cut
[of 1 percent] will affect the June index. 1In the chart the effects
of the increases in mortgage rates in February and April 1985 on the
RPI stand out clearly. RPI inflation peaked at 7 percent in May and
June, while the twelve month rate of increase of the RPI excluding
mortgage interest payments only reached 5.3 percent in these months.
By April 1986 both series showed a major fall in inflation, compared
with 1985. With the mortgage rate cut in June, the twelve month
rate of increase of the all-items RPI over the next few months is
likely to remain below the change in the index excluding mortgage

interest payments.
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The published preliminary output-based measure of GDP for the first quarter of
1986 is consistent with a picture of a mild slowdown in the underlying rate of
growth in economic activity, which perhaps started in the first part of 1985.
Manufacturing output appears to have fallen back a little since the second

quarter of 1985.

The latest unemployment figures show a continuing upward trend, despite the

continuing favourable impact of employment and training measures.

The annual rate of retail price inflation fell from 4.2 to 3.0 per cent per annum
in April - the lowest rate since January 1968. 'Further moderate falls in the
annual rate of inflation are expected in the next two months. Petrol prices are
expected to have fallen between April and May. Most borrowers will face lower
mortgage interest rates in June. With average earnings r'i’s'ing by 7-;- per cent in
the year to March on an underlying basis, considerably more quickly than
productivity, the picture for unit wage costs is not encouraging. For the whole
economy, unit wage costs in the first quarter are likely to have been about 6 per
cent higher than a year ago; for manufacturing the increase over the same

period is 8 per cent.

The PSBR in April was £0.9 billion, slightly lower than outside commentators had

expected.

The current account in recent months has been affected by the decline in oil
prices. However the strength of invisibles has been sufficient to keep the
underlying position in surplus. Visible trade was in deficit by £191 million in
April, following a deficit of £1,211 million in March. The gradual decline in the
underlying level of non-oil export volume, which began in the middle of last
year, appears to have continued so far in 1986. Figures of non-oil import
volume have fluctuated considerably in recent months but the underlying level

appears to have changed little since last summer.

Base rates fell by a further %per‘ cent to 10 per cent in the second half of May.
During the first two weeks of the month, share prices continued to fall from
earlier highs. More recently, there has been some recovery but as the month
closed there continued to be marked fluctuations.

1
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CONFIDENTIAL

RECENT RATES OF CHANGE AND ASSESSMENT OF CURRENT
TREND FOR SOME KEY ECONOMIC INDICATORS

In the following notes, the figures for current trend represent our best
assessment of the current underlying rate of increase after making allowance for
temporary distorting factors such as strikes, unseasonal weather effects, etc.
The figures show how the series are moving currently and may be different from
the comparisons over the latest published twelve months.

GDP (average measure) in the fourth quarter of 1985 was 3 per cent higher than
in the same period a year ago or 1% per cent after discounting the effects of the
coal strike. This figure does not take account of past experience which shows
that revisions to growth rates for the initial published estimates of GDP were on
average upwards thoeugh not uniformly so. The assessment of current underlying
trend for the first quarter of 1986 is that the rate of increase lies in the range %—
13 per cent per annum.

Industrial production in the first quarter was 2% per cent higher than in the
same period a year ago, but -5— per cent lower after allowing for the effects of the
coal strike and other disputes, notably in the motor vehicles industry. On the
same basis, respective figures for manufacturing were -1 per cent in both
cases. The assessment of underlying trend for industrial production is that the
rate of increase currently lies in the range 0 to -2 per cent per annum. The
trend in manufacturing output is in the range -1 to -3 per cent per annum.

Retail prices rose by 3 per cent in the twelve months to April 1986. It is only
possible to provide a useful indicator of trend for about 70 per cent of the RPI,
mainly covering private sector prices and excluding mortgage rates, local
authority rates, seasonal food, nationalised industry prices and petrol. The
current trend for this series is about 4 per cent per annum. In the twelve
months to April 1986 this series rose by just under 4 per cent (not published).

Producer input prices declined in seasonally adjusted terms in each of the
months from March last year to April this year. Some further small decline is
expected in May, bringing the index to about 12 per cent below its peak in
February last year.

Average earnings (underlying) in the twelve months to March rose by._?% per
cent. The current trend is estimated to be in the range 7%—8 per cent per annum.

Unit wage costs in manufacturing in the three months to March rose by 8% per
cent compared with the same period a year ago. With productivity falling at
present, the current underlying trend is estimated to be in the range 8-10 per
cent per annum.

Unemployment (excluding school leavers) in the twelve months to April has been
rising on average by 7 thousand per month and by 14 thousand per month in the
latest six months. Discounting the effects of employment and training measures
as far as possible, the current underlying trend appears to be an increase in
the region of 15-20 thousand per month.

Movements over the latest published 12 months include any revisions that may
have occurred since last publication (in general any such differences only occur
in the GDP series).
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CHART 3

Rate of increase in average earnings, unit wage cost in manufacturing
PPI input prices and Private sector retail prices

Month to month percentage changes, smoothed and adjusted for distorting factors where appropriate
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CHART 4
. Movements in underlying average earnings and the tax and price index
comparisons with 12 months previously
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CHANGES TO THE RPI: IMPLICATIONS FOR INDEX LINKED GILTS AND
SAVINGS CERTIFICATES

I should report some exchanges we have been having with Treasury
Solicitor's Department, the Bank of England and Department of
Employment about the forthcoming RPI Advisory Committee Report
and the Government decisions that will subsequently be required;
and the possible implications for sales of index linked gilts

and National Savings Certificates.

2% The draft RPIAC Report has just been circulated, and Mr Evans
will be 1letting the Chancellor have a separate note on that,
and the main recommendations. This minute 1is only about the
possible implications for sales of index linked debt, and the
implications of that for the handling of the RPIAC Report and
the timetable to take decisions on it - about which, I understand,
the Secretary of State for Employment will shortly be writing
to the Chancellor.

3k I should preface what follows by saying that there is as
I understand it no reason to think that the proposed changes
to the RPI could be held to be significantly to the detriment
of holders of index linked gilts or National Savings Certificates,
so there should not be any problem. But even so we should, I
think, do everything we reasonably can to make sure that our

position is as secure, legally, as it can be.
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Potential Problems

4, There are two slightly different kinds of problems that
a change to the constitution of the RPI could cause in the context

of index linked securities.

5. The first relates to the clause in the prospectus for index
linked gilts issued in the past that provides for premature
redemption if a change 1is made to the coverage or basic
calculation of the RPI which in the opinion of the Bank of England
is a fundamental change "materially detrimental" to the interests
of holders of indexed securities. There are currently nearly
£10 billion of indexed gilts on the market at nominal value alone;
indexed, they are worth more than £12 billion. Since without
exception they stand below their (indexed) par value, if the
clause were triggered we could expect to have to redeem the entire
amount. Even if we were able to replace them by issuing an
equivalent quantity of new IGs, there would be a very considerable
loss to HMG represented by the difference between the face value
of the securities and the market value prior to early redemption.
We could hardly contemplate a change to the RPI that would cause

this clause to be triggered.

612 For this reason we arranged for the Bank of England to be
represented on the RPIAC, to keep a close watch on changes that
could trigger the redemption clause. Nevertheless, once the
Advisory Committee Report is published and Government decisions
made, the Bank of England will need to go through a formal process
of assessing its conclusions - not least against the possibility
that they could be subject to legal challenge. It seems prudent
that they should go through roughly the same process immediately

- now that we have the draft RPIAC report - with a view to
reassuring themselves and us that there is no problem as quickly
as possible. This assessment is now taking place, and we will
report the results as soon as possible. I am firmly assured

by all involved, including the DOE statisticians, that the changes
proposed are not of a kind 1likely to cause a problem in this

respect.
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i The second problem applies to sales of index linked gilts
and National Savings Certificates during the period prior to
announcement of Government decisions on the RPI Advisory
Committee's proposals. Here there is a risk of 1legal challenge
from individuals who have bought IGs or index 1linked savings
certificates during a period when the Government as seller knew
of an adverse forthcoming change in the RPI which it had not
disclosed to the purchaser. Obviously if our conclusion and
that of the Bank of England is that the proposed changes should
not be materially detrimental to the interest of holders of such
securities, so that the IG redemption clause is not triggered,
this is less of a problem. But we are advised that the problem
would not go away entirely. A challenge on whether or not the
redemption clause should have been triggered would have to show
that the Bank of England's view as reached at the time that the
changes would not be materially detrimental to the interest of

holders was reasonably held. No doubt a court's view on that

would be coloured by what had happened in fact, but the Bank
would at the end of the day only have to show that they had acted
reasonably. However, in the case of sales made during a period
before announcement it might be sufficient for a litigant to

establish, after the event that the change had in fact been against

his interests.

8. The legal advice on this, therefore, (and we have taken
Counsel's opinion) is that we could take two further steps to

try to protect our position:-

2 ) We should try to keep the period between receipt
in Government of the RPIAC Report and its publication
and announcement of Government decisions on it,

as short as possible; and

(idi) we should try to secure as much publicity as we
can at the time the report of the Advisory Committee
is completed for the fact that it has been completed
and submitted to the Government,and some indication
of its significance; and that decisions on it would

be announced shortly.
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95 Department of Employment can I think broadly go along with
this, which in fact fits in with their timetable reasonably well =
though they are naturally reluctant to say much if anything about
the report's significance before it is published, other than

to repeat the RPIAC's terms of reference. Assuming the RPI
Advisory Committee adopts a final report soon after their meeting

on 12 June, Department of Employment would:-

(a) make a prompt announcement (probably in the 1last week
of June) by way of a Written PQ, and press release,

when the Report is submitted; and

(b) aim to publish the Report within two or three weeks,
together with the Government's decisions, which will

not be taken until immediately before publication.

10. This all seems rather complicated. The only safe alternative,
as I see it, would be to remove index linked securities from
sale altogether during the period before we <can announce
conclusions on the RPIAC Report. It would, of course, be easy
enough not to issue any new IGs. But we would have to explain
why we were withdrawing index 1linked savings certificates from
sale; and why the Bank was avoiding making any sales of IGs
in the secondary market. That, it seems to me, would draw
attention to the potential problem in a highly unsatisfactory
way. Another option would be to insert forthwith a health warning
in the prospectuses for IG's and index linked certificates. But
again this would draw attention to the problem. Moreover it
would not solve the problem of the Bank's sales of existing IG's

in the secondary market.

Conclusion

11. As I say, Lord Young should be writing to the Chancellor
shortly setting out the proposed timetable, and we have reached
an agreement with Department of Employment which I hope goes

as far to protect our position against the latter kind of problem
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as we reasonably can.. As to the Bank of England's assessment
of the implications of the proposed changes for the indexed gilt
redemption clause, I will of course report their conclusions
as soon as we have them. Meanwhile Mr Evans will be letting
the Chancellor have a note in the next few days summarising the

proposals in the draft report.

el

D L C PERETZ

PS I see that Lord Young has now written to the Chancellor as
expected, setting out his approach. Assuming you and the
Chancellor are content with the above, and subject to any detailed
points Mr Hosker may have, it may be possible simply to reply

to his letter saying we are content.
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Recently I attended a conference on the British Economy

organised by Layard and Dornbusch., I was the discussant : \’\g Y\))’
of a paper on monetary policy by Stanley Fischer of MIT. (g
The paper is not very polished at this stage and clearly vk')“”’
needs further work although its conclusions are, in the M pr\n
main, broadly acceptable,
2. I attach a copy of the paper and the comments I made at W S{’
. the conference. I have been asked to send a written copy
\" of my comments to Fischer as author to help his revision’of VA"X

} e My comments will not be published but I would be grateful

the paper.
§§ s
w’

]"- if the Chancellor could glance at them (and maybe the paper) \
“‘ before I send them off., There is some scope for editing if X\N w}’
1\

necessary. \I“" ’ S

T BURNS

ENCS



COMMENTS ON "BRITISH MONETARY POLICY" BY STANLEY FISCHER

I would like to respond to some of Fischer's more challenging
remarks although not necessarily in the same order. The

topics I will comment on are

- the role of nominal GDP in the operation of monetary
policy

- the role of monetary aggregates

- the role of the exchange rate in monetary policy

- the issue of the mix between monetary and fiscal

policy.

Obviously this is not a comprehensive list: to some extent I
have tried to avoid those areas that Charles Goodhart has
tackled.

The role of nominal GDP

2. I begin with the role of nominal GDP. We have found it
increasingly useful as a device for setting out medium term
objectives. I therefore agree with the broad conclusions
reached by Fischer. There is not much scope for using it as
a short-term objective when deciding the setting of policy

instruments but it is useful as a medium-term framework.

Sl It enables government to set out the policy framework
towards which it will be directing fiscal policy and money

supply growth.

4. One important advantage is that it enables government to
step back a little from the output/inflation trade-off by
limiting its direct responsibility to setting the nominal

framework within which the private sector operates. The
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' precise split of nominal GDP between output and inflation is

then seen principally as a matter for the private sector
although it is acknowledged that macro-measures can influence
their Dbehaviour. It follows that the faster is the
adjustment of wages and prices to the nominal framework the
better will be the growth of output. The framework also
enables government to argue that there need be no fear of
slower earnings growth leading to a downward spiral of

nominal demand.

5% When considering a profile for money supply growth or
the level of government debt outstanding it 1is necessary
anyway to make a Jjudgement about the underlying growth of
output. That 1is also wrapped up within the money GDP

framework.
6. In setting out a path for money GDP growth it is
important not to attempt to be too rigid. Obviously the

appropriate path has to be changed if there 1is any
reassessment of the medium term growth of productive
potential - although I stress that it is the medium term that
counts and not simply year to year output fluctuations. And
sometimes it 1is necessary to make some adjustments if the
starting point changes - this often happens simply because of
extensive revisions to GDP data. And it would be wrong to
hope to exactly offset all short-run shocks to output and

inflation leaving nominal GDP unchanged.

T The first MTFS did not spell out the money GDP
assumptions implicit in the arithmetic. Prices and output
were shown separately in the second MTFS and money GDP

explicitly since 1982.

8. Looking back we can compare the profile of estimated
money GDP with the figure that was implicit in the
assumptions that were made for the early versions of the
MTFS. The broad conclusion 1is that the outturn has been
reasonably close to the assumptions. Nominal GDP growth

averaged over 15 per cent per annum in the years 1973 to



1980. It has been brought down to an average of 7 to 8 per
cent over the past two years if account is taken of the coal
strike. There was some tendency for the nominal GDP growth
to decline faster than expected in the early stages but taken
as a whole it can be said that the outturn has been much as
anticipated when the original MTFS numbers were put together.
This is worth bearing in mind when discussing monetary

policy.
Monetary Aggregates

O My second set of comments are directed towards the role

of monetary aggregates.

10. In early versions of the MTFS €£M3 had a prominent
position. 1, was inherited from the seventies; had
anticipated the growth of inflation in the mid-70s; and
seemed to provide a useful framework for integrating monetary

and fiscal policy.

11. However it is difficult to disagree with Fischer that
over the past six years £M3 has not been a good indicator of
monetary policy. Having grown less rapidly on average than
money GDP during the 70s it has grown persistently faster
than money GDP in the 1980s.

12. Fischer mentions the effect of the ending of the corset
but there is probably more to it than that. One significant
feature was the move from a period of negative real interest
rates to one of positive real interest rates. Given that £M3
is largely interest-bearing deposits we would give this some
weight. Secondly the abolition of the corset has coincided
with substantial technical innovations in world money
markets. The combination of a more competitive financial
system and technical progress seems to have reduced the costs
of financial intermediation. This may be an important reason
for the large growth of financial wealth in the UK over this
period. A further piece of evidence is the rapid growth of

liquidity held by financial institutions.



13. My interpretation is that over the past ten years narrow

money has provided better information about monetary
conditions. However assessing the behaviour of narrow money

has not been straightforward either.

- Ml wused to be the main narrow money indicator. But
this has been distorted by the rapid growth of interest
bearing Ml.

- Non-intérest bearing Ml is an obvious replacement.
But this turns out to be highly sensitive to interest
rate movements because of the thin dividing line with
interest bearing Ml. As a result it varies a great deal

around its 2 to 3 year trend.

- MO has moved reasonably closely in 1line with a
smoothed NIB M1l and in my judgement has been the most
useful monetary indicator over the past 10 years. It
suffers two drawbacks; because it is so narrow it has a
credﬁﬁability problem; and because it 1is so closely
related to transactions it cannot hope to provide a long
leading indication for movements in money GDP. Even so
it has been a crucial comfort in many periods when
otherwise there would have been pressure to tighten
monetary conditions because of a rapid growth of
liquidity. Such a tightening turned out to be

unnecessary.

1l4. Fischer raises the question of monetary base control.
Over the past seven years there has been occasional interest
in some form of MBC. It has had its poQérfﬁf advocates. It
might have been possible to move moré‘systematically towards
targeting the base and leaving interest rates to be
determined in the market. No doubt this would not have been
done in a rigid manner regardless of the movement of short-
term rates but some step in this direction might have been
possible. But I have not been persuaded that we could

negotiate the transition without risk when a change to MBC




would significantly increase the demand for bankers'

balances. At the moment these are trivial and it would not
have been possible to more than guess at the appropriate

targets during that transition period.
Exchange rate
15. The third of my topics is the role of the exchange rate.

16. I agree with Fischer about the pervasive nature of the
effects of the exchange rate. 1In an open economy like the UK
I doubt if it is possible to conduct monetary policy without
an eye to the exchange rate. But I think Fischer overdoes
it. Our estimates suggest there are powerful effects from
interest rates independent of the exchange rate; particularly
on stock-building and housing but also .on consumer and
company spending generally. I would not want to go as far as
him in weighing exchange rate movements relative to interest

rate changes.

17. Exchange rate movements have consistently played a
significant role in the operation of monetary policy even
though that role may have changed slightly from time to time.
the failure to raise interest rates in September 1980 despite
a substantial overshoot of the monetary target was largely
taken because of conflicting evidence from the exchange rate.
Similarly the 2 points reduction of interest rates in
November 1980 and March 1981. And an examination of interest
rate changes since then will highlight a number of occasions
when the exchange rate had a clear role - particularly when

it was falling sharply.

18. But this role has never been 1in the form of an
unpublished target. There has been a bias against excessive
exchange rate fluctuations and some presumption that exchange
rate changes in part reflect monetary conditions unless there
is clear evidence to the contrary. But this is a far cry

from an unpublished target range.
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19. Slmllﬁ/iy I do not agree with Fischer's characterisation
of UK mongtary policy as being dominated by interest rate
targets. i\Again there 1is a bias against excessive interest
rate volatility but that is a different matter. He only
provides one piece of evidence: comparative interest rate
volatility in the UK and US. I hesitate to suggest that this

comparison may owe more to developments in the United States.

20. One of the puzzles raised by the paper is that Fischer
seems to be suggesting targets for a wide range of variables
- money supply, interest rates and exchange rates; and
medium-term nominal GNP. In part this may entail a different
interpretation of the word target. What he may have in mind
is something rather similar to the way in which policy has
been conducted 1in recent years. Money GDP assumptions are
the medium-term strategic objective. Money supply targets
are the central focus for delivering those objectives but the
numbers need recalibrating in the light of emerging
information about velocity movements. Exchange rate changes
provide further information particularly if the money supply

figures give conflicting signals; and there is tendency to
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avoid exchange rate changes developing a momentum of their SLNWJ3

own. But it has been accepted that some of the pressure has
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Fiscal/Monetary Policy Mix

21. My biggest disagreement with Fischer is in relation to
the last of my points; the 1issue of the fiscal/monetary

policy mix.

22 I should begin by emphasising that we have never
imagined a rigid relationship between fiscal policy and
monetary policy. [jbut we have argued that for any given
growth of nominal GDP the bigger the fiscal deficit the
higher interest rates need to be. And in recent years this

has pointed to a higher exchange rate. Therefore unless you



believe that changes in the mix have a significant sustained
impact on the split of nominal GDP between output and
inflation (implicitly rejecting the wunchanged nominal GDP
framework) it is necessary to make an explicit choice about

the pressure that fiscal policy should place upon monetary

policyi]

23. There have been two reasons for attempting to buttress

monetary policy with an appropriate fiscal policy:

- the first has been to avoid interest rates taking all
of the pressure of disinflationary policy with its
implications for the exchange rate, the balance of

payments and the accumulation of overseas assets;

- the second has been to avoid explicitly the risk of
anti-inflationary policy looking unsustainable by asking
too much of interest rates. This has pointed to
maintaining a 'safe' stance for fiscal policy with room
for manoeuvre in the event of a worse than expected

outturn.

24. Whilst on this subject I would add that this paper, as
well as the Begg paper, mis-states the position about the
conduct of fiscal policy in the face of cyclical changes.
The 1981 MTFS stated:

"Because the level of activity in the economy is below
that assumed in last year's projections, the path for the
PSBR shown in these projections is rather higher than that

shown last year".

It is also clear from the figures presented in the paper that

the PSBR figures have been revised upwards.

25 , But it is not clear to me that there is any presumption
that the fiscal stabilisers that happen to be the product of
the tax and benefit system should be 1left to operate

unimpeded when pursuing a disinflationary policy. That must



. depend upon the implications for interest rates and the

extent of the pressure they would have to bear.

26. An implicit issue that flows through this paper - and
that by David Begg -~ is the effect of a change in the fiscal/
monetary mix. There seems to be a presumption of significant
gains to output and inflation from an easier fiscal policy
combined with tight monetary policy. This is not the result
we get. If policy is operated so that nominal GDP is broadly
unchanged we compute some short-term gain but it is small and
is not sustained. And it brings with it a current account

deterioration and a loss of net overseas financial assets.

27. Alternatively if there 1is an explicit decision to
increase the growth of nominal GDP there is, in principle, a
choice between easier fiscal or monetary policy. In the
short run fiscal policy probably has a larger impact, but
according to Treasury calculations the difference is not

great.

28. It follows that the case for any change in the fixed
monetary mix depends upon the initial conditions. If at the
outset real interest rates are high and there is a need to
protect the external position then a shift towards easier
monetary and tighter fiscal policy is likely to be preferred.
On the other hand if real interest rates are 1low and the
country 1is in chronic current account surplus the g;&éﬁﬁe

will be more appropriate.

29. It follows from this that the argument that the UK needs
a fiscal stimulus at this stage is unsubstantiated. Faced
with lower oil prices and the loss of net export revenue it
is not clear to me why there should be an emphasis on fiscal
expansion. If we can maintain the profile for the growth of
money GDP without this fiscal expansion it will clearly be
better from the point of view of long-term balance of

payments effects.



30. I would add in passing that I find odd the argument that

EMS would make way for easier fiscal policy. Surely the main

effect of EMS membership,
bring down UK interest rates
Faced with that it would
policy which could only make

membership.

if it was credible, would be to
relative to those in Europe.
be perverse to also ease fiscal

it more difficult to sustain EMS

T BURNS
3 June 1986
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BALANCE OF PAYMENTS FIGURES: FIRST QUARTER 1986

The invisible and capital account figures for 1986 Q1 will be
published at 11.30 am on Thursday 5 June. A copy of the CSO
press notice is attached (top copy and asterisked copy recipients

only). Summary tables are at annex 1.

25 The figures are not very newsworthy. But the Q1 current
account has been revised down to £0.5 billion, from the projected
£0.8 Dbillion in the April trade figures press notice. On the
other hand, the 19384 current account surplus has been revised
up from £0.9 billion to £1.% billion, and that for 19585 has been

revised from £3.0 billion to £3.38 billion.
Revisions

35 The revisions to the 1984 and 1985 current account stem
mainly from the 1984 enquiry into direct investment, which for

the first time was addressed to o0il companies in the same format
as non-oil companies. This produced improvements to both data

and methodology for 1984 onwards. It also, however, created
a discontinuity, as the oil companies were not prepared to provide

data on the new basis for years before 1984.
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4. Although the new system for oil companies will take a year
or so to settle down, the revision of o0il company figures at
this stage should help reduce the size of future revisions when

the Pink Book is prepared.

Current account (table B of press notice)

5 The reduction in the surplus for Q1 is due to invisibles
now being estimated at £1.9 billion, against a projected £2.2

billion. Visibles were in deficit by £1.4 billion.
Services (table C)

6. Most noticeable was the return of the travel balance to
deficit, after six quarters in surplus. This probably reflects
the combination of a relatively strong pound and American tourists
new—-found caution. It is too early to say whether the deficit

is likely to persist.

Interest, profits and dividends (IPD) (table D)

s The Q1 figures show a recovery from 1985 Q4, which suffered
from the £0.6 billion write-off by BP of losses on its Sohio
subisidary, but were still below the surplus being recorded in

the middle of last year.

Transfers (table E)

8. The £0.2 billion deficit in @1, an improvement of £0.5 billion
on the previous quarter, was due mainly to the delayed receipt

of the lump sum VAT abatement relating to the 1984 budget.

Investment and other capital transactions (table G)

9. Preliminary figures show a small net outflow of £255 million
in Q1l, after a £3 billion inflow in 1985 Q4. The Q4 figure was
mainly due to the inflow on UK banks' foreign currency transactions

of over £5 billion: Q1 saw a return to a more normal £0.9 billion.
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!ard and Outward investment (table I)

10. Overseas investment in the UK and UK private investment
overseas both rose. The rise in overseas investment in the UK
was mainly due to direct investment, by both o0il and non-oil
companies. The latter included the £0.3 billion purchase of
Cornhill insurance by Allianz of West Germany. The rise in UK
investment overseas was entirely due to a rise in portfolio
investment. Insurance companies, pension funds and investment

trusts all increased their overseas investments.

Press notice and briefing

11. I should be grateful for clearance of the attached press

notice and briefing.

" 4
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P M WALKER
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SUMMARY OF THE BALANCE OF PAYMENTS¥

£ billion

Current balance Visible balance Invisible balance Identified investment

|
\
(1) (2) (3) (%)
| and other capital

transactions

1983 BEe = 058 4.0 =50
1984 1.6 - 4.4 6.0 =02
1985 3.8 R 5.8 = HE
1985 Q1 SO ol sl 12 =32553

Q2 1.6 =¥ O 1.9 0.5

Q3 1.5 =055 1.9 - L.}

QL 0.8 — 2052 1.0 380
1986 Q1 0.5 - 1.k 1.9 =008
¥Seasonally adjusted, except for column 4
[(1) = (2) + (3), but may not add up due to rounding].
Invisibles*¥*

£ billion
(1) (2) (3) (L) (5)
Services IPD Transfers Balance Balance
total (private sector
and public
corporations)

1983 3.1l 2.5 — 2l 4.0 8.2
198k 4.2 4.0 - 2.3 6.0 106T.
1985 6.2 Spd =635 5.8 12.2
1985 Q1 1.2 1.0 =550 52 2.9

Q2 15 O — {7 Al Se

Q3 18 1.3 - 0.9 1.9 3.6

Ql il 55 025 - 0.9 1.0 2.6
1986 Q1 1.3 0.8 SO0 1.9 2.9

¥¥Seasonally adjusted

[(4) = (1) + (2) + (3), but may not add up due to rounding].
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CONFIDENTIAL
until 11.30 am on Thursday 5 June 1986
then UNCLASSIFIED

PRESS BRIEFING FOR IDT

1,

Positive

Substantial upward revisions in 1984 and 19385 current account

surpluses.

2.

Recovery in interest, profits and dividends after fall in

1985 Q4.

P

Defensive

Downward revision to 1986 Ol current account from figure

given in April trade figqures?

Trade figures based on projected invisibles surplus. This
is first estimate; further revisions 1likely in future as

more data becomes available.

Revision means Budget forecast of £3.5 billion surplus for
1986 too high?

Too early to say on basis of only one quarter, much of
the data for which is preliminary and can be subject to

extensive revision.

Large portfolio outflows support exchange controls, as

proposed by Labour?

No. These outflows have contributed to the build-up of
our net overseas assets. These assets were almost £90 billion
at end-1985, second only to Japan, and generated interest,

profits and dividends of over £3 billion in 1985.
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INFORMATION SERVICE J
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CENTRAL STATISTICAL OFFICE
GREAT GEORGE STREET PRESS CALLS ONLY 01-233 7489
LONDON (AFTER 1800 HRS  01-233 3000)
SW1P 3AQ OTHER ENQUIRIES 01-233 6135/6193 J
CS0(86)54
5 June 1986

UNITED KINGDOM BALANCE OF PAYMENTS: PRELIMINARY F IGURES
FOR THE FIRST QUARTER OF 1986

Preliminary estimates indicate that the UK current account (seasonally

adjusted) was in surplus by £0.5 billion in the first quarter of 1986 (Table A).

There was a deficit on visible trade of £1.4 billion and a surplus on

invisible transactions of £1.9 billion (Table A).

The preliminary estimates for the first quarter put the net credit on
services at £1.3 billion and net investment earnings (ie interest, profits and
dividends) at £0.8 billion (Tables C and D). Net transfer payments overseas
are put at £0.2 billion (Table E). It must be stressed that figures for in-
visible transactions, particularly for the most recent quarters, are liable to

substantial revisions as later information becomes available.

The estimated surplus on services in the first quarter was a little below

the high level of the previous three quarters (Table C).

The preliminary estimate of the surplus on interest, profits and dividends
indicates a recovery from the low level estimated for the preceding quarter.
The fourth quarter figure for 1985 had been reduced by a £0.6 billion charge
against BP’s share of the profits of its US subsidiary Sohio. -First quarter

earnings by oil companies were moderated by falling oil prices (Table D).

Enquiries: Balance of payments figures: Central Statistical Office 01-233 7489
Economic policy aspects : HM Treasury 01-233 3415

3

S

prepared by the Government Statistical Service
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The deficit on transfers fell from £0.9 billion in the fourth quarter of
1985 to £0.2 billion in the first quarter of 1986. This reflects in part
receipt in January 1986 of the balance of the lump sum VAT abatement arising
from the UKs excessive net contribution to the 1984 Community budget (Table E).

Although figures for investment and other capital transactions are not yet
complete (they exclude the series for UK non-bank private sector transactions
with banks overseas) they show an outflow of £0.3 billion in the first quarter

compared with an inflow of £3.0 billion in the preceding quarter (Table G).

UK banks” foreign currency borrowing and lending abroad resulted in a net
inflow of £0.9 billion in the quarter. This was a more typical quarterly figure

following the exceptional outflow and inflow recorded in the last two quarters

respectively of 1985 (Table G).

There were large increases over the preceding quarter in both UK banks
sterling borrowing and lending (excluding UK export credit); for lending this
ended the run of net repayment to banks which occured in the previous three
quarters. Sterling borrowing (including liabilities to overseas monetary
authorities) and lending combined resulted in a net inflow of £2.1 billion in

the first quarter compared with an outflow of £0.2 billion in the preceding
quarter (Table G).

There was an outflow of £0.7 billion in the first quarter under "other"
borrowing or lending overseas. This compared with an inflow of £0.9 billion
in the fourth quarter of 1985, reflecting transactions by UK non-bank financial

institutions (Table G).

Overseas investment in the UK in the first quarter, at £3.0 billion,
recovered sharply from the low fourth quarter figure. Investment by overseas
0il companies increased from £0.1 to £0.7 billion while other overseas direct
investment, which included the acquisition of Cornhill by Allianz (£0.3 bi-
1lion), amounted to f£1.4 billion compared with net disinvestment of £0.1 in the

preceding quarter (Table I).
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' UK private investment overseas also increased between the quarters, from
£4.4 to £5.6 billion. Direct investment, which included the British Telecom
acquisition of Mitel (£0.2 billion), was lower and portfolio investment by UK
banks was sharply down. Portfolio investment by other UK residents, pro-
visionally estimated as £3.8 billion, was, however, the highest quarterly figure

recorded (Table I).
Revisions

The revisions since the last Press Notice to the estimates of direct
investment, both earnings (interest, profits and dividends) and transactions
stem mainly from the results of the 1984 enquiry into direct investment (to be

published in "British business" on June 6) which included revisions to data

reported by oil and non-oil companies. For the first time the inquiry was

addressed to oil companies in the same format as for non-oil companies and

financial institutions. This has resulted in some improvement in methodology

and additional data for 1984 and later periods producing some discontinuities in

series.

The revisions to direct investment earnings have had the net effect of
increasing the estimated current account surplus by £0.7 billion in 1984. For
1985 the revisions, together with minor revisions to other series, have in-
creased the current account surplus by £0.8 billion. Revisions to transactions
have reduced net capital outflows under direct investment by £0.2 billion in

1983 and £0.1 billion in 1985 and increased the outflow in 1984 by £1.5 billion.

w
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MR ODLING-SMEE

CONFERENCE ON THE BRITISH ECONOMY

I attach a copy of the remarks that I made to the Sussex
Conference about 'Stanley Fischer's paper "British Monetary

Policy".

2% Charles Goodhart was the other discussant and was rather more

critical of the paper than I was. He made the following points:

/ - Fischer attributed too much strategic significance to the
Bank of England relative to the Treasury. _He should refer to
speeches by Nigel Lawson, both as Financial Secretary to the
Treasury and Chancellor of the Exchequer; and various
editions of the Medium-Term Financial Strategy. Basically
Fischer exaggerated the role of the Bank in the operation of

monetary policy.

- Fischer's description of the role of interest rates was
wrong. There was concern about volatility of interest rates
but he gave the wrong impression in suggesting that the Bank
had interest rates targets. There was no period of open loop
fixed interest rate targets although there had been one or

more periods when there was an effective ceiling in place.

- Fischer was wrong about the Bank's handling of the gilt-
edged market. The Bank's approach reflected the extent to
which the long end of the British market was dominated by a

couple of under-capitalised jobbers.

- The advantage of the £M3 target was that it forced the
authorities to think about the balance of fiscal and monetary
policy; something that the US had failed to do.



3
points of substance emerged.

ENC

- Fischer's remarks about the cyclical adjustment of the FSBR
were wrong. The original MTFS did allow for the possibility
of some cyclical variation in the PSBR as it was anticipated
that this would coincide with an offsetting cyclical
variation of bank lending. What had complicated the position
in 1981-82 was that the downturn in activity had not brought

with it a lower growth of bank lending.

- The problem with £M3 was not inherent in interest-bearing
aggregates but simply reflected the fact that its velocity

pattern had changed in recent years.

— He fundamentally disagreed with the remarks Fischer made
about monetary base control. Clearly the quantity of money
and interest rates were related but he did not see that a
change of system would change the initial conditions. In
other words there was no reason to believe that it would
change behaviour if the Bank moved to control the quantity
and leave interest rates to be determined by the markets
rather than controlling interest rates and leaving the money
supply to be determined. The practical difference would be
that with MBC violent changes in interest rates would 1likely
occur. The only way that the demand and supply for money
could be brought into balance quickly would be by sharp
changes to the level of income. This in turn could lead to
more volatile monetary growth. As far as he was concerned
the chain of causation would run as follows; interest rates -
money GDP - MO. This was a recipe for volatile interest
rates.

The discussion was relatively heated but no very important
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