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February Assessment (due to
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| attach (in Mr Flemming’s absence) a draft for your meeting* on Tuesday 24 January,
after Books. The maln changes from the draft discussed at the Deputy Governor's

meeting are sidelined.

It has also been sent to Sir Terence Burns in accordance with

the experimental procedure; his comments should be available before your meeting.

After Mr Flemming discussed this latest draft with me | have added a few further minor
changes plus an Introduction, none of which he has seen.
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Dratt to Chancellor
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Governor’s final review (after Books)
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FEBRUARY ASSESSMENT

[Introduction)

1 In general, the international economy continues to Present a
more favourable picture than for some time, but worries about
inflationary Pressures have led to policy tightening in geveral
countries and this, along with other factors, points to a slowdown \b
in growth thisg year. However recent forecasts have proved

fallible ang if growth does not recede, inflation coula
Pick up.  Partly because of these inflationary concerns; 4

expansion outside the uniteq States is not seen ag a source of { ﬂksyﬁdeﬁ
relief to the létter!s balance of pPaymentsz, and further progress )

in reducing the major international payments balances will] depend

on 2 continuation of prudent US policies. At home it is now

apparent, despite [aeate] defects ih the statistics, that demang

was stronger last autumn than thought at the time, This

contributed to the pick-up in inflation Sseen last year, despite

excellent Productivity performancemA Concerns about inflation were

behind the further interest rate irfcrease in November, The

tightening of policy last summer léd, after a lag, to a slowdown

in money and credit and there are now welcome signs that the fzﬂkL/

effects, are spreading to the der_ econony, The full effects are rﬂLy
A ? - ‘, ' Ao WM 1

\,.«'""'~~ f - \“_" _,r"'\“.’”\ g r—n..«-—-—. : ' X = . . - ’ r po l icy é‘; "'i"\, &
has to remain cautious. [The Assessment reviews these issues ang '=::§2
also notes disappointing progress in the Uruguay Round of trade
neqotiations,]

LR I J

Growth abroad had continued to exceed expectations

2 Recent developments in the major foreign economies tend to
confirm the generally more favourable pPicture of the international
economy that emerged last yYear. OQutput rose sharply in the third
quarter following a pause in the second, and later data suggest
continued relatively robust growth. Consumer pPrice inflation in a
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number of countries rose slightly through last vear, but on
average has remained moderate, The inflationary tensions apparent
in the first half of the Year associated with the sharp rigse in
non-oil commodity prices easeqd somewhat in the Second half,
complemented by the fall in the oil price. However, towards the
end of the year some external pressures re-emerged as non-onil
commodity prices rebounded, in part reflecting the continued
strength of demand, and as ©il prices rose, reflecting somewhat
Qreater OPEC cohesgion. Inflation may also have been restrained in
gome countries by the strong growth in productivity over the past
year, although this probably reflects buoyancy in activity,

3 The strength of output is to be welcomed, but only if i{t

remains consistent with the maintenance of low rates of

inflation. The iongevity of the current recovery is not in itself

a reason for expecting its imminent demise, but capacity pressures

are becoming more apparent in the major economies, if to differing

degrees. Judgments as to the preciée extent of gpare capacity,

and more generally the rates of output growth likely to be //”/#m\\\

consistent with the absence of inflationary pPressures, are .

: A L
notoriously difficult to make, particularly in view of‘Egg/effEEE{:;\ftff?f

on capacity of the recessions of the 1970s" ang/ear1§/19805‘, and
the subsequent restruéturing. In nearlx,aif/gountries the trend

. Pk e S 4%
growth °ﬁM9EP§91F%£Se med to fall s%ﬁ%é} bztyeﬁﬁ the 12223 %Rﬁ
19703L_ Few countries have 2B

Fad .

Wy f
«++ but some slowing is now in Prospect .., 2%_ f‘i
Y iiing

vrgi//
4 Despite these uncertainties about underlying trends the ‘
authorities in a number of countries have tightened monetary
poliecy in response to a pPerception that growth gince 1987 had
exceeded that of capacity and that the threat of inflation was
therefore increasing, a slowing of growth in the major foreign
economies this year has been a central feature of a number of
] recent forecasts, which foresaw some policy tightening, including
those by the OECD, the IMF and the Bank (see November 1988
Quarterly Bulletin Pp 482-483); they also agree that a substantial

[ upturn in inflation is unlikely. Thege forecasts, which may be
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[fallible if the 1988 experience is any guide, present in many

‘respects acuite a comfortable picture, and are by no means /
invalidated by the latest indicators, 2
—-_-_——_-—,’ -

5 1If arowth does not weaken, despite the monetary tightening that
hag occurred, inflationary pressures might become gsignificant in

l some countries, not least the North American economies, and
further action would then be necessary to combat and indeed
reverse its upward creep. Policy makers there need to err on the
side of caution untiil there is firm evidence that growth has
slowed to a more sustainable rate, Judging whether or not to
tighten the monetary stance in a pParticular case is inevitably
difficult, as responseg are uncertain in timing and magnitude anda
indicators often conflict. Raising interest rates by too much
rung the risk, for example in Germany and certain other
Continental Furopean economies, of damaging the improved business
confidence which underlies the welcome increases in business

1 investment there; ang elsewhere it might add to fragilities caused
by high levels of domestic and international debt,

++. @8 demand patterns have failed to curb imbalances )pb/ciuwubg

n U y
6 Although the pattérn of domestic demand growth among the major

:agpozifs robably made some contribution to the adjustment o
ziﬁng?Eﬁﬁfg"égg%fiﬁagg last year, its magnitude is likely to have
“been only limited, and weakened towards the end when external
adjustment slowed. Even in Japan, where doméstic demand growth,
eggggrted by pol;gy, was particularly Opportune, the growth in
exports was surprisingly strong and the surplus fell by little in
dollar terms, although by more in terms of GNP, The pattern of
demand growth in Europe was less helpful, fThe rise in domestic
demand in Germany was much the same or less than in its major
European trading partners, and may slow further this year, with
implications for the current balance, on_account of the tax
increases to be implemented by the Ger%;n‘gatggffzies. With the
favourable competitiveness effects of the sharp decline of the
dollar in the two years or so after the start of 1985 now wearing
off, and ysg domestic demand still fairly strong, the us trade
deficit has ceased to improve in recent months, Although in 1988
the growth in domestic demand of competitors probably exceeded

y) Vi

M v§,
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that of uysg domestic demand more strongly than for some years, this

account deficit is to fall to more sustainable levels, not least
because of the large existing gap between imports and: exports,

7 Another risk, to the generally henign foreecasts, is that the
imbalances between the three largest economies, which act as a
constraint on policy makers, might improve even more slowly than
is projected, Sustained strong non-~inflationary demand growth in
competitor countries isg helpful in pProviding opportunities for ys
exporters to expand sales further, Neverthelesg, given existing

together with continued moderation in costs to improve
competitiveness, are therefore_ppaﬁﬁﬁf} the key to more
substantial reductions in the us deficit, The prospect of a
tighter US fiscal stance is important in achieving this aim ang
would provide welcome support to monetary policy,

Trade negotiations

8 Further progress towards orderly adiustment of the still large
G3 imbalances will be necessary to keep at bay the rising

| protectionist pressures which, 2lthough not reflected in general
tariffs, have been a notable feature of the past decade, §E;{gg§
Yhiggwﬁgefpg@?f;saqfkgngQA?Tﬂare meanwhile engaged in
multilateral negotiations to liberalise trade further, strengthen
the rules against Protection and extend them into new areas,
including agriculture ang services. 1t is important to all

environment of the pagst year it bhas, regrettably, proved difficult
for the leading Protagonigts - the United States and the EEC - to

overcome their starting differences, and an impasse was reached

Z OVer aoriculture ar ehe e . 7
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9 Progreas seems to be held Up at the moment because each side
expects the other to lead with concessions. Thisg may be a
misquided approach, not merely tactically. Tt is possible to
point to cases where even unilateral lowering of trade barriers
brings advantages in the face of restrictions elsewhere. For
example, the freedom of access which thig country has for many
years offered to foreign firms to supply banking and other
financial services here has benefited consumers in the UK anad
elsewhere, and aided the development of a thriving UK financial
sector. Other countries with emerging financial skills ang
resources have seen the wisdom of this approach and are following
suit. Although the parallels with other kinds of trade may not be
close, there is perhaps a moral here for trade negotiators in the
USA and the EEC who, under pressure from producers, are reluctant
to be the first to move; and also for the poorer participants in
the process. :

UK interest rates rose to curb domestic demand.,,
10 Our picture of the development of the domestic econbmy
continues to be obscurgd by deficiencies in the official
Statistics which became acute in the estimates for the third
auarter, when the €S0 felt that the fall in Ggpp implied by its
estimates of expenditure was sufficiently implausible to be
excluded from the calculation of the average measure, According
to the more reliable output measure third quarter non-North Sea

GDP was 6 1/4% higher than a year earlier, and)if—tee—seems o M sT
_:EtzzE1?¥:EEE;EEade:figﬁres-a&e—broﬁﬁf?it3221=%, domestic ol CAYy
expenditure wag up [nearly 8%) on the same basis.The strength of TN

demand contributed to the pick up of inflation. Excluding
mortgage costs t?g(%g:yonthﬂbzfzease in the RPI rose from 3.6% in
January 1988 to SO . Manufacturers' output price
increases also drifted up through the vear, but more gently,
barely reaching 5% Pa. This increase nevertheless exceeded that
of either material inputs or unit labour costs which had been
restrained by continuing Productivity growth of about 7% pa.
Abroad, less dramatic productivity gains have been compatible with

falling unit labour costs (in local currencies) in several cages
as earnings have risen even less. Here underlying earnings growth
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of almost 9% in the year to October meant that manufacturers' unit
labour costs rose - albeit modestly, The rise in profit margins
through the year reflects producersg! response to buoyant demand,
In services the role of earnings growth (at around 9%) in driving
up costs and pPrices in the private gsector, has been greater -

though the measurement of Productivity in these sectors is more
difficult.

11 In the fourth quarter of last year it became apparent that
domestic demand had been growing even more rapidly than had been o
recognised when interest rates were raised in the summer., The ZL”J;
opportunity was therefore taken to raise then by 1% when October's ul“
5?535501nting trade fiqures were announced on 25§ November, at
13%}'base rates were then 4 1/2 percentage points higher than at

the beginning of the Year, Sterling was initially marked up and
proved resilient against European currencics despite 1/2%

increases in some continental intefest rates in mid-pecember., 1t
ended 1988 4% higher in effective terms [on the new index] than it
opened. In due course, the rise in interest rates last summer
contributed to the ending of the acceleration of narrow money and

the slowing of 1endinq, particularly for house purchase towards

the end of the year. Broag monev alsgo slowed,@ut/amificant
contribution here came from the (negativel,manéEg;y counterpart to

the qrgwinq balance of pavmeg;s~def?bi§2] T3 mej ?

«as With effects 8preading into the real economy

12 wWith a longer lag the tightening of policy last summer does “T/
also seem to be having an effect which is spreading beyond the £
housing market, Just as house prices flattened out first in the ﬁ¥¢7

South East, retail sales seem also to have slowed there first, ang ///— \>x

smaller than that of the previous three months, which suggests

that it may have stabiliseqd, Only if the improvement through this
Yéar were even more rapid than the deterioration through last

vear, however, would 1989's deficit be lower than 1088 te fro1 a4
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13 fThe main effects of the sharp rise in interest rateg through
the second half of last Year, and the mortgage rate increases
announced in January (and the earlier increases which have still

to be reflecteq fully in borroweﬂf@ Payments) should become b<
apparent within the next 3-6 months, 71t ig impossible to be Sure

at this stage what the full impact_y%ll be, but a marked slowdown g'
in consumers: expenditure is. £h ’/Jlikely. The uncertainties

considerably in recent years, Recent research done in the Bank
Supports this conclusion and, like similar fesearch elsewhere,
points to a heighteneqd response to éhort term interest rates,
[Reference to Technical Paper No 20] Companies are more likely to
be influenced bv longer term borrowing costs which have risen
little, and given their much improved profitability and current
utilisation of Capacity, investment demand should holg up. As
growth slows, profit margins should narrow, however, anag at#!‘f:;;/
consequent restraint on prices should in turn reduce Pressure for

F A
higher pay ang help to contain costs eha.&angu:=term:impt¢uﬂtﬁu&s / o~ L
26 ' ; e o e e N i (8 N

[Conclusion)

AN

14 The medjium term orientation appropriate to fiscal policy puts
the onus of adjustment to unanticipated interinm developments on to

when the Surprise wag the strength of domestic demand financed by
reducedﬂsavinq andg, eéspecially, enlarged borrowinquhich higher N
interest rates should remedy, Moreover, it was areas in which

heavy mortgage borrowing hag fed demand for housing, Pushing up

rates - and so it has proved, Fiscal policy in terms of the scale

of debt Lepayment and of revenue as a proportion of national}
income has, ip the event, Proved to have been tighter than
expected,



b
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15 The situation poses difficult questions for policy, and arqgues

‘ the need for caution on the part of the authorities, until the l‘w6A$H)
real indicators fully reflect the slowdown already suggested by gmhlkﬁiﬁ
the monetary ones. While priority has to be given to securing the

predicted downturn in 1nf1atiqgiwthe_importaqggngwmaintaining

- \.\. 7-
«“’stab}eiﬁzrna‘ncial conditions has also to be borne in mind, By Lﬂ‘? X
]&Eﬁiﬁgwériteria there is no evidence as yet to support the v lenj ‘é

iew i o
that policy has been over-tightened, \\5%»,/%¢gm ?
\_
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HOUSING MARKET
in

I attach a draft article on the housing market for inclusion

the February BEQB. EA, FIM and MG have already commented on an
earlier draft, and the current version is a considerable
improvement. However, we thought that you would want to see the

article before publication given the potential sensitivity.

2 The bulk of the article is concerned with a technical
analysis of the housing market, but there are a couple of tricky
comments on monetary policy which MG have asked to be removed (see
amendments on pages 1 and 18). If the Bank accept our
the to be published.

gives a useful reiteration of the increased

manuscript
suggestions, we are content for article
Indeed, the
interest sensitivity of the personal
strengthened by our comments) which the press office might like to
draw on. We do not think this suitable article for

pre-release and will be putting that view firmly to the bank.

article

sector (especially as

is a

3
would be grateful for any views

The Bank have asked for comments by midday on Tuesday, so we

that you have by first thing

Tuesday morning.

Dond Ocen

D E W OWEN
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Qe Housing Market

Developments in the housing market have important implications for
the economy as a whole and for policy. Apart from the direct
effects such as investment in dwellings (which accounted for more
than 70% of total personal sector savings last Year) there are a
number of ways in which the housing sector interacts ?ith the rest
of the economy. For example, an increase in house pPrices raises
personal sector wealth, thus possibly influencing households'
consumption/savings decisions. Recent changes in the mor tgage
market, following a period of deregulation and intense
competition, have made this wealth more accessible. Also, if
house prices rise faster than earnings then upward pressure on
wage settlements may result, perhaps over and above that which
emerges through the contribution of higher housing costs to the
Retail Price Index. vVariation in the rates of growth of house
prices across different regions may also reduce labour mobility,
thus reducing the efficiency of the national labour market. There
are important and wide-ranging implications for monetary policy of
these developments. First, the spnsitivity‘of persOualAﬁgS§9 .
behaviour to changes in interest rates{éayehave)grown in recent
vears. Second, the use of interest rates to(éa&p]reduce inflation
%¥«siowinq—the—;ate—9£—gsewth~e£_eensume&slvexpendituré]may have
repercussions for the housing market as a whole - as regards the
demand for and supplv of both new dwellings andg improvements to
the existing stock and the operation of the mortgage and credit

markets.

This articlel examines developments in the housing market over
the last two decades, considering the various factors which have
been important in explaining changes in house prices, housing
starts and completions and housing investment. As well as
considering the long-term prospects for the market, a short
discussion of likely short-term developments in the light of
recent interest rate rises is included: this analysis suggests
that the housing market will slow considerably this year. The
implications of such a slowdown for the growth of consumers'
expenditure and for the labour market are also considered.
Finally, the article discusses some of the policy implications of
this analysis.

1k Written by M J Dicks of the Bank's Economics Division.



The Decline of the Rented Sector

Recent developments in the housing market have been dominated by

changes in the owner-occupied sector, given the long standing

reduction in the private rented stock, and in the 1980s in the

public rented stock as well.z/aihe recent decline of fhe private /':L
T

rental market represents little more than a continuation of a
long-run trend.] At the end of the Second World War around half of
the housing stock (more than 6 million dwellings) comprised this
type of accommodation, but by 1960 the sector had declined to

close to 4 million dwellings, accounting for a quarter of the

total stock. Less than half of the increase in the owner-occupied
total that occurred during the 1950s came from new building, the
rest coming from sales of rented housing (on a scale larger than
the public sector sales over the last decade) . Table A shows

that the decline in the private rental market continued, if at a <

L=

slightly slower pace, throughout more recent decades, so that by
igge;IQQEMEhgﬁmﬁwﬁﬁjiion dwellings were of this tenure. (There
has, however, in recent years been an increase in the number of
dwellinas rented from housing associations. The fiqures for
England show a rise from 300,000 to 482,000 in the ten years to
December 1987.) Although much of the decline in the private
rented stock is due no doubt to the restriction of rent increases
and the curtailment in profit opportunities that this entails,3

it is also likely to reflect the growth in public sector housing
provision which occurred on a large scale immediately after the
War and which must have been taken up largely by households who
would previously have expected to rent in the private sector.

Slum clearance was also an important factor, since it removed over

a million dwellings from the private rented sector.

2 This does not mean, however, that attention should be
restricted to examining owner-occupation, particularly since
the Government in its 1987 White Paper Housing: the
Government's proposals) Cm 214 made it clear that it wishes to
encourage new investment in the private sector rental market.

3 For a discussions of the numerous changes which have taken

place in the regulations relating to the letting of private
property in the period see P Minford, M Peel and P Ashton The

housing morass: regulation, immobility and unemployment,

Hobart Paperback 25, 1987.
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Chart 1 shows annual public and private housing completions over
the past four decades. Particularly noteworthy is the sharp
decline in'public sector housebuilding in recent years, which has
been accompanied by a policy of increased sales of council houses
and the charging of rents that are closer to market levels. This,
taken together with last year's extension of the Business

Expansion Scheme (which givesEéoma—ea*—fe;ieé—ée—pfiua:e“” “J<j‘}/
Jandlpséih and a Housing Act which puts into place a new legal R
framework which should permit the private market to operate more

freely (through the use of assured and shorthold tenancies - the

former with rents freely negotiated but security of tenure

protected, the latter with no security beyond the period of the

tenancy but with the right for either party to seek registration

of an appropriate rent), is designed to encourage growth in the

privately rented housing market. The outcome is likely to depend

to a large extent, however, on the expected rate of growth of

house prices; given the tax advantages which favour

owner-occupation and the risks associated with private sector

lettings, future expansion of this section of the housing market

is likely to be on only a small scale unless house prices are

expected to continue rising by landlords and their financial

backers.4 For this reason it seems reasonable to concentrate
attention on the market for owner-occupied dwellings, particularly
since fluctuations in house prices appear to be generally
well-explained by developments in this section of the market.

The Growth of Owner-Occupation

Table A illustrates the growth of owner-occupation that has
occurred in recent decades, and the particularly fast rate of
increase during the 1980s. Even after allowance has been made for
the million or so transfers of ownership as a result of sales of
council houses, it is clear that the trend rate of increase has

4 A much more detailed study of the prospects for this sector of
the housing market is contained in C M E Whitehead and
M P Kleinman, The viability of the privately rented housing
market', to appear in, Housing and the national economy,
edited by J Ermisch, to be publishead by Gower.
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accelerated sharply since the early 1980s. 1In looking for factors
which explain this rise, it might be expected that, as in the
market for most goods, both demand and supply considerations are
important. The housing market needs especially careful
consideration, however, since it has a number of features making
it unique.

First, housing is a basic necessity to most households, so that
changes in the size of the adult population and/or the number of
households are likely to be important determinants of the long-run
total demand for housing (covering all forms of tenure).
Obviously this depends to a large extent on how household is
defined, since under some definitions (including that used in the
United Kingdom) it is possible for more than one household to
share a dwelling. 7It is also, of course, possible (at least in
the short-run) for households to be homeless. Second, one year's
supply of new housing generally represents only a small fraction
of the total housing stock, arising, in part, from the fact that
housing is a durable good. When taken together with the fact that
houses generally take between one and two years to build, this
implies that short-term fluctuations in demand have a relatively
large and immediate effect on house prices, even though the
long-run supply price elasticity may be large and, even in the
short run, demand (and supplv by landlords) may be sensitive to
price expectations, which should reflect the stock-adjustment
process. Much will depend upon how much land is made available
following a rise in the price of housing (and hence on the
flexibility with which land can be used for residential rather
than other purposes), which will in turn depend upon how quickly
applications for planning permission are decided and on the

proportion granted.

Finally, owner-occupiers are both consumers of housing services
and investors in housing as an asset. The virtual absence of a
rental market or of a futures market (either in housing or in
instruments linked directly to (regional) house prices) makes it
difficult to hedge against risk associated with fluctuations in
house prices. (Either, or both, could have a beneficial impact on

the efficiency of the housing market, and hence welfare.)
Nevertheless, developments in the mortgage market are beginning to
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open up more opportunities to home-owners, which should allow
greater diversification and risk-sharing.5 Investors wishing to
reduce their investment in housing can, of course, trade-down'
(by buying a cheaper dwelling), but transaction costs (and
associated costs of moving) are high, so that this is in practice
seldom done on investment grounds alone. Moreover, tﬁe
possibility of raising the value of a house by making improvements
means that it is easier for owners to increase rather than to
decrease their investment in housing.

As owner-occupation has grown and prices have risen, so housing
has taken a greater share of the household sector balance sheet.
At the same time, mortgage debt has risen considerably faster than

incomes.6

This suggests that developments in the mortgage

market are likely to have a large impact on the housing market -
indeed the effect may be growing since house purchases are now
more often associated with the need for households to borrow large
income multiples, especially in the case of first-time buyers'
transactions. Hence, both loan-to-income multiples and
loan-to-value ratios have tended to rise during the 1980s (see
Chart 2). This contrasts with periods in the past when mortgages
were often rationed (with changes in loan-to-income multiples and
loan-to-value ratios then having been two of the means by which
mortgages were rationed) and restricted below levels that would
have been desired in a free market, thus constraining households'

consumption/saving behaviour.

5 For example, past capital gains can be realised by withdrawing
eguity and using this money to invest in assets other than
housing. This might reduce the owner-occupier's vulnerability
to shocks from changes in house prices if he/she can find
assets whose returns are less than perfectly correlated with
house prices although, of course, his/her direct exposure to
house prices has not changed. It is also now possible for
some borrowers to share capital gains (or losses) with
lenders, although such practice is normally restricted to
certain classes of borrower reaquiring a large income multiple
in order to enter the housing market (eg nurses).

6 . For a fuller discussion of recent developments in the balance
sheet, see The financial behaviour of the UK personal sector,
1976-85"' in the March 1987 Bulletin, pages 223-33.
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The Demand for Housing

In the absence of rationing, the total demand for housing will
depend upon both the total number of households requiring
accommodation and the auantity of housing each household
requires. Clearly demographic factors will therefore.be an
important aspect of total housing demand - not only the overall
population but also its age and sex structure. The United
Kingdom's population has risen from close to 50 1/4 million in
1951 to around 56 3/4 million in 1986, an increase of some 13%.
Within this period, however, there was a significant slowing in
the rate of qrowth during the 1970s with a pick-up in more recent
years. One reason for these fluctuations is the changing age
Structure of the population - between 1951 and 1981 the total
population rose by 10%, but the number of persons aged under 18
rose by less than 8% while the number over retirement age rose by
42%. The growth in the number of people aged 60-70 is likely to
lead to an increase in trading-down, resulting in a rise in the
number of large properties supplied to the market and a
simultaneous increase in demand for smaller dwellings.7 Demand
will also be affected, however, by changes in the number of new
voung households that are formed.

The changing age distribution of the population gives rise to
changes in the demand for housing since the process of household
formation and dissolution has a fairly rigid, age-specific
structure. 1In addition, however, economic and social factors play
some part in determining changes in headship' rates (the ratio of
the number of households to the size of the population). The
aggregate headship rate has risen from around 34% in 1971 to
nearly 39% in 1985, implying an increase in the number of
households of more than 3 1/2 million (a little under a fifth)
over the period - an interval during which the population rose by

7 This trading-down may also accentuate regional pressures if
many of those wishing to retire want to move to the same area,
while a rise in the number of last-time sellers (an increasing
proportion of whom are likely to have been owner -occupiers)

will lead to a greater volume of bequests, thus influencing
younger households' consumption/savings decisions.
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only 3/4 million (less than 2%) . The economics of household
formation can be thought of in the context of a process through
which households convert their members' time and goods into
non-marketable output' giving their members' satisfaction.8 At
the same time, however, individuals desire privacy, so that
optimal household size depends upon the costs of incréasing the
household by one member (in terms of lost privacy) being balanced
by the benefits (in terms of extra output'). Cross-section data
provide evidence of strong income effects on household formations,
but research carried out using US data has suggested that it is
also important to take into account the costs of independence
(mainly in terms of housing costs).9 Time-series evidence for

the United Kingdom suggests significant roles for incomes, rents
and mortgage costs as well as social factors (such as changes in
marriage and divorce tates).10 Overall roughly half of the rise
in the number of households which occurred during the 1970s and
the first half of the 1980s appears to have resulted from
demographic factors (changes in the population size and its age
distribution) and the remainder from economic and social factors.
Although population growth is expected to slow significantly
during the late 1990s, the slowdown in the rate of household
formation is likely to be much less marked (provided incomes,
rents and housing costs rise at rates similar to those experienced
over the last two decades) - implying that the long-run demand for
housing is likely to remain strong. In the short run, however,
fluctuations in economic conditions will play an important part in
influencing the demand for housing.

8 For details of such an approach see, for example, J Ermisch,
An economic theory of household formation', Scottish Journal
of Political Economy, Vol 28, No 1, February 1981.

9 See, for example, A Borsch-Supan, Household formation,
housing prices, and public policy impacts', Journal of Public
Economics, vol 30, No 2, July 1986.

10 Detailed results are presented in M J Dicks, The demographics
of housing demand:; household formations and the growth of

owner-occupation', Bank of England Discussion Paper No 32. Of
course, changes in marriage and divorce rates which affect the
demand for housing may not be independent of changes in its

supply.
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Since over a short period the number of completions of new
dwellings will only be a very small fraction of the total housing
stock, changes in the overall demand for housing will play a large
part in determining the average price of existing dwellings.
Supply conditions will also be important, however, since they will
affect price expectations. Overall, demand is likely.to depend
particularly upon real income per household (and perhaps also
changes in its distribution) and housing costs.11 The latter
comprise debt-service costs (or the opportunity cost of funds
invested if no mortgage funds are borrowed) plus costs of
depreciation and maintenance, plus housing taxes (rates) but minus
expected capital gains - all measured for the average' dwelling
and in real terms. Most studies assume adaptive expectations in
proxying expected capital gains, with more sophisticated

approaches yet to yield significantly better results.12

Developments in the Mortgage Market

In addition to taking into account those factors which affect the
demand for housing (and hence the demand for mortgage finance), it
is also necessary to consider changes in the supply of these funds
if house prices are to be well explained. Prior to the 1980s,
mortgage borrowing was periodically restricted through the
building societies' use of informal rationing schemes. (It was
also restricted at times by official ceilings and/or lending
guidance.) In part this strategy was designed to help protect
existing borrowers from rises in the mortgage rate, although it

11 Some models also permit a role for net household formation.
See, for example, R Buckley and J Ermisch, Government policy
and house prices in the UK: an econometric analysis', Oxford
Bulletin of Economics and Statistics, Vol 44, No 4,

November 1982.

12 See, for example, D F Hendry, Econometric modelling of house
prices in the United Kingdom', in Econometrics and
gquantitative economics, edited by D F Hendry and K F Wallis.
Note that a correctly specified model needs to include
expected supply and demand factors if it is to derive
consistent price expectations. Moreover, a model which
assumes adaptive expectations is likely to find it difficult

to distinguish between the effects of changes in price
expectations and lags due to transaction costs.
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also helped stabilise the flow of lending. Nevertheless, it
sometimes resulted in long mortgage queues and considerable
variation in the loan-to-income multiple and loan-to-value ratio,
These fluctuations in mortgage supply undoubtedly contributed to
the variability in effective housing demand and so played a large
part in explaining the two house price booms' which occurred in
1972-73 and 1978-80 and the subseaguent slumps' during which falls
in real house prices occurred.

More recently, there has been a period of rapid structural change
and innovation in the mortgage market, resulting largely from a
number of measures aimed at liberalising financial markets and
encouraging greater competition. The abolition of the corset' in
1980 and the banks' re-entry into the mortgage market during 1982
led to the break-up of the building societies' interest rate
cartel. Since then, building societies have generally attempted
to meet the demand for mortgage funds, taking as given the
structure of interest rates. 1In particular, the fact that
building societies have been able to use wholesale funding has
allowed a move from asset management to liability management to
take place. Increased lending has resulted in reduced mortgage
aqueues and higher loan-to-income multiples and loan-to-value
ratios. 1Indeed most measures of rationing suggest that the market
is now free of arbitrary constraints.13 To some extent,

however, this depends on how rationing is defined. Clearly it is
still the case that lenders offer maximum loan-to-income multiples
rather than charge different interest rates according to the
perceived risk of the borrower and/or amount lent. (Indeed, if
anything lower rates are available for larger loans, presumably
reflecting lower administrative costs per pound.) Moreover,
although some insurance contracts associated with default risk are
now available (for example, against unemployment) and much

13 See G J Anderson and D F Hendry, An econometric model of UK
building societies', Oxford Bulletin of Economics and
Statistics, Vol 46, No 3, August 1984, G P Meen, An
econometric analysis of mortgage rationing', Government
Economic Service Working Paper No 79, J B Wilcox, A model of
the building society sector', Bank of England Discussion Paper

No 23 and S G F Hall and R A Urwin, A disequilibrium model of
mortgage lending', Bank of England mimeo.
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mortgage lending is underwritten, the market is still fairly
unsophisticated compared with that which has developed in the
United States, so that households' choice remains restricted to
some degree.

Despite these caveats it is clear that the gap between notional
and effective demand has narrowed. The fact that owner-occupiers
tend to move only infrequently (once every four to seven years on
average) - because of higher transaction costs - implies that the
time taken for full adjustment (to desired levels of capital
gearing) might be expected to be long, and it may be that
adjustment to changes which occurred in 1982 is perhaps only now
nearing completion. The fact that mortgages are set in nominal
terms, however, means that a second form of rationing occurs
whenever there is inflation, in that households find the real
value of mortgage debt is eroded while real earnings growth is
likely to be less adversely affected, if at all, since nominal
earnings generally rise at least as fast as prices.14 If the
inflation rate varies, and lenders are concerned with
loan-to-income ratios of outstanding mortgages, then neither
income gearing nor initial loan-to-income ratios are necessarily
very good proxies for rationing. However, the severity of this
second form of rationing is likely to have been fairly limited in
recent years given the low inflation'rate and rising income
multiples. Moreover, the sharp rise in net cash extraction15
suggests that households are increasingly easily able to raise
capital gearing to desired levels (without necessarily needing to
move) . The removal of mortgage lending gquidance in January 1987
will have facilitated this reduction in liquidity constraints,
which in the past impinged heavily on households.

14 Obviously the ability to service debt depends also upon the
interest rate charged, and hence on the monetary authorities'
reaction to higher inflation.

15 Defined as the difference between the net increase in the
stock of loans for house purchase and the private sector's net

expenditure on additions to the stock of owner-occupied
houses, including improvements. For a fuller discussion see,
The housing finance market: recent growth in perspective' in

the March 1985 Bulletin, pages 80-91.
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All of these arguments suggest that a model of house prices
conditional on mortgage lending among other factors might have
performed less well in predicting prices in recent years since,
while in the past, changes in mortgage supply would have
corresponded almost one-for-one with changes in housing demand
(and hence have caused' house price changeslﬁ), more fecently
some of the change in supply represents increased demand for
financial assets or perhaps for goods and services. Thus,
although it is still true that mortgage lending facilitates'
house-buying for the majority of buyers, the correlation between
changes in housing demand and mortgage supply may well be weaker

than in the past.17

Explaining Changes in House Prices18

Chart 3 shows prices of existing houses (the Department of the
Environment mixed-adijusted index based on completed transactions
from 1968 onwards - before then the series is not mix-adjusted)
for the period 1956 to 1988, and compares the annual rate of
growth of this index with that of consumer prices (ie the
consumers' expenditure deflator). This serves to illustrate the
long-run upward trend in real house prices, although once
adiustment is made for quality improvements the rise is somewhat
less than has occurred in real incomes. It is clear that there
have been marked fluctuations around this trend, as is evidenced
by the two house price booms' of 1972-73 and 1978-80 and recent

11

16 Note that, even in this situation, we cannot know for certain
the direction of causation - it is possible that the demand
for housing bids up the demand for mortgages (and not vice
versa).

17 A model in which the effect of changes in rationing of
mortgage funds on households' demand for housing and
consumers' expenditure is presented in J Ermisch's paper
Housing trends and issues arising from them': see footnote 0
on page 00.

18 The econometric results contained in this section are based on

research presented in more detail in the appendix and in even
more detail in M J Dicks, A simple model of the housing
market, Bank of England mimeo, 1988.
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strong growth. Each of the two previous booms' was followed by a

lull - during which nominal house Prices remained steady - while
 consumer pfices accelerated.19 The declines in real house

prices which resulted were substantial - of the order of a aquarter

in 1974-75 and an eighth in 1981-82 - returning the house

price/earnings ratio on each occasion to close to 3 (see

Chart 4). Obviously there is some interest in whether or not

future developments will involve a similar fall.

Econometric research (such as the model presented in the appendix)
supports the view that real incomes, real mortgage lending,
consumer prices and changes in household income gearing (the ratio
of interest pavments to disposable income) contribute most to
explaining short-run changes in the prices of existing dwellings
(with demographics plaving a role too, in the longer run). 1In
addition, a small role is found for mortgage rationing, although
this effect is sensitive to the proxy used to gauge the severity
of rationing. It is also worth mentioning the need to include a
cube term in real income if the two house price booms' are to be
explained satisfactorily. Such a term may be indicative of
speculative activity in the housing market (for a catastrophe
theory' justification see the article cited in footnote 0 on

page 00). Table B gives details of the short-run (impact) effects
of the explanatory variables used, while Chart 5 illustrates how
well the model explains the past and predicts over the period 1985
to 1988 (given, of course, the actual values of the explanatory
variables) .

The stability of the model's parameters, despite the changes which
have occurred in the mortgage market, is likely to be due to the
fact that both a proxy for mortgage rationing and total mortgage
lending have been included as explanatory variables. This

19 Some commentators have suggested that house prices were likely
to have been a causal factor behind the rise in consumer
prices. The evidence for this view, however, is debateable -
it has been argued, for example, that most of the rise in
consumer prices can be attributed to the oil price shocks.

See P A Rowlatt, Analysis of the inflation process',
Government Economic Service Working Paper No 99,
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stability also offers some hope that the model can be usefully
employed to predict future developments. Such a forecast depends
crucially, however, on what happens to the economy as a whole. As
an example, were real earnings growth to slow slightly, interest
rates remain at current levels and the stock of outstanding
mortgage lending to grow at similar rates as occurred-in the first
half of the 1980s then the model suggests a substantial fall in
real house prices could occur. Several important qualifications
need to be borne in mind, however. First, house prices seldom
fall in nominal terms - the last occasion on record during which a
significant fall occurred was during the early 1950s. One reason
for this is that, when downward pressure on prices emerges,
potential sellers of property choose not to lower prices but
rather to stay in the market longer before selling/withdrawing.
Hence it is mainly turnover in the housing market which is /
depressed, with average house prices little affected. The housing
market comprises two sectors which are broadly equal in terms of
number of transactions - first-time buyers and existing owners

trading-up or down.20

A substantial part of the first group is
likely to be able to postpone entering the market if house prices
are thought to be moving in their favour (ie stable in nominal
terms), while onlvy a small fraction of existing owner-occupiers
will need' to move (say for +iob-related reasons). This suggests
that a substantial reduction in turnover might be possible if

downward pressure on nominal house prices were to emerge.

The second caveat that needs considering is the possibility of a
response from some lenders to the threat of higher interest rates
in order to protect borrowers. Given the increased competition in
the mortgage market in recent years, it is likely that some
lenders would offer at least some categories of borrower (such as

20 This is compatible with owner-occupiers moving every four to
seven years, provided the total number of advances is rising.
For example, on the assumption that first-time buyers currently
comprise 50% of the market and that there is a 7 year lag
between moving, the total number of advances would have to rise
at an annual rate of close to 10% p.a. - close to the actual
rise which occurred between 1981 and 1987. Of course, this

implies that the market is not at a full steady-state in
turnover.
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first-time buyers) additional incentives to enter the market were
the volume of mortgage lending to diminish. This could, for
example, ﬁake the form of greater risk-sharing (say through the
allocation of more funds to fixed-interest loans) or through more
competitive charging (ie reduced mortgage rates for some
borrowers) . '

The Supply of New Housing

Were new and existing houses perfect substitutes and suppliers of
new housing competing in a free market (ie one in which they had
not even local monopoly power), it might be expected that there
would be little if any difference between their prices. Although
it is certainly the case that movements in the two house price
series are strongly correlated, so that generally this holds true,
there have been periods during which gaps have opened up (see
Chart 6). These have arisen because the price of new dwellings
reflects not only demand factors but also influences from the
supply side of the industry - primarily building costs (ie landg,
labour and raw material prices), which will affect starts:; and
also costs associated with stock-holding (which are likely to be
high given the large stock of uncompleted dwellings and which will
affect the rate of completions). This suggests that builders'
supply of new dwellings 1s a tunction ot the uncompleted stock,
new house prices and costs of carrying stock (depending positively
on the first two and negatively on the third), while the demand
for new dwellings is likely to depend upon their price relative to
that for existing dwellings (negatively) plus all those factors
which influence demand generally (incomes, interest rates etc).
Builders also need, however, to consider adjusting their
uncompleted stock. This is likely to depend (positively) on the
profitability of new building, as well as on their expectations of
future demand. Given the identity linking changes in this stock
with housing starts and completions (the difference between the
two corresponding to the change in the stock), it is possible to
envisage builders varying the mean lag between starts and
completions as costs and new house prices change. Using such a
model (described in more detail in the appendix) it is possible to

explain fluctuations in new house prices, housing starts and
completions (and hence changes in the uncompleted stock) fairly

accurately, as illustrated in Charts 7 and 8.



& 15

The main driving force behind changes in the price of new
dwellings turns out to be changes in the price of existing houses
(see Table C). Nevertheless, temporary deviations between the
rates of growth of the two do occur. Hence, during the late 1970s
slower real income growth, higher after-tax interest rates and
reductions in the stock of completed dwellings all contributed to
the gap which opened up (with new house pPrices growing slightly
less quickly than those of secondhand houses). Comparing the
1980s with earlier periods, it is clear that a higher rate of
growth of real construction costs (proxied using an index of
building materials costs) has tended to increase new house prices,
but this has been offset to some extent by the effects of rising
interest rates. 1In recent years strong real income growth has
also increased the upward pressure on prices.

Nevertheless, as is clear from Chart 6, whatever happens to the
price of second-hand houses over the next year or so, much the
same outlook has to be expected for new house prices. For
example, were prices to slow then this would reduce the
profitability of building new houses - which would reduce the rate
of completions significantly, were it not for the fact that
interest rate effects in the uncompleted stock equation are so
strong. Substantially higher costs of stockholding would give
builders a strong incentive to cut back on starts, but keep
completions running close to current levels in order to reduce the
uncompleted stock as auickly as possible in the short run. Such
an outlook is broadly in line with recent forecasts from the

industry.21

It is also supported by historical evidence. 1If
comparison is made between the upswings of demand from the early
1960s to the mid-1980s, the builders' response can be seen to be
subject to increasingly long lags, presumably to see how strongly
based the up-turn is. Experience in 1973 and 1974 may well have
been influential here. 1In a long delayed response to the boom
large numbers of houses were started; but the market turned,

sales slumped, builders were left with large amounts of unsaleable

21 See 'Construction Forecasts 1988-89-90', National Economic
Development Office, December 1988.
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dwellings financed at interest rates that had risen sharply, and
many went bankrupt. Recollections of that experience may explain
why the boom of 1977 to 1979 went nearly all into prices and very
little into output; and why in the boom of the 1980s private
sector completions did not rise decisively beyond the levels of
the mid-1970s until 1986.

The implied long-run elasticity of housing starts to house prices,
of close to one-half, is considerably smaller that comparable
estimates for the United States?? (which have been as high as

3). This serves to highlight the restrictions on the supply of
residential land which exist in this country, particularly in the
South East, which have resulted in land prices rising even faster
than house prices in boom' periods (as well, of course, as the
responsiveness (or otherwise) of builders, many of whom hold
stocks of land). Any feedback effects from higher land prices to
house prices appears to be very weak (although clearly the
profitability of housebuilding must ultimately be affected), as
would be expected given the sharply upward-sloping supply curve
for new housing. A problem arises for policy-makers who need to
decide how much land should be used for residential purposes
because of the insider-outsider® problem - those who already own
houses (the insiders') benefit from rising house prices if supply
is restricted and so have a strong incentive to prevent demand
from outsiders' being met by additional supply. Moreover, even
if there is general agreement that more houses need to be built,
no-one wants them in their own back-yard’'.

Interaction Between the Housing Market and the Rest of the Economy

Consumers' Expenditure

Although the tax advantages which favour owner-occupation over
other forms of housing are not new, the liberalisation of the
credit markets that has occurred during the 1980s has enabled
households to build up both sides of their balance sheet - using
mortgage debt to finance investment in housing. The limited

22 See, for example, R Topel and S Rosen, Housing investment in
the United States', Journal of Political Economy, Vol 96,

N A Anrnred+s 10Q0Q0
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supply response, due in part to the restrictions on land available
for residential use (which are most severe just where demand for
housing has risen aquickest), has meant that house prices have
risen considerably faster than consumer prices throughout the past
five years. The resulting real capital gains have obviously
raised households' wealth but it is unclear how big aﬁ effect this
has had on consumers' expenditure. - In the case of spending on
durables it is possible to identify a significant effect from the
flow of mortgage lending,23 which is partly the result of
complementarity between house-buying and the purchase of such
durable goods as furniture and floor-coverings and partly due to
net cash or eaquity withdrawal. Net cash withdrawal (as defined in
footnote 0 on page 00) is largely accounted for by sales by
last-time sellers. The resulting beauests are likely to be held
mainly in the form of financial assets rather than being spent
(although the econometric evidence here is fairly weak24). That
element of net cash withdrawal which is likely to represent
"leakage" from the housing market (ie eaquity withdrawalzs) is
likely to be only a small element of net cash withdrawal.
Estimates of equity withdrawal are only available, however, for
the period 1977-1984 - an insufficiently long period on which to
base econometric evidence. 1In any case, it is likely that some of
these funds have been used to make improvements to the housing
stock and that official statistics may, therefore, underrecord the

true amount of housing investment that has taken place.26

23 Instrumented or lagged in regression work.

24 For a longer discussion of these issues see M J Dicks, The
interest elasticity of consumers' expenditure', Bank of
England Technical Paper No 20.

25 For a full definition see A E Holmans, Flow of funds
associated with house purchase for owner-occupation in the
United Kingdom 1977-1984, and equity withdrawal from house
purchase finance', Government Economic Service Working Paper
No 92.

26 See P Spencer, UK house prices - not an inflation signal’',
Credit Suisse First Boston, 1987.
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As regards consumers' expenditure on non-durable goods and
services, the evidence for an effect from the housing market is

much weaker,27

although it is true that most econometric models
fail to predict the strength of spending in recent years. Of
course, it is not necessary for households to borrow against
increases in real housing wealth in order for their
consumption/saving decisions to be affected - some households may
simply choose to spend a greater fraction of current income
because they feel wealthier. Obviously, the larger are these
confidence' effects, the greater the impact of a change in house
prices on consumers' expenditure. Against this, however, it has
to be noted that it is possible to overstate the likely confidence
effects because of problems with reconciling measures of savings
derived from different sources of statistics.

There are, however, other reasons for believing that the links
between the housing market and consumption have grown more
important in recent years. The spread of owner-occupation made
possible by the growth in mortgage lending (associated with the
liberalisation of the financial markets and the sales of council
housing) has reduced the proportion of households that are
liguidity constrained. This means that more households are now
influenced by changes in interest rates in their
consumption/saving decisions, implying a qrowing (ie more
negative) interest elasticity of consumers' expenditure over
time.éﬁ%ﬁggg&g&zic evidence for these effects28 (on both durable ;71
[

and non-durables§§bendiggl\suggests that, ignoring changes in ﬁ,
confidence, interest rates ﬁéy dz‘be high enough to ensure a X K

\\.
slowdown in consumers' expenditure during 1989,

The Labour Market

Much research has been devoted in recent years to improving
understanding of the links between the housing and labour

27 For a discussion of some attempts to do so see the article by
M J Dicks cited in footnote 0 on page 00.

28 Again see the article cited in footnote 0 on page 00.
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markets. One of the least controversial results to come out of
this work is that the existing council house system reduces the
movement of manual workers between regions.29 This is partly
because the local authorities' policy of keeping rents below
market levels results in excess demand for this form of
accommodation (and hence queues). Were households free to move
between regions then this would not be a problem. However,
existing housing mobility schemes operate on such a small scale
that council tenants have little option but to restrict job search
to their local area, so as to not risk losing the advantage of
subsidised rents. Obviously, the government's policy of
increasing rents and selling council property will raise mobility
to some extent, but it has also been suagested that the proportion
of the public housing stock which local authorities should make

available to inward migrants should be raised.30

More controversial than these findings is the suggestion that the
efficiency of the labour market has been reduced in recent years
by the large gap that has opened up between house prices in
southern and northern regions.31 This argument relies upon the
deterrent effect of high house prices in the booming' region (ie
the South') on potential migrants to the region, so that even if
a new equilibrium is reached in the long run the costs associated
with the over-shooting' of house prices are high.32

Time-series evidence is, however, somewhat at odds with that from
cross-sectional studies. These suggest that house prices have no

effect on migration, over and above their effects on real

29 ©See, for example, G A Hughes and B McCormick, Do council
housing policies reduce migration between regions?', The
Economic Journal, Vol 91, December 1981.

30 See footnote 0 on page 00. For econometric evidence of these
effects see P Minford, P Ashton and M Peel, The effects of
bhousing distortions on unemployment', Centre for Economic
Policy Research Discussion Paper No 191.

31 See, for example, O Bover, J Muellbauer and A Murphy,
Housing, wages and UK labour markets', Centre for Economic
Policy Research Discussion Paper No 268.

32 An illustration of a model with these features is contained in
the paper cited in footnote 0, page 00.
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wages.33 If high regional house price differentials do restrict
migration then clearly government attempts to encourage the
expansion of the private sector rental market could help improve
the functioning of the labour market. Regional house price
differentials seem likely to narrow as the rate of growth of
prices in London and the South East looks set to fall much faster
than elsewhere.

Conclusions

This article has examined developments in the housing market over
the past two decades, suggesting that short-run fluctuations in
the demand for housing are largely responsible for changes in
house prices. Growth in the number of households and in real
incomes explains much of the long-run trend in house prices, with
starts responding only very slowly to changes in the profitability
of house-building, largelv because of restrictions on the supply
of land available for residential use and the limited response of
builders (many of whom hold stocks of land). During the 1960s
and 1970s mortgage rationing by the building societies meant that
the supply of mortgage funds available for house purchase was an
important determinant of house prices combining with strong real
income growth. One implication of higher capital gearing is an
increase in the proportion of households for whom interest rate
changes are important although, since rents too would respond to
real interest rates in due course, the spread of owner-occupation
is unlikely to have made much difference (if any) to the long-run
effects of real interest rates on household behaviour. (There may
be short-run effects, however, if the effects on owner-occupiers
are quicker than on renters.) The high sensitivity of the housing
market to interest rates is such that, once the recent mortgage

rate rises feed through to households' debt-service costs,34 a

33 Anyway the real problem may be not the regional variation in
house prices as such, but the lack of such variation in wages
(see, Regional labour markets in Great Britain' in the August
1988 Bulletin, pages 367 - 75).

34 This might have been expected to have occurred when the

interest rate rises were announced. However, many households
will not have faced increases in their mortgage payments until
the spring of this year; some no doubt will not have
anticipated the effects fully until faced with the new
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reduction in activity in both the housing and the mortgage markets
(including housebuilding) is likely. As well as reducing %ﬁg
turnover, the slowdown could be sufficient to reduce house price ”/”Z/7“:
certainl%?in real terms. Although housing starts might then falf%/ ne
completions would probably still be held close to current rates

since builders would seek to reduce their stocks of uncompleted

dwellings.

The growing sensitivity of hohseholds' decision-making to interest
rate changes suggests that the rate of growth of consumers'
expenditure is also likely to slow significantly this year,
Gaugiggyghe precise impact is difficu{}, however, since although

it has been suggested that the recent buoyancy of spending is
related to housing activity, there are good reasons for doubting
that there are strong links between consumers' expenditure on
non-durable goods and services and the housing market.

Finally, a slowdown in the housing market is likely to help
improve labour mobility since it can be expected to help narrow
regional house price differentials. It has been suggested that
faster growing house prices in the South relative to the North is
one of the factors explaining the rigidity of nominal earnings
growth - although here too the evidence is less than clear. One
rather more commonly held view which points to improved labour
mobility, however, is that policy to encourage a resurgence of the
private sector rental market, combined with sales of council
housing and the raising of public sector rents, should improve the
functioning of the housing market. These effects may well be
fairly limited , however, particularly as the viability of a
private rental market may well depend to a large extent on

expectations of capital gains.
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Appendix

A simple model of the housing market

Four equations and one identity are used to explain the price of
existing dwellings (PH), the price of new houses (PN) , hoﬁsing
starts (HS), housing completions (HC) and the uncompleted stock of
dwellings (U). The latter evolves according to the simple

identity;

Au = 8S - HC

(1)
\®) i

Next, models for )& and HC are given (so that HS has to be derived
using (1)). Changes in the uncompleted stock are determined by
the price of new houses relative to that for existing dwellings
(pn-ph) , after-tax interest rates (r(l-T)), real income per
household (y-ho) and mean daily air temperature (WT). The precise

specification is;

Au, = Ve X 7“(0 i i!1 A2Ut-1 - ¢2“"Y) t-4
e Pl3 W e ¢, WE
7 ‘{5 (pn-phy, 3 - ‘fs (E(d=1)),

+-¢7 B(y—ho)t + dummies (2)

where lowercase variables denote that logs have been taken and

3
S d
BEL e S

Housing completions are modelled conditional on the existing

uncompleted stock (ie Kt = HCt/U is the dependent

variable in the completions eaua:iin). This ratio is posited as
depending upon real income per household, the relative price of
new houses relative to that for existing dwellings, the real price
of new dwellings (pn-p), the ratio of the number of owner-occupied
houses to the uncompleted stock (H/U), changes in the number of
households (ho), the number of households per dwelling (ho-h), the



. 23

differential between earnings of manual and non-manual workers
(DEARN), the unemployment rate (UR), real construction costs
(cc-p) and real land prices (lp-p). The detailed specification is;

Kt = SLO +{1AKt—l 53 \bz Kt—2
+][i3 A(Y4h°)t 2 ‘,()4‘Y'h°)t—l
_\{15 (pn'ph)t_A] -\{)6 B(pn-P)t_l.
tg, (H/U) )+ {8 B Aoy,

+tP9 (ho-h) ., +,, B(DEARN)
0 B {)lz(cc-p)t—l
- P13 (‘lp—p)t_1 + dumm1e§ (3)

where K, = (HC /U, ).

The price of existing dwellings is determined largely by changes
in income per household, retail prices (p), the real mortgage
stock (m-p), capital gearing per household (m-ph-h-ho) , household
income gearing (GIGH) and mortgage rationing (MR). In order to
track the two house price booms a cube term is necessary in lagged
income (although throughout much of the remainder of the sample
this term's contribution is close to zero). The precise

specification is;

o+ fé3 (A(Y—ho)t_l)3 + ($4Apt +/§5 (m-p)t
+{{'6 (m-ph-h-ho) N +é7 (v-ho) el

‘+[§8 GIGH, +/£9A2MRt + dummies (4)

n
where A_(x) = 2 iz (n-i) x °
n n (n+1) i=0 t-1,

Finally, the price of new dwellings is determined given the price
of existing houses. Deviations between the two occur as a result
of movements in the uncompleted stock, income per household, real

construction costs, after-tax interest rates and the number of

completed but unsold dwellings (ud). The precise specification is;
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D

pn, =X +°<l[3pht -, (pn-pb) A

Faa (A(y-lrm))t +o<5 (ce-p)
‘°<6' (R(l‘T))t_l -o(-, (u-y-ho)t_4
-0(8 B(ud) ¢ + dummy (5)

More details of the theorvy behind the model, (and the econnometric
results obtained in trying to estimate it) are contained in the
article cited in footnote 0, page 00. Table D gives the parameter
estimates obtained, together with the relevant standard errors and
summary statistics of the model's performance.
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FEBRUARY ASSESSMENT
[Introduction]

1 In general, the international economy continues to perform more
strongly than expected, as it has since the end of 1987, but
worries about inflationary pressures have led to policy tightening
in several countries and this, along with other factors, points to
a slowdown in growth this year. However recent forecasts have
proved fallible and if growth does not recede, inflation could
pick up. Partly because of these inflationary concerns, expansion
outside the United States is not seen as a source of relief to the
US balance of payments, and further progress in reducing the major
international payments balances will depend on prudent US
policies. At home it is now apparent,sgsagagg defects in the
statistics, that demand was stronger lastljautumn than was thought
at the time. This contributed to the pick-up in inflation seen
last year, despite excellent productivity performance. This
Assessment reviews these issues as they contributed to the
decision to raise interest rates further in November. The
tightening of policy last summer led, after a lag, to a slowdown
in money and credit, and there are now welcome signs that the
effects are spreading to the wider economy. The full effects both
of the earlier and the more recent tightening are bound to take

time to come through; meanwhile policy has to remain cautious.
Growth abroad had continued to exceed expectations

2 Recent developments in the major foreign economies tend to
confirm the generally more favourable picture of the international
economy that emerged last year. Output rose sharply in the third
quarter following a pause in the second, and later data suggest
continued relatively robust growth. Consumer price inflation rose
slightly in a number of countries through last year, but on
average has remained moderate. The inflationary tensions apparent
in the first half of the year associated with the sharp rise in
non-o0il commodity prices eased somewhat in the second half, and
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falling o0il prices reinforced this tendency. However, towards the
end of the year some external pressures re-emerged as non-oil
commodity prices rebounded, in part reflecting the continued
strength of demand, and as o0il prices rose, reflecting somewhat
greater OPEC cohesion. Inflation may also have been restrained in
some counlries by the strong growth in productivity over the past
year, probably reflecting buoyancy in activity.

3 The strength of output is to be welcomed, but only if it
remains consistent with the maintenance of low rates of

inflation. The duration of the current period of growth is not in
itself a reason for expecting its imminent demise, but capacity
pressures are becoming more apparent in the major economies, if to
differing degrees. Judgments as to the precise extent of spare
capacity, and more generally the rates of output growth likely to
be consistent with the absence of inflationary pressures, are
notoriously difficult to make, particularly in view of the effect
on capacity of the recessions of the 1970s and early 1980s, and
the subsequent restructuring. In nearly all countries the trend
growth of capacity output seemed to fall sharply between the 1960s
and 1970s. Few countries have seen a subsequent recovery in
performance as good as that in the United Kingdom.

but some slowing is now in prospect ...

4 Despite these uncertainties about underlying trends, the
authorities in a number of countries have tightened monetary
policy in response to a perception that output growth since 1987
had exceeded that of capacity and that the threat of inflation was
therefore increasing. A slowing of growth in the major overseas
economies this year has been a central feature of a number of
recent forecasts, including those by the OECD, the IMF and the
Bank (see the November 1988 Bulletin pages 482-3) all of which
allow for some policy tightening; they also agree that a
substantial upturn in inflation is unlikely. These forecasts,
which were exceeded in 1988, present in many respects quite a

comfortable picture.
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5 If despite the monetary tightening that has occurred, growth
does not weaken, inflationary pressures might become significant
in some countries, not least the North American economies, and
further action would then be necessary to combat and indeed
reverse its upward creep. Policymakers there need to err on the
side of caution until there is firm evidence that growth has
slowed to a more sustainable rate. Judging whether or not to
tighten the monetary stance in a particular case is inevitably
difficult, as responses are uncertain in timing and magnitude and
indicators often conflict. Raising interest rates by too much
would add to fragilities caused by high levels of domestic and
international debt.

.. as demand patterns have failed to curb imbalances

6 Although the pattern of domestic demand growth among the major
economies probably made some contribution to the adjustment of
payments imbalances between the United States, Germany and Japan
last year, its magnitude is likely to have been only limited, and
weakened towards the end of the year as external adjustment
slowed. Even in Japan, where the strength of domestic demand
expansion was particularly opportune, exports are surprisingly
strong and the surplus fell by little in dollar terms, although by
more as a proportion of GNP. The pattern of demand growth in
Europe was less helpful. The rise in domestic demand in Germany
was much the same or less than in its major European trading
partners, and may slow further this year (on account of the tax
increases to be implemented by the German authorities), with
implications for the current balance. With the favourable
competitiveness effects of the sharp decline of the dollar in the
two years or so after the start of 1985 now wearing off, and US
domestic demand still fairly strong, the US trade deficit has
ceased to improve in recent months. Although in 1988 the growth
in domestic demand of its competitors probably exceeded that of US
domestic demand more strongly than for some years, this gap was
not large and needs to widen further if the US current account
deficit is to fall to more sustainable levels, not least because
of the large existing gap between imports and exports.
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7 Sustained strong non-inflationary demand growth in competitor
countries is helpful in providing opportunities for US exporters
to expand sales further. Nevertheless, given existing trade
patterns, most of any additional stimulus to domestic demand in
these countries taken together would increase pressure on their
own production with only a small proportion supplied from the
United States. Thus expansion on the scale needed to offer
significant relief to the United States would involve unacceptable
inflation risks. In fact forecasts suggest that growth in US
exports markets is more likely to slow. Higher US saving and
slower growth in US domestic demand, together with continued
moderation in costs to improve competitiveness, are therefore the
key to more substantial reductions in the US deficit. The
prospect of a tighter US fiscal stance is important in achieving
this aim and would provide welcome support to monetary policy.

Trade negotiations

8 Further progress towards orderly adjustment of the still large
imbalances between the largest economies will be necessary to keep
at bay the rising protectionist pressures which, although not
reflected in general tariffs, have been a notable feature of the
past decade. Nations which are members of the GATT are meanwhile
engaged in multilateral negotiations to liberalise trade further,
strengthen the rules against protection and extend them into new
areas, including agriculture and services. It is important to all
countries with an interest in free trade that these negotiations
make steady progress towards the goals set in Uruguay in 1986.
Even in the relatively favourable international economic
environment of the past year it has, regrettably, proved difficult
for the leading protagonists - the United States and the EC - to
overcome their starting differences, and an impasse was reached
over agriculture at the Montreal meeting in December.

9 Progress seems to be held up at the moment because each side
expects the other to lead with concessions. This may be a
misguided approach, not merely tactically. It is possible to
point to cases where even unilateral lowering of trade barriers
brings advantages in the face of restrictions elsewhere. For

example, the freedom of access which this country has for many
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years offered to foreign firms to supply banking and other
financial services here has benefited consumers in the United
Kingdom and elsewhere, and aided the development of a thriving UK
financial sector. Other countries with emerging financial skills
and resources have seen the wisdom of this approach and are
following suit. Although the parallels with other kinds of trade
may not be close, there is perhaps a moral here for trade
negotiators in the United States and the EC who, under pressure
from producers, are reluctant to be the first to move; and also
for the poorer participants in the process.

UK interest rates rose to curb domestic demand...

10 The deficiencies in the United Kingdom official statistics
intensified in the third quarter. While the sum of the recorded
components of domestic demand implied growth of rather over 3% on
a year earlier, the CSO felt that the implied fall in GDP was
sufficiently implausible to be excluded from the calculation of
the average measure. According to the more reliable output
measure, third quarter non-North Sea GDP was 6 1/4% higher than a
year earlier, and if to go to the other extreme, the whole of the
residual error in the accounts were attributed to domestic demand,
that would be up by more than 8% in the same period.

11 The stren-
inflation: " Exd

th of demand contributed to the pick-up of
luding mortgage costs the 12-month increase in the
6% in January 1988 to 5.1% in Oekebes L
Manufacturers' output price increases also drifted up through the

RPI rose from

year, but more gently. The increase nevertheless exceeded that of

Srghep-mater ral=imputs=gx unit labour costs which had been

restrained by continuing productivity growth of about 7% per
annum. Despite this productivity growth, UK manufacturers have
had more rapidly rising unit labour costs (in local currencies)
than most of our major competitors, reflecting the rapid growth in
hourly compensation of employees in UK manufacturing, which grew
in underlying terms by almost 9% in the year to October (and less
to November). The rise in profit margins through the year
reflects producers' response to buoyant demand. In services the
role of earnings growth (at around 9%) in driving up costs and
prices in the private sector, has been greater - though the
measurement of productivity in these sectors is more difficult.
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12 In the fourth quarter of last year it became apparent that
domestic demand had been growing even more rapidly than had been
recognised when interest rates were raised in the summer. The
opportunity was therefore taken to raise rates by a further 1%
when October's disappointing trade figures were announced on 25
November. At 13%, base rates were then 4 1/2 percentage points
higher than at the beginning of the year. Sterling was initially
marked up and proved resilient against European currencies despite
1/2% increases in some continental interest rates in mid-
December and mid-January. It ended 1988 4% higher in effective

terms (on the new index) than it opened. The rise in interest

‘;._"; summer, c%rvt'@uted, after a lag, to &&GM

- aX-atis éof narrow money and the slowing of lending,
particularly for house purchase, but also for consumption, towards
the end of the year. Broad money also slowed slightly, @&b-s

—signi-fiecant-contractienary -contribution—teo dts—edlnterparts Came-
from—the-external-gide)

.. with effects spreading into the real economy

13 With a longer lag, the tightening of policy last summer does
also seem to be having an effect that is spreading beyond the
housing market. Just as house prices flattened out first in the
South East, retail sales also seem to have slowed there first, and
to have been reduced nationally over the Christmas period.
Smoothing the current balance between September and October
(between which the allocation had been distorted by the postal
dispute) produces a deficit in the fourth quarter of between

£4 1/4 and £4 1/2 bn as in the third, which suggests that it may
have stabilised. Only if the improvement through this year were
even more rapid than the deterioration through last year, however,
would 1989's deficit be lower than 1988's [£14]billion.

14 The main effects of the sharp rise in interest rates through
the second half of last year and the mortgage rate increases
announced in January (and the earlier increases which have still
to be reflected fully in some borrowers' payments) should become
apparent within the next 3-6 months. A slowdown in consumers'
expenditure, possibly quite marked, is likely. The uncertainties
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reflect among other things the unprecedented extent of the
personal sector's move into deficit over the past few years, which
has been much larger than most observers predicted. It is
reasonable to expect that the effect on expenditure of a given
change in interest rates will be larger now than in previous
years, because households are on average more heavily geared, and
because the proportion of floating to fixed-rate debt has risen
considerably in recent years. Recent research done in the Bank
supports this conclusion and, like similar research elsewhere,
points to a heightened response to short-term interest rates.
[Reference to Technical Paper No 20] Companies are more likely to
be influenced by longer-term borrowing costs (which have risen
little), and, given their much improved profitability and current
utilisation of capacity, investment demand should hold up. As
growth slows, profit margins should narrow, however, and the
consequent restraint on prices should in turn reduce pressure for
higher pay and help to contain costs.

[Conclusion]

15 The medium-term orientation appropriate to fiscal policy puts
the onus of adjustment to unanticipated interim developments on to
monetary instruments. The use of monetary policy was particularly
appropriate in 1988 when the unexpected element was the strength
of domestic demand financed by reduced saving and, especially,
enlarged borrowing - which higher interest rates should remedy.
Moreover, it was areas in which heavy mortgage borrowing had fed
demand for housing, pushing up its price, that were likely to
prove most sensitive to interest rates - and so it has proved.
Fiscal policy, in terms of the scale of debt repayment, in the
event, proved to have been tighter than expected. This is due
both to lower public expenditure and higher revenue as a

proportion of national income.

16 The evidence to date does not suggest that policy has been

tightened too much given the priority of securing the predicted

downturn in inflation. This consideration also ,suggests_that the
wnﬁ%f—i5ﬁﬂh (2%

agﬁkpg}&zgs should be cautious until the india%é%fgj

€ slowdown is under way.

i
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Dear Alex

BANK OF ENGLAND QUARTERLY BULLETIN - MAY 1989

Following our normal timetable, the May Bulletin would be
published on Thursday, May 11. This would involve our sending the
text to the Chancellor on 27 April for return on 2 May. Would
this present him or you with any difficulty?

Yours sincerely
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I enclose a copy of the draft of the May Assessment (due to be
published on the 11th) which has gone to the Governor and will be
revised before going to the Chancellor next week.

We hope that comments you might let me have next Monday, for the
Governor's meeting early Tuesday, will enable us to send the
Chancellor a more satisfactory text.

Yours sincerely
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“MAY ASSESSMENT

Introduction

CONFIDENTIAL (DRAFT 21.4.89)

Activity in the major economies has continued to exceed
expectations as the effects of a general tightening of monetary
policy last year takes time to work through. In the meantime
inflationary pressures have intensified leading to further rises
in interest rates in the US and Germany this year. Oil prices
have risen sharply, while other commodities are only a little off
their peak. This assessment considers these developments,
proposals for the next steps in handling 1ldc debt and the UK's
domestic situation. The picture of the economy in 1988 is now
clearer with better identified demand compo%in%§ and a more

plausible profile fOF savings. Peeductivity.and labou chts are
VoA e Y f
kae now ./ Together with uncertainty about ' the Gﬂﬁtv irw

2 —_ g TS5 - ‘ i
when o respense~to earlier policy steps the picture of strengthened
demand and higher cost inflation warranted a cautious Budget.

Monetary policy also has to remain restrictive.

Policy has been tightened in response to widespread 1nf1at10nary

pressures. .. w&ﬂl* LQMJ\q)C‘““b' )
o e

1 In most of the major industrial countpries there are as yet

only tentative signs of the effects of e tightening of monetary

policy during the past year. 1In generg@l growth of demand and

output has continued robust, althoughl/ there are emerging

indications of [some deceleration] ¥n the United States (and more

clearly in the United Kingdom) action began earlier. Much
of the tightening has occurred only in the last two quarters, as
it became apparent that momentum was even stronger than expected
and the inflationary threat greater, and it will take time for the

interest rate increases to have their full effect.

s Inflationary pressures have intensified recently in the major
economies. Measures of capacity utilisation suggest that
utilisation in many countries is now at or even above the peaks of
the late 1970s. Unemployment has fallen to a fifteen year low in
the United States and to the levels of the early 1980s in Japan
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.'and Canada; and even in continental Europe, where rates remain
( \ historically high, labour markets have tightened. Non-o0il
. | commodity prices, having risen substantially in the second half of
; 1988, have fallen back only modestly. Although spot prices may
" have peaked markets for many commodities are tight, with
relatively low levels of stocks, and prices remain vulnerable to
supply shocks or continued strong growth of demand. Oil prices
have risen quite sharply durind the past six months as cutbacks in
OPEC output gained credibility, and supply has been subject to a
series of disruptions. Moderation of demand, and the additional
supply capacity expected to come on stream later in the year, may
cause prices to fall back, but some of the recent strength has yet
s to feed through fully into output prices in the major economies -
/ {\j:Eg:ig:§§§§:§§§:§§EE"ES?_HEH?E§I’ZEZQQQEEEEETtTWhi1e there are no
i T —

signs that inflation is about to accelerate in the exceptional

&5

\
W

manner of the 1970s, when oil prices were a powerful special
factor and policy was more accommodating, inflation rates have
nevertheless drifted up recently: consumer prices have risen
almost 4% in the latest twelve months in the major six overseas
economies as a group, compared to an average of 3 1/4% in 1988.
The short-term prospect is for further edging up, until the pace
of demand growth clearly recedes. [See Box on World Economic
Prospects page 000.]

...and needs to remain firm for a time, both in the United
States, where there are local debt concerns ...
3 Governments in the industrial countries are alive to the
dangers of inflation and at the recent Washington meetings
reaffirmed the importance of its control. Although the tightening
of policy that has occurred should be sufficient to slow the
growth of ‘demand and output to a more sustainable rate, it remains
to be seen whether this will be enough [to quell inflation]. The
visible commitment by the major countries to consult and

- co-operate to reduce inflation increases the likelihood of
achieving this goal. The prevalence of flat, or even downward
sloping, yield curves is consistent with expectations that policy
will succeed in reducing inflation. Firm policy will also give
signals to wage bargainers that faster increases will not be
accommodated. Some pickup has occurred in the rate of wage
inflation, but td date the increases have been relatively modest
despite the tightening in labour markets. ~*
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%4 Amid signs that inflationary pressures in the United States

- had increased, the Federal Reserve tightened monetary policy again

at the end of February, emphésising its resolve to counter the
threat, despite concerns about domestic and international débt.
These have been separately addressed by the US authorities. At
the beginning of February a wide-ranging plan was proposed to
resolve the problems of the savings and loan industry, including
the issue of $50 bn of bonds (through an off-budget vehicle) to
finance the liquidation and sale of insolvent thrifts. In
addition, procedures have been put in place to increase the
monitoring and requlation of corporate borrowing. The wider aims
of US policy would be more satisfactorily achieved if agreement
between the Administration and Congress, on a path for specific
action to reduce the fiscal deficit along the lines of the Gramm

~Rudman Hollings legislation, took a form which commanded the

respect of the markets. Tighter fiscal policy would help to raise
domestic savings and would assist in freeing resources currently
absorbed by domestic demand, contributing to a necessary further
and sustained reduction in the external deficit, without adding to
pressures on inflation.

...and in the other major countries, including those in external
surplus

5 In the major surplus countries the macroeconomic policy stance
appears broadly appropriate and there seems little case for an
additional stimulus to demand while rates of resource utilisation
remain high. In present circumstances pursuit of firm monetary
policy in Germany (where interest rates were raised by half a
point in mid April) and Japan simultaneously bears down on
domestic inflation and can help to sustain an appropriate pattern
of exchange rates (to which the Group of Seven countries have
restated their commitment) between the dollar and other major
currencies. Structural policies also have an important
contribution to make. Although, as in deficit countries, the
primary aim of the continuing process of structural reform is to
enhance efficiency and flexibility and to increase the rate of
sustainable non-inflationary growth, some structural policies may
also help to promote external adjustment. As reaffirmed in
Washington, the full benefits of international competition will
only accrue if the trading system is liberalised further. The
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%recent resolution of the difficulties that arose in the mid term

review of the Urugquay GATT round is a very welcome sign, though
difficult negotiations still lie ahead. Welcome too is the
European Commission's clarification last month of its proposed
Second Banking Directive, which should do much to allay fears that
the Community's market in financial services will be other than
liberal and outward-looking after 1992.

New initiatives are being considered to lighten the burden of
debt repayment by less developed countries

6 Necessary though the policy tightening by industrial countries
is to securing sustainable growth in the longer term, it will not
immediately alleviate the problems facing debtor countries in
Latin America and elsewhere, and new initiatives to lighten the
burden of servicing their debt are being considered. The proposals
by the US Treasury [see page 000 of thié Bulletin] build on the
approach emerging from last September's Berlin IMF-IBRD Annual
Meetings. An increasing role for voluntary, market-based debt
reduction (such as debt buybacks, debt-for-bonds exchanges at a
discount, and debt:equity swaps) was then acknowledged, with the
proviso that there should be no transfer of risk from the banks to
official creditors. A central part of Secretary Brady's
proposals is the suggestion that money from the international
institutions might be linked more explicitly than hitherto with
debt reduction where there were appropriate policy programmes.
They might also provide some limited @uarantee/of debtors'
interest payments in cases of concessionary debt restructuring;
commercial banks would contribute by forgiving a portion of their
claims in exchange for such guarantees, or by withdrawing at a
discount. The compatability of these proposals with the spirit
of the Be;lin communique depends on the precise terms, since it
can be argued that the greater the reduction in commercial bank
claims, the better are the chances that remaining debt, including
obligations to official creditors, will be fully serviced.

7 om-cas <f§; balance of

advantage to banks in forgiving their claims depends very much on

the particular circumstances. To the extent that debt reduction
stimulates higher rates of investment it could, increase debtors'
capacity to pay, possibly to such an extent that the banks were
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..better off in the long run. The new proposals therefore emphasise
strong IMF programmes and the importance of attracting non-debt
sources of capital, such as direct investment and a reversal of
capital flight. Were, however, the additional resources to be
spent on consumption debt relief might be seen as encouraging the
profligate with detrimental effects on the incentives for
countries which hitherto have faithfully serviced their debts.
The proposals have already aroﬁsed considerable, and probably
unrealistic, expectations amongst debtors regarding the scale of
relief on offer. It will be important to establish firm ground
rules quickly if the existing, orderly, framework for debt
negotiations is not to be impaired.

At home, the extent of the exceptionally rapid growth of domestic
demand last year is now clearer ...

8 National Accounts statistics released around the time of the
Budget present a rather more coherent picture of last year's
developments in the economy and reinforce the impression of
exceptionally strong growth of demand and output for much of the
year, particularly in the third quarter - as also in the preceding
year. The expenditure figures show rapid (7%) growth of domestic
demand in the year to the fourth quarter, rather closer to the
path implied jointly by the output measure of GDP and the trade
figures. The upward revisions to demand earlier in the year were
concentrated in fixed investment, now estimated to have increased
by nearly 12% in the year as a whole. This more buoyant profile
for investment is more consistent not only with survey evidence
but also with the perception of high corporate profitability, high
utilisation of existing capacity, and rapid growth of imports of
capital apd intermediate goods. Moreover as pointed out in the
CSO's investigation into balancing the UK's national and financial
accounts, the unidentified element in the corporate sector's
accounts suggests that fixed investment has been consistently

under—-recorded.

... while personal incomes rose more rapidly than thought earlier

9 1Incomes in the personal sector are now estimated to have risen
by over 10% last year and real disposable incomes by nearly 5%.
As with expenditure, these new income figures seem more plausible

than the previous, lower, estimates in several important
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”respects. Upward revisions to income from employment are

consistent with the preliminary results of the 1988 Labour Force
Survey, which found that employment had grown considerably faster
through 1987 and 1988 than previously thought. In conjunction
WitEDAeiffr revisions to coasumption, they also imply a rather
hig e:‘savings ratio than previously estimated: the downward
trend over the past five yearshis still ag ?ﬁfﬁF’ but the new
figures suggest much less qQf a fall in t g}savings ratio to the
middle of last year, _But /the latest figures show a small rise
between the third quarter and the fourth. This profile may
reflect the effects of rising inflation and the tightening of
monetary policy in th;ﬂissond half of 1988. Despite the
sustained fall in t )Favings ratio, personal sector wealth has
roughly doubled in real terms since the start of the decade. This
reflects rising asset prices, and makes the fall in measured
savings less surprising; indeed it may partly explain it,

although the evidence is not clear cut.

10 Company profits were also generally strong last year, although
these have been revised down; while underlying profitability
remained high compared with preceding years, non North Sea
industrial and commercial companies' trading profits actually fell
a little in the fourth quarter, as output growth decelerated and
margins came under pressure. Such was the momentum of their fixed
investment and stockbuilding that ICCs [moved quite heavily into
financial deficit in the quarter, for the first time since the
early 1980s]. This augurs less well for a continuation of the
marked and prolonged investment upswing. The expenditure measure
of GDP still shows a distinctly smaller increase in the year as a
whole (2 }/2%) than the income and output measures (4 1/4 -

4 1/2%). It is therefore possible that certain components of
expenditure could be revised up yet again at some stage.

The extent of the slowing of demand this year is not yet clear

11 Data for the first months of 1989 support the view that
domestic demand has been slowing, although to an extent that is
not entirely clear. Having dipped in January, retail sales
bounced back in February and were flat in March but trend growth
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.' seems virtually to have ceased since last October. Borrowing by
the personal sectorh’particularly borrowing on mortgage, has

fallen away in recent months. While the trend in impbrt volumes
has continued to pgﬂg&gggg;x;gggggds, growth in the first quarter
GSEAEEEEE§“EH“§§S§ta1 and intermediate goods than consumer goods;
manufactured exports have also performed well which suggests that
the problem continues to be one of excess demand rather than

competitiveness, i the fact th w1 ' G

N’
khig..d had been thought:y
@ et

w

12 There is, for the time being, little good news on inflation;

wage settlements continue to creep upwards, and earnings growth,

at 9 1/4%, is uncomfortably high. The results from the 1988

Labour Force Survey mean that productivity growth has been rather
‘less good than previously thought: for the year to the third :
quarter of 1988 whole economy productivity growth was revised down .
from 2.6% to 1.0% (and the corresponding increase for unit wage
costs was revised upwards from 5.7% to 7.3%); the rise was

further boosted by a fall in estimated productivity in the fourth
quarter. Cost performance in manufacturing has been markedly
better than this, but the 1l2-month increase has edged upwards to
around 3%. Profit margins in manufacturing probably widened
further in 1988, but less strongly than in 1986 and 1987. | To.the
extent that unit wage costs have rise =n

.
o re——

=

' moderation in wage settlements wild be required as activity slows,
'if inflation is to be held—wfider controlTL

CAWRY A=V 1 W M An e W ) v o A

%previously thought it would seem that

‘/ 13 The his year hawe.breadly
- RS i v
g s ved the high level# of the fourth quarter of 1988, kﬂ' 2
.Jﬂ!&.. Ll 0 . cywnr _ ;}fg.c LW ;>r
Ougil CIYE 2V 2.1 O D€ SUStda e Gdd-d = e
A T (U e /AR S T T et
3 OU ae W et 03
CIV - JW- £
: ‘.:‘ = af= e [OT) [ ] .‘;:‘_“ £2.d Se@as Cl
,daLévef’E‘sTmi&a;.totan—i Sterling, [whose -Q:;;: has

restrained inflation,] has depreciated slightly in effective terms [

since the beginning of the year[E;esgita_seme-iabeevent&géih——-—--

partly on worries about domestic inflationary pressures and partly
in response to a narrowing of favourable interest differentials,
which ing.
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” and this uncertainty called for caution in the Budget

14 Against this background, the Budget was appropriately
cautious, implying net tax cuts of just under £2 bn (1/2% of GDP)
compared with an indexed base this fiscal year, although somewhat
larger in a full year. At £14 bn, the PSDR projected for 1989/90
remains at about last year's level,Eéieadig}maintaining the

- considerably tighter fiscal stance that emerged then. The cul in
employees' national insurance contributions, while being
convenient as to the timing of its effect, should boost the supply
of labour by improving incentives among the lower paid, and so may
among other things have a useful moderating effect on pay
increases. Apart from that, the Budget implies only minor
modifications in the immediate economic outlook. According to the

~ forecasts, output growth should slow perceptibly in the next 12
months but not by as much as ddmestic demand. The 12-month rate
of retail price inflation should begin to fall more rapidly in the

autumn, reflecting the timing of mortgage rate increases last year.

15 The Budget Red Book reaffirmed the Medium Term Financial
Strategy as the framework for policy dedicated to restoring the
steady downward trend in the growth of money income and
expenditure, with price stability as the ultimate objective. The
target range for MO is unchanged at 1-5%. The objective of fiscal
policy continues to be the achievement of approximate [(iscal
balance in the medium term which is seen as a necessary support

for monetary policy as well as furthering structural aims. The

large fall projected for the PSDR through the nexiioé% years
reflects s0me—ieéuetion-in_tha_gage‘a£—prévatise%ieam:further net

tax reductions‘,and a decline in the effective tax rate as incomes

grow more slowly.

Monetary policy seems to be bearing down on the houschold sector

16 As with the real economy, monetary developments have been
mixed, but tend to support the view that demand growth has slowed,
albeit so far mainly in the household sector. Last year's rise in
interest rates would be expected to have a bigger effect on narrow
and non-interest bearing money (MO) than on broader definitions;
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”MO growth has indeed slowed down considerably since last summer.
If higher interest rates had merely led people to economise in
their use of cash for making transactions that woﬁld offer scant
comfort, but the deceleration in MO will also reflect the slower
growth in the value of transactions, seen also in the statistics
for retail trade. ' For both MO0 and retail sales there is, however,
some evidence of a changing seasonal pattern not fully reflected

" in the seasonal adjustments used. Neither the pace of expansion
last summer nor the extent of the slowdown sihée may have been
quite as great as the statistics suggest.

[The following two paragraphs may need revision when figures
become available.]

17 . Broad measures of credit and liquidity were still expanding at

a high rate in the first quarter of this year. Reduced growth in

demand for credit from the household sector for BFth m%{Fgages and
5 R i g D

consumer credit has been offset by nding to

g -
business, perhaps reflecting in part the deterioration in

companies' financial position mentioned earlier. The fall in
mortgage lending has been particularly sharp, and has been
//A\\& reflected in both lower turnover in the housing market and lower
g:’ﬁ} house price increases. Admittedly the mortgage and housing
a0

N

\
; markets had been exceptionally buoyant and the slowdown has been

v/f&\\\éki;éy concentrated in the South East; in the country as a whole
house prices were still rising at an annualised rate of over 15%
in the first quarter, and the ratio of house prices to earnings
was thus still rising. Nevertheless the regional impact of policy
appears to be helpful, with a relative slowing of activity in the
South Eas@, where unemployment is comparatively low, and the

momentum being maintained elsewhere.
... but less so on the company sector

18 It is good news that lending to businesses should have been
less affected by the present level of interest rates than that to
households, not least since this seems to reflect the carrying out
of previously planned investment, despite the actual or
prospective slowing in consumer demand. However the scale of
lending to business in the first quarter was {unprecedented]i

e —
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growth of total lending to the private sector at an annual rate of
[20%-25%] in the quarter must be a cause for concern, however
commendable its composition. That broad money grew less rapidly

owed a lot to the continuing inflow of funds from overseas to the

b A
banking system, a reflection of thé{%xternal{ffjjfbueci:hef1c1t.
. i _M/,,a

[Conclusion]

19 Recent experience underlines the inevitable uncertainties in
economic forecasts and the need for vigilance in the
interpretation of economic data, as well as for flexibility and
caution in the conduct of policy. The uncertainties about the
current outlook may now seem less extreme than they were 12 months
ago, for there have been no disturbances in the recent past
comparable to the stock market crash of October 1987, but .there
are still fragilities in the world's financial markets and
questions about domestic economic performance yet to be resolved.
There remain uncertainties, too, about the precise impact of the
policy tightening that has occurred.

20 So far the financial markets, despite the mixed news on the
economy in the past few months, seem to accept that an appropriate
degree of restraint has been placed on demand and activity and
that improvement in the inflation rate and balance of payments
should come through in due course. It would be widely agreed that
the principal need now, both here and overseas is resolute control
of inflation as a pre-condition for sustainable growth. The
tightening of monetary policy in the second half of last year and
the maintenance of a tight fiscal stance in the Budget together
amount to a firm demonstration of resolve. The balance of evidence
so far is consistent with its having the desired effect. On this
evidence the thrust of policy seems broadly right, and much better
news on inflation and the balance of supply and demand in the
economy would be needed before any modification of that thrust
could be contemplated.
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Miss O'Mara
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MAY QUARTERLY BULLETIN ASSESSMENT

A few comments on the draft May Assessment which the Bank have

5

Page 6, end of para Lﬂé The draft should make the point that
> 4

personal sector wealth has ,dfisen in real terms because of

sustained low inflation as well as higher asset prices.

sent over to Alex Allan.

Page 7, para 12: Replace in the first sentence "little good news

on inflation" by "few signs of a decisive downturn in inflation".
In the second sentence, replace "rather less good" by "lower".

Page 8, para 15: In the fourth sentence, replace "large fall
projected for the PSDR" by "the projected deccline in Lhe PSDR back
towards Budget balance".

Page 9, para 16: Replace second sentence by "last year's rise in
interest rates would be expected to have a bigger effect on narrow
and non-interest bearing money than on broader definitions. MO

has displayed markedly lower growth since the Autumn." It is
probably not wise to undermine the importance of MO by suggesting
that its seasonal adjustment is faulty. The penultimate sentence
would be better deleted.

Page 10, para 18: The draft could usefully make the point that
the downward sloping yield curve has also probably helped to
direct the major restraining influence of higher interest rates on

to persons rather than companies. We would not want to suggest
that the modest deceleration in broad money was only a consequence

CONFIDENTIAL
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of the external deficit. So the last sentence would be Dbetter
deleted.

Page 10, para 20: Replace "mixed news" by "difficulties in

interpreting the evidence".

J WG

J W GRICE

CONFIDENTIAL
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FROM:KEVIN DARLINGTON (EAl)
DATE:28 APRIL 1989
Extn:5405

PPS /CHANCELLOR ce  Sir P Burns
Mr Davies

Mr Hibberd o/r

MAY QUARTERLY BULLETIN ASSESSMENT

1. You asked for comments on the Bank's May Assessment, I am replying

in Mr Hibberd's absence.

2. Para. 12 discusses the effect on measured productivity growth of
the recent upward revisions to the employment statistics. These
followed the incorporation of the results of the 1988 Labour Force
Survey. This is illustrated by showing the fall in the productivity
growth rate of the non-oil economy in 1988Q2 on a year earlier to 1.6
per cent following the revisions. The growth in non-oil productivity
for 1988 as a whole on 1987 was 1.9 per cent (data for the whole year
are now available). HMT recently published this figure in the April
EPR. The figure of 1.6 per cent could be associated with the non-oil
economy's overall productivity growth performance in 1988. It would be

S

helpful if a line could be inserted. pointing..out that non-oil”

producfiﬁi£y'gfégmg§wi:9 per cent in 1988 as a whole on 1987.
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MAY ASSESSMENT

Introduction

Activity in the major economies has continued to exceed
expectations as the effects of a general tightening of monetary
policy last year take time to work through. 1In the meantime
inflationary pressures have intensified, leading to further rises
in interest rates in the United States and Europe this year. 0il
prices have risen sharply, while other commodities are only a
little off their peak. This Assessment considers these
developments, proposals for the next steps in handling 1ldc debt
and the United Kingdom's domestic situation. The picture of the
UK economy in 1988 is now clearer, with better identified demand
components and a more plausible profile for savings. Labour costs
are, however, now risina more rapidly. Together with uncertainty
about the precise effects of earlier policy steps, the picture of
strengthened demand and higher cost inflation warranted a cautious-
Budget. Monetary policy also has to remain restrictive.

Policy has been tightened internationally in response to
widespread inflationary pressures ...

1 In most of the major industrial countries there are only
tentative signs of the effects of the tightening of monetary
policy during the past year. In general, growth has continued
robust, although there are emerging indications of some
deceleration in the United States and (more clearly) in the United
Kingdom where action began earlier. Much of the tightening has
occurreq_Only in the last two quarters, as it became apparent that

momentum was even stronger than expected and the inflationary

threat greater, and it will take time for the interest rate
increases to have their full effect.

2 Inflatibnary pressures have intensified recently in the major
economies. Measures of capacity utilisation are now at or even
above the peaks of the late 1970s. Unemployment has fallen to a
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fifteen year low in the United States and to the levels of the

~early 1980s in Japan and Canada; and even in continental Europe,

|

[ [exceptidna

where unemployment rates remain historically high, labour markets
have tightened. Non-o0il commodity prices rose again at the end of
1988 and have fallen back only modestly. With relatively low
levels of stocks, prices remain vulnerable to supply shocks or
continued strong growth of demand. O0il prices have risen quite
sharply during the past six months as cutbacks in OPEC output
gained credibility, and supply has been subject to a series of
disruptions. Moderation of demand, and the additional supply
capacity expected to come on stream later in the year, may cause
prices to fall back, but some of the recent strength has yet to
feed through fully into output prices in the major economies - as
is also the case for non-oil commodltles .~/ In response to
%ademand growth ¢onsumer pr1ces have risen almost 4% in
the latest twelve months in the major six overgeas economies as a
group, compared with an average of 3% in 1988. The short-term
prospect is for further edging up, until the pace of demand growth
clearly recedes in response to the tighter stance of policy. [The

Bank's latest forecasts of world economic¢ prospects are summarised
on pages 000-00,.]

... and needs to remain firm for a time, both in the Unlted
States, where there are local debt concerns ...

3 Governments in the industrial countries are alive to the
dangers of inflation and at the recent Washington meetings
reaffirmed the importance of its control. Although the tightening
of policy that has occurred should be suff1C1ent to slow the
growth of demand and output to a more susta1nable rate, it remazns,
to be seen whether this will be | enough to reverse the rise of
inflation quickly. The prevalence of flat, or even downward
sloping, yield curves is consistent with expectations that in the
longer term policy will succeed in reducing inflation. Firm
policy will also glve signals to wage bargainers that faster
increases will not be accommodated Some plck—up has occurred in
the rate of wage inflation, but to date the increases have been
relatively modest despite the tightening in labour markets.
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4 Anid signs that inflationary pressures in the United States
had increased, the Federal Reserve tightened monetary policy again
at the end of February, emphasising its resolve to counter the
threat, despite concerns about domestic and international debt.
These concerns have been separately addressed by the US
authorities. At the beginning of February a wide-ranging plan was
proposed to resolve the problems of the savings and loan industry,
including the issue of $50 billion of bonds (through an off-budget
vehicle) to finance the liquidation and sale of insolvent
thrifts. 1In addition, procedures have been put in place by bank
regulators to increase the monitoring of corporate borrowing. The
f&gﬁﬁl wider aims of US policy would be more satisfactorily achieved if
{vx specific actions which commanded the respect of the markets were
\5 undertaken to reduce the fiscal deficit along the lines of the
hﬁ Gramm Rudman Hollings legislation within the framework recently
agreed between the Administration and Congress.

... and in the other major countries, including those in external
surplus

5 In the major surplus countries the macroeconomic policy stance
appears broadly appropriate. In present circumstances firmer
monetary conditions in Germany (where interest rates were raised
by half a point in mid—April)lE;d Japan (where short-term market
rates have tended to edge up recentliz]simultaneously bear down on
" e ”) domestic inflation and can help to sustain an appropriate pattern
of exchange rates (to which the Group of Seven countries have
restated their commitment) between the dollar and other major
currencies. Structural policies also have an important
contribution to make. Although, as in deficit countries, the
primary aim of the contlnu1ng process of structural reform is to
enhance efficiency and flexibility and to increase the rate of
sustainable non-inflationary growth, some structural measures may
also help to promote external adjustment. As reaffirmed in
Washington, the full benefits of international competition will
; only accrue if the trading system is liberalised further., The
% recent resolution of the difficulties that arose in the mid-term
i )F;j review of the Uruguay GATT round is ajzgrz]welcome sign, though
difficult negotiations still lie ahead. Welcome too is the
European Commission's clarification 1ast'month of the proposed
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reciprocity provisions in its Second Banking Directive, which
should do much to allay fears that the Community's market in

financial services will be other than liberal and outward-looking
after 1992,

New initiatives are being considered to lighten the burden of
debt repayment by less daveloped countries

6 In the short run the policy tightening by industrial countries
will aggravate the problems facing debtor countries in Latin
America and elsewhere, but new initiatives to lighten the burden
of servicing their debt are being considered. The Proposals by the
US Treasury Becretary [see also page 000] build on the approach
emerging from last September's BerlianMFfIBRDfAnnual Meetings in
Berlin. An increasing role for voluntary, market-baged debt
reduction (such as debt buybacks, debt-for-honds exchanges at a
discount, and debt/equity swaps) was then acknowledged, with the

proviso that there should be no transfer of risk from the banks to

official creditors. A ce tﬁ?% %%§s°f Secretary Brady's pProposals

is the suggestion tﬂ;tiﬁoheijfrom the international financial
institutions (ifis) might be linked more explicitly than hitherto
with debt reduction where therghgeiﬁtgugggmgnta? and convinci?g
economic reform programmes. / The institutions might Q;J%qugx1
some limited support for di?ﬁ&%%;ci%&%fﬁﬁﬁ:??%ﬂ&?&iﬁin ca
concessionary debt restructurinqi commercial banks would :
ontribute by forgiving a portion of their claims in exchange for
such support, or by withdrawing at a discount.'[ﬁhe compatability
of these proposals with the spirit of the Berlin communique
depends on the pPrecise terms offered: it can be argued, for
example, that the greater the,reductionﬁig,cgmmegcial:bank~claims,
the better are théwchances that remaining debt,(fncluding
obligations to official creditorg} will be fully serviceg:] It was
subsequently agreed at the Washington meetings to set aside a
ortion of existing funds available from the ifis to facilitate
debt reduction fqrﬁqougﬁ;ies,undertaking sound economi¢ reforms,
and to examine closely proposals forrinterestfsuppOtt.' It was

stressed, however, that official creditors should not substitute
for private lenders.,

8 of

ed rae Jafi-;aﬁm’
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7 The balance of advantage to banks in fq;giving"thei; claims

depends very much on the particular circumstances. To the extent

that debt reduction stimulated higher rates of investment, it
could increase debtors! capacity to pay, possibly to such an
extent that the banks were better off in the long run, and the
emphasis in the new proposals on strong economic programmes and
attracting non-debt sources of capital, such as direct investment
and a reversal of capital fli%hé:é ahoxld ol':g%&w&rgs &g}ges&%

,F; Were, however, addational resagrces to be spent on consumption,
debt relief (might)be seen(hg)encouraging the profligate, with
detrimental effects on the incentives for countries which hitherto
have faithfully serviced their debts. The proposals have already
aroused considerable, and probably unrealistic, expectations
amongst debtors regarding the scale of relief on-offer.. . It will
be important to establish firm ground rules gquickly so that

substantive negotiations between individual countries and the..
banks can begin.

At home, the extent of the exceptionally rapid growth of domestic
demand last year is now clearer ...

8 National accounts statistics released around the time of the
Budget present a rather more coherent picture of last year's
developments in the economy and reinforce the impression of
exceptiohally strong growth of demand and output for much of the
year - particularly in the third quarter - as also in the
preceding year. The expenditure figures show rapid (7%) growth of
domestic demand in the year to the fourth quarter, rather closer
to the path implied jointly by the output measure of GDP and the
trade figures. The upward revisions to demand earlier in the year
were concentrated in fixed investment, now estimated to have
increased by nearly 12% in the year as a whole. This more buoyant
profile for investment is more consgistent not only with survey
evidence but also with the perception of high corporate
profitability, high utilisation of existing capacity, and rapid
growth of imports of capital and intermediate goods. Moreover, as

' pointed out in the'CSO’s investigation into balancing the United
Kingdom's national and financial accounts, the unidentified
element in the corporate sector's accounts suggests that fixed
investment has been consistently under-recorded.
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+++ and it is apparent that personal incomes rose more rapidly
than thought earlier

9 Incomes in the personal sector are now estimated to have risen
by over 10% last year and real disposable incomes by nearly 5%.
As with expenditure, these new income figures seem more plausible
than the previous, lower, estimates in geveral important
respects. Upward revisions to income from employment are
consistent with the preliminary results of the 1988 Labour Force
Survey, which found that employment had grown considerably faster
through 1987 and 1988 than previously thought. In conjunction
with lesser revisions to consumption, they also imply a rather
higher personal saving ratio than previously estimated: the
downward trend over the past five years is still apparent, but the
new figures suggest much less of a fall in the personal saving
ratio to the middle of last year; and the latest figures show a
small rise between the thirg Quarter and the fourth. This profile
may reflect the effects of rising inflation and the tightening of
monetary policy in the second half of 1988. Despite the
sustained fall in the personal saving ratio, personal sector
wealth has roughly douggﬁii&%& )_{’9&]'.& z%?ﬁ“{i:‘,fzi;?ﬁ%fg&.gfart of the
decade. This reflectslfising asset prices, and makes the fall in
measured savings less surprising; indeed it may partly explain
it, although the evidence is not clear cut.

10 Company profits, though revised down, were also generally
strong last year; while underlying profitability remained high
compared with preceding years, non North Sea industrial and
commercial companies' trading profits actually fell a little in
the fourth quarter, as output growth decelerated and margins came
under pressure. Such was the momentum of their fixed investment
and stockbuilding that these companies moved quite heavily into
financial deficit in the quarter, for the first time on any scale
since the early 1980s. This could auqur less well for a
continuation of the marked and prolonged investment upswing though
reported intentions are holding up. The expenditure measure of
GDP still gshows a distinctly smaller increase in the yéér as a
whole (2 1/2%) than the income and output measures (4 1/4% -

4 1/2%). 1t is therefore possible Ehat certain components of
expenditure could be revised up yet again at some st¥ge. =

i
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The extent of the slowing of demand thisg year is not yet clear

11 Data for the first months of 1989 support the view that
domestic demand has been slowing, although to an extent that is
not entirely clear. Having dipped in January, retail sales
bounced back in February and were flat in March but trend growth
seems virtually to have Cceased since last October. Borrowing by
the personal sector, particularly borrowing on mortgage, fell away
after last August but recovered somewhat in March. While the
A‘?? trend in import volumes has continued to be strongly upwards,
growth in the first quarter was faster in capital and intermediate
goods than consumer goods. Manufactured eéxports have also
performed well, which suggests that the problem continues to be
\dﬁﬁ h one of excess demand rather than competitivenesslﬁéspite the fact
R

o Vthat the revised labour cost figures are higher than had been..
*v;hﬂw’thought:]

Lery st of ~ decistve dilvhhaiie vie
At U et o SRS o P Y g
J&nw 12 There s, for the time beingq{}ittle good news on inflation;)

wage settlements continue to creep upwards and earnings growth, at
9 1/4%, is uncomfortably high. The results from the 1988 Labour
C}ﬁ(ﬂ Force Survey mean that productivity growth has been rather[iess lovrer

goo@)than'previously thought: for the Year to the second quarter

2 of 1988 producti h in the non-oil economy was revised
cf A
W down from 3.4%

o 0 1.6% wi¥h a Corresponding increase in unit wage

| rﬂmﬁfb costs; the rise Im Tabour costs was further boqsted by a fall in

 \aW estimated productivity between the third and fourth quarters.
Cost performance in manufacturing has been markedly better than
the rest of the economy, but the twelve-month increase has edged
upwards to around 3%. Profit margins in manufacturing probably

widened further in 1988, but less strongly than in 1986 and 1987.

/) AR NG "one oo\t o res

13 The current account deficit for the first quarter is estimated
to be significantly smaller than in the fourth quarter of last
year. The March figures are particularly encouraging and, though
they owe something to erratic elements in non-oil exports, a
decline in the monthly deficit through the year (reflecting the
slowing of domestic demand and recovery in North sea oil output)
could lead to a figure for the year similar to that for 1988.
Sterling, whose earlier strength has tended to restrain inflation,
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and which rose in effective terms towards the end of last year,

has since slipped back a little, i indi i resi ce '
O
M(S ; e author s

... and this uncertainty called for caution in the Budget

o

14 Against this background, the Budget was appropriately
cautious, implying net tax cuts of just under £2 billion (1/2% of
GDP) compared with an indexed base this fiscal year, although
somewhat more in a full year. At £14 billion, the PSDR projected
for 1989/90 remains at about last year's level, maintaining the
considerably tighter fiscal stance that emerged then. The cut in
employees' national insurance contributions, will have ﬂ«Mqu)

N(/S \gopveni€ntly timéd effects on demand Afid should boost the supply

| of labour by improving incentives among the lower paid, and so may

| among other things have a useful moderating effect on pay

| increases. Apart from that, the Budget implies only minor

! modifications in the immediate economic outloock. According to the

forecasts, output growth should slow perceptibly in the next

twelve months but not by as much as domestic¢ demand. The

twelve-month rate of retail price inflation should begin to fall

more rapidly in the autumn, reflecting the timing of mortgage rate
increases last year.

15 The Financial Statement and Budget Report reaffirmed the

medium-term financial strategy as the framework for monetary

policy dedicated to restoring the steady downward trend in the

growth of money income and expenditure, with price stability as

the ultimate objective. The target range for MO is unchanged at

| 1%-5%. The objective for fiscal policy continues to be the

; achievement of approximate fiscal balance in the medium term which

is seen as a necessary support for monetary policy as well as bacl.
. Ty - Poected cecliing L~

(Jnﬁclrfurtherxng structural aims. Theﬂlarge fali pro;ectgg for]the PSDRLﬁ%Nﬁ”f
through the next few years reflects some reduction in the planned hatara
receipts of privatisation, further net tax reductions, and a

decline in the effective tax rate as incomes grow more slowly.
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Monetary policy seems to be bearing down on the household sector

AL

16 As with the real economy, monetary developments have been
mixed, but tend to Support the view that demand growth hag slowed,
so far mainly in the household sector, Last year's rise in
interest rates would be expected to have a bigger effect on narrow

- 2y and non-interestéfsaﬁéng&%oaiém M°3gf§§ﬁ~3§~bﬁ%ﬁSfi;Q?fiﬂit}ﬁfsfnmhm
Mo growtt_x:]has Bn eed s“fé“wed down‘%‘bnéideréblﬁ since &ast summe‘é

Although to some extent reflecting responses to higher interest

rates, the deceleration in M0 also reflects the slower growth in

the value of transactions, seen in the statistics for retail

trade.[:;or both MO and retail Sales there is, however, gome

jwﬁvidence of a changing seasonal pattern not fully reflected in the
seasonal adjustments use@Z} Neither the pace of expansion last

Summer nor the extent of the Slowdown since may have been quite as

8 high rate in the first quarter of this year. Reduced growth in
demand for credit from the household sector for both mortgages and
consumer credit has been offset by a more rapid growth of lending
to business, perhaps reflecting in part the deterioration in
companies' financial pPosition mentioned earlier. The fall in
mortgage lending has been'partiCularly“sharp, and has been
reflected in both lower turnover in the housing market ang lower
house price increases. Admittedly the mortgage and housing
markets had been exceptionally buoyant and the slowdown hag been
largely concentrated in the South East; 1in the country as a whole
house prices were stillrrisingeatLanvannualised'rate of over 15%
in the first quarter, and the ratio of house prices to earnings
was thus sgtill rising, Nevertheless, the regional impact of
policy appears to be helpful, with a relative slowing of activity

in the South East, where unemployment is Comparatively low, and
the momentum being maintaineg elsewhere,
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--- but less so on the company sector el gl Sl 1 SO

10 ‘

18 It is good news that lending to businesses should have been
less affected by the present level of interest rates than that to
households, not least since this seems to reflect the carrying out
of previously plannad investment, despite the actual or
prospective slowing in consumer demand. However, the scale of
lending to business in the first quarter was very large: total
lending to the private sector growing by more than 20% in the Cf‘fﬁ*éf
quarter must be a cause for concern, however commendable its
composition.lgfhat broad money grew less rapidly owed a lot to the
continuing inflow of funds to the banking system from overseas, a
reflection of the external deficitz JG’V)LC

Gﬁlf(..ﬂ M—&[S " nadnp ”D!’ "M}" ao Il k!,\_gf.;{,g! }, ﬁ‘,‘;(f;;;hl_,..? sjégwl. c/ 3
[Conclusion] ¢i pre bolps (7 dld ek neafov MeShatn PN RNV INT S
b Gruacp PR Sann WOV Conp ot g%

19 Recent experience underlines the inevitable uncertainties in
economic forecasts and the need for care in the interpretation of
economic data, as well as for flexibility and caution in the
conduct of policy. The uncertainties about the current outlook
may now seem less extreme than they were twelve months ago, for
there have been no disturbances in the recent past comparable to
the stock market crash of October 1987, but there are still
fragilities in the world's financial markets and questions about
domestic economic performance yet to be resolved. There remain
uncertainties, too, about the precise impact of the policy

tightening that has occurred. FR1G i ?cxklkw;&tw;
G u:ﬁﬁJ@lﬁJéKL$ e
e G-ANdot i~ 0

20 [éo far the financial markets [Gespite the mixed news onm the UK !;/

uened

ec9aoﬁ?“in—the—pastwaW“mUnthgy seem to accept that an appropriate
degree of restraint has been placed on demand and activity and
that improvement in the inflation rate and balance of payments
should come through in due c0urse1 It would be widely agreed that
the principal need now, both here/and overseas, is resolute
control of inflation as a pre-condition for sustainable growth,
The tightening of monetary policy in the second half of last year
and the maintenance of a tight fiscal stance in the Budget

together amount to a firm demonstration of resolve. The balance of
evidence so far is consistent with its having the desired effect.
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‘ BANK OF ENGLAND

LONDON EC2R 8AH
J. S. FLEMMING

EXECUTIVE DIRECTOR
01-601 4963

23 May 1989

A Allen Esq

Private Secretary to the Chancellor
HM Treasury

Parliament Street

SW1P 3AG

Dear Alex

BANK OF ENGLAND QUARTERLY BULT.ETIN AUGUST 1989

Following our normal timetabhle, thc August Bulletin would be
published on Thursday, August 10. This would involve our sending
the text to the Chancellor on 27 July, for return on 31 July.
Would this present him or you with any difficulty?

Yours sincerely

CH/EXCHEQU!
| C. | 24MAY[98y
ASTION
|
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op BANK OF ENGLAND

LONDON EC2R 8AH
J. S. FLEMMING

EXECUTIVE DIRECTOR

01-601 4963
14 July 1989

Principal Private Secretary to the Chancellor Y 2 ¢
Treasury Chambers

Parliament Street

SW1P 3AG

LA
A C S Allan Esq f?”7 l
/

Dear Alex

QUARTERLY BULLETIN - August 1989

In your letter of 24 May you asked us to Fax the Assessment to you
early on 27 July as you "might in practice" want to return it by
Friday evening. It now appears that this would suit us very

well. If we get it to you by l1l0am on the 27th could you get it
back by 5pm on the 28th?

Please note that under the present arrangements, Terry Burns will
have seen it the previous week.

Yours sincerely

/
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Treasury Chambers, Parliament Street, SW1P 3AG
01-27Q 8000

,,,,,,

J S Flemming Esq
Executive Director
Bank of England

Dear /jj)""\ '

QUARTERLY BULLETIN - AUGUST fgﬁglv

Thank you for your letter of 14 July. As I have told your office,
we will do our level best to get our comments back to you by Spm -
on the 28th, but there is an outside chance we might not be able

to meet that.
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BANK OF ENGLAND

LONDON EC2R 8AH
J. S. FLEMMING
EXECUTIVE DIRECTOR
01-601 4963
20 July 1989
COW\ ments {—\'vsi' c - Clhancollor
thing w PeRr Middl
Sir T Burns tﬂoﬂd . S Peder Middletsy,
HM Treasury r“OWM?ﬁ (?qu&ﬂ e (VAN IR <
Parliament Street S R
SW1P 3AG '
M H-P. Cucna
Mo (ovets

Me Metlise, Me 0/ Donnel)
RS T bamé/k Mr H. bhorel

Wr (/mu Misg, 0’ Mmare
I enclose a copy of the draft of the August Assessment (due to be
published on the 10th) which has gone to the Governor and will be

revised before going to the Chancellor next week.

Deargferry

We hope that comments you might let aé have next Monday, for the
Governor's meeting early Tuesday, will enable s to send the
Chancellor a more satisfactory text. gcadz*dtv wl

Yours 51ncere1¥ M W W /‘JM@QJ"{ MW
o

CL\/S’W scrilohles, frpw\ Alex WM me .
commentr T fud mi T&mj § response -

(We Will ek thae “Final> diadt fwdmm chear
Ak thf on Tuwsolm))
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CONFIDENTIAL DRAFT (20.7.89)

QOB ASSESSMENT - AUGUST 1989

INTRODUCTION

1 - The last quarter has been marked by volatility in currency

markets. For much of the period the US deollar was uncxpcctedly
strong against both the yen and the deutschemark. 1In part this
may have reflected political factors. A persistently strong
dollar would be likely to weaken activity in the United States,
where it is already slowing, and stimulate it in Europe and Japan,
both of which have tightened monétary policy in the face of
inflationary pressures. A stronger dollar is also unhelpful to
the adjustment of international imbalances in the longer term.
Against this background, this Assessment discusses developments in
the UK domestic economy, the policy response to sterling's
weakness against currencies other than the dollar, and to the

emerging picture of the responses of domestic demand and output to
earlier measures.

Interest differentials narrow as the US dollar strengthens and
activity slows in North America ...

2 While there are clear signs of an emerging slowdown in North
America in response to earlier monetary tightening, growth in
Japan and the major continental European economies continues to
exceed expectations. If sustained, at levels reached earlier in
the quarter, the strength of the dollar would tend to reinforce
this regional pattern of growth. It might also tend to put some
upward pressure on inflation in the major economies as a group,
partly because some commodity Prices exhibit some short-term
stickiness in respect of changes in the dollar, and perhaps also
because inflation in the continental European economies may be
more responsive to a positive Stimulus from import prices than is
the United States inflation, to negative stimulus. Official
interest rates in Japan have been raised by 3/4% and in Germany by
a further 1/2% over the last three months to contain the
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inflationary threat arising from strong growth and from the rising
costs of imports. (Consumer price inflation, which has also been
raised in both countries by consumer taxes, reached 3% in Germany
and edged towards this figure jn Japan.) These interest rate
increases, and earlier tightening in Germany, will help to slow
domestic demand somewhat, and 1imit the response of wages to
prices. They should also help to strengthen the yen and the
deutschemark - which is an important part of the transmission of
tighter monetary policy.

3 Recently there have been signs that this process is beginning
to work, as the narrowing of interest differentials in favour of
the dollar, and large scale co-ordinated intervention, have
succeeded in bringing the dollar back from its peak levels,
although it remains [7%] higher in effective terms than at the
start of the year. A slight reduction of US interest rates in the
last two months has assisted the process; this is the first

reversal of a series of tightening moves which began early last

year.

4 The reduction in US interest rates occurred against a
background of slowing and better-balanced demand, slower monetary
growth and a strong dollar. Consumer spending and residential
investment have weakened considerably, although healthy business
investment and good export performance have helped to maintain
total demand. Despite signs of slowing growth and the strong
dollar, measured inflation in the United States has continued to
increase, as capacity remains quite tight and earlier pressures
from higher o0il and commodity prices have fed through.
Encouragingly, wages have to date shown little sign of
acceleration despite the tight labour market, although, as output
growth eases, slower growth in productivity may add to pressures
on unit costs. Progress on inflation in the United States would

be threatened by any further e€asing of monetary policy there.

i
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... elsewhere monetary policy remains tight while co-ordinated
intervention has influenced exchange rates ...

5 Given the critical importance of not only stabilising but
reducing inflation in the major economies as the seven major
countries re-emphasised at the pParis Summit, monetary policy must
remain tight. Trends in the main external influences are
difficult to interpret but give grounds for some encouragement.
0il prices, which are, of course, themselves influenced by
prospects for activity in the industrial countries , fell back
from earlier peaks after the June OPEC meeting, [although recently
prices have rebounded somewhat], while spot non-oil cqmmodity
prices, which had shown no trend in the early part of the year in
SDR terms, may be turning down. Greater efficiency in the use of
energy and raw materials has reduced the impact on the major
economies of 0il and commodity prices, while rapid growth of trade
between the major economies has increased the importance to each
of developments in the others. As there is pressure on capacity
in each of the major economies, this increased interdependence
raises the risk of spreading inflation and emphasises the need for
close economic co-operation. Within Europe, as the process of
liberalising capital movements and the internal market programme
near completion, such co-operation will assume particular
importance. 1Indeed, in late June the Médrid meeting of the
European Council called for a strengthening of economic and
monetary policy co- operatlon initially on lines identified by the
Delors Committee. see\the Governor's IEA lecture, pp . ﬁ/

p /
—~ ((‘:‘» "‘IL{J ‘

6 Co-ordinated exchange market intervention has helped to glve‘
signals about the appropriateness of exchange rates. The
difference between the initial and longer-term effects of exchange
rate changes makes it difficult to interpret recent trends in the
payments positios of the three major economies. Although the
relative slowdowh of US.d0meStic demand has helped to reduce the
US trade deficit so far this Year below last year's average this
may in . part be related to the initial J-curve effects arising from
the strength of the dollar and may thus be more than reversed
later. Although in a world of deregulated capital markets
external surpluses and deficits may simply reflect adjustment to
desired savings and investment positions and be quite smoothly

3

245
iy



[ ‘ o 4 : ~
CONFIDENTIAL N LT ‘ g

I I A LA o
A AA [

b_
/

proposals may be hard to se11 ) There may also Be dlfflcultles 1n’

5 reconciling the - total amount of debt or debt service reduction /'\
) 5

J J;?{ offered with the limited resources available for providing the ‘

b associated collateral. ~ /

-
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Monetary tightening at home is having continuing effects ...
A )

9 It is now over a year since monetary policy began to be
tightened. It was expected that the effect on the economy would
be spread over more than twelve months, with some forms of
expenditure affected before others and some asset prices more
immediately responsive to policy while those of other goods would
react only to a slackening of demand. Developments so far have

nw hhneg bl : ;
-n$£wupse£ those expectations. At what is still an intermediate
stage not all the objectives of the tightening of policy have yet
been achieved. Assessment of the stance of policy needs to take
account of both how rapidly the economy was expanding when policy
was first tightened and how much of the effect of past tightening
has still to come through. Perceptions of the former have
undoubtedly been revised upwards in relation both to activity and
its inflationary implications. As to the latter, although the
economy may have become more responsive, the balance of evidence
is strongly that adjustment to last year's tightening is by no
means yet complete. The mechanism, however, is working as expected.

10 Against a background judgement on the extent of adjustment in
the economy, policy has also had to respond to some sharp changes
of mood in financial markets in recent months. The strength of
the exchange rate into the early part of this year had been an
important factor contributing to tight monetary conditions. The
subsequent weakening reflected in part the resurgence of the US
dollar and the effect of political events elsewhere.
Nevertheless, the speed and scale of thé fall in sterling in late
May were such as ES’EEQeaten the prospective reduction in
inflation, both directly through import prices, and by reducing
pressure on UK price setters. Interest rates were raised by a
further 1% in late May to counter that threat. Subsequent

qu)’ downward pressure in the exchange market, whlch was 1ndeed to
O WAL

T prove tran51ent was met w1th\EEEXZ‘1nterventlon.

|7 N 7
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11 The housing market was the first to react tqﬁpolicy
tightening, most noticeably jin the South-East, where high house
prices and heavy mortgage borrowing had made borrowers most
exposed to interest rate increases. Prices continue to rise away
from the South East but now at a more subdued rate and by June,

taking account of normal seasonal movements, prices in the country

. as a whole had stopped rising. Mortgage lending has remained

8~

subdued, but with the building societies gaining market share, as,
until April, they had been able to attract relatively cheap retail

funds and the balance of activity shifted towards lower priced
property.

... more on demand for consumers' than for producers®' durable
goods

12 Consumer spending slowed further in the first quarter and
spending on durable goods - most likely to be affected by the
slowdown in the housing market - was iower than in the third
quarter of last year. Spending on non-durables apg@grgkgo have
been erratic from month to month. Wh11e a npmber of(iﬁalcators
(retail sales, MO, consumer credlt)cp01nted to a sharp recovery in

May, the provisional figures for retail sales in June are
consistent with a moderating growth of consumption. Stockbuilding
responded to the slowing in consumer demand, with distributors
reducing in the first quarter stocks which they had involuntarily
built up in the previous three months, in part at the exzpense of
manufacturers, who saw their stock levels rise. Distributors and
manufacturers alike have reported their stocks as too high, and
further adjustments have probably'been in-train.

i

(13 It had been expected that/Eh growth of industrial investment,
-

ich has recovered stronglyi' recent years, would respond only

; with some considerable laq/ﬁo §he slowing of consumer demand.

! Thus the cessation of grg@th reported in the first quarter was

surprising, and is fu er questioned by urveysf&h&gﬁjcontinue to
suggest that, in 1989 as a whole, investment grow ,thou h slower
than last year, may still be of the order of 13%. d£§%§~ustment
next year is, however, 1likelY; companies' financial position has
weakened and in many past periods'of slower economic growth

investment has fallen.
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14 Overall,. evidence continyes to accumulate that domestic demand
has slowed from the excessive growth of last year. Measured from
its components, domestic demang is estimated to have fallen in the
first quarter; measured indirectly, from output and the trade
balance, its growth was minimal. Less reassuring is some of the
evidence on the balance between domestic demand and output more
recently. Manufacturing output is reCorded'as being virtually
flat this year, while retail sales continued to grow (particularly
in May). But the external trade statistics, which may be a
better guide, suggest a more favourable outturn, with the current
account balance (in volume as well as value terms) showing further
improvement even allowing for possible anticipatory effects of the
dock strike. The subdued growth of imports in the most recent
)nonths may however be compatible with domestic demand having been
met to a considerable extent from stocks.

The labour market remains tight ...

15 So far, as would be expected, slower growth in the economy has
not had very marked effects in the labour market. Manufacturing
employment, however, has resumed its decline in recent months, and
the rate of fall of unemployment is not as great as it was.
Underlying earnings growth has not advanced further and the
earlier acceleration had been less than that which occurred
following similar periods of high demand pressure in the past.
Settlements, however, continue to rise, notably in services, where
they reached 8 1/2% in the second quarter. The growth of
industrial disputes reflects both pressure for, and resistance to,
higher settlements, following the acceleration of prices.

16 Earnings have grown at broadly similar rates 1n dlff“’ént
sectors and have not reflected dlfferences 1n rowth of
productivity. 1In manufacturing, where ;E has continued to grow
rapidly, unit wage costs are growing at around 3% per aannum. For
services the statistics are not so up to date, but, with output
apparently slowing, productiVity is likely to grow very slowly,

a and unit wage costs in services may be rising by as much as 8 1/2%
}V(JL/ ’ per annum. In the longer term there may be scope for faster
growth of productivity outside manufacturing, but the differential
is unlikely to be eroded; ©On the other hand there
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are likely to be limits to extent to which earnings growth ih'
different sectors can diverge, 1nflation of 2 1/2%, as envisaged
for the medium term in the Fspr, would necessitate very low or
even negative growth of unit 1apour costs (and prices) in the
sectors, such as manufacturing, where productivity grows
relatively fast. This is indeed the experience of our most

successful competitors, on whose rate of inflation we wish ours to
converge. o > et ; W,

... as price inflation peaks

17 Prices, unlike earnings, do reflect productivity differences,

so that manufacturers' output prices are now rising at less than

5% per aﬁnnum, which probably also indicates some 'E-éssening of the -
rate at which margins have widened, if not an actuaz}reduction.' K4
But faster increases in the price of services appear”to be ¢
responsible for much of the acceleration in retail prices overall
(excluding mortgages) from 4 1/2% to 6% over the past year.
Inflation, as measured by the RPI including mortgages, is likely
now to have peaked. Much of the earlier acceleration and of the
prospective deceleration reflects the mortgage element. Excluding
that, the rise in inflation has been slower, and so too may be the
nggggtiog: Nevertheless, with a period of slower economic growth
in pfospect, for a time below the potential growth of the economy,
underlying inflation should fall, with reduced p;ofit margins
providing the earlier contribution, followed in the next pay round
by the further consequénces of an easing in labour market
pressures. Slower domestic demand will also help to reduce the

current deficit, but again slowly.

18 There are risks to this prospect. Slow adjustment of the
current balance, accompanied by continued tight fiscal policy,
implies a continued private sector financial deficit of
unprecedented scale. So far Private sector confidence seems

i{?émarkab}%%robust but expenditures might be adjusted more rapidly,
bringing about a faster reduction in inflation (and in the current
account deficit), at a greater immediate cost in terms of output
and employment. On the other hand, despite the improving balance
in the ecénomy, sterling might come under renewed downward

pressure, and thus again imperil the prospective reduction in

10171 W
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inflation. /In this case, evep thou?TntEIESt rates in this
country are already high in real terms, they might have to rise
again, or stay high longer thap had been hoped. ] i Clw/éde(
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HM Treasury vy Sk ] ?ZVRNS |
Parliament Street e
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Dear Mr Gieve J MR Scthite |
ML PERETZ

BANK OF ENGLAND QUARTERLY BULLETIN - NOVEMBER 1989

Following our normal timetable, t
be published on Thursday, Novemb
sending the text to the Chancello
30 October. Would this present him or

vember Bulletin would
This would involve our
26 October, for return on
ou with any difficulty?

Yours sincerely

N3 New  BSbna

J%/L//[/Z/M/vw Shihmenk

| hee ) 26 Odle is Ok (8 csked al.sl
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